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WESTERN ASSET MUNICIPAL PARTNERS FUND INC.

Schedule of investments (unaudited) August 31, 2018

SECURITY RATE
MATURITY

DATE
FACE

AMOUNT VALUE
MUNICIPAL BONDS - 152.2%
Alabama - 3.2%
Jefferson County, AL, Sewer Revenue:
Subordinated Lien Warrants 6.000% 10/1/42 $ 760,000 $ 875,558
Subordinated Lien Warrants 6.500% 10/1/53 1,300,000 1,536,314
Lower Alabama Gas District, Gas Project Revenue 5.000% 9/1/46 300,000 360,534
Southeast Alabama Gas Supply District, Gas Supply Revenue 4.000% 6/1/24 2,000,000 2,126,220(a)(b)

Total Alabama 4,898,626

Alaska - 1.5%
Valdez, AK, Marine Terminal Revenue, BP Pipelines Inc. Project 5.000% 1/1/21 2,150,000 2,292,050

Arizona - 1.7%
Navajo Nation, AZ, Revenue 5.500% 12/1/30 275,000 308,203(c)

Salt Verde Financial Corp., AZ, Senior Gas Revenue 5.000% 12/1/32 2,000,000 2,351,280

Total Arizona 2,659,483

California - 21.0%
Alameda, CA, Corridor Transportation Authority Revenue, Second
Subordinated Lien 5.000% 10/1/34 500,000 562,810
Bay Area Toll Authority, CA, Toll Bridge Revenue, San Francisco Bay Area,
(SIFMA Municipal Swap Index Yield + 1.100%) 2.590% 4/1/24 2,500,000 2,581,650(a)(b)

California MFA Revenue:
Senior Lien, Linux Apartment Project 5.000% 12/31/43 500,000 559,200(d)

Senior Lien, Linux Apartment Project 5.000% 12/31/47 250,000 278,723(d)

California State PCFA, Water Furnishing Revenue:
5.000% 11/21/45 1,000,000 1,054,280(c)(d)

5.000% 11/21/45 1,470,000 1,486,008(c)

California State, GO, Various Purpose 5.000% 4/1/43 4,000,000 4,442,240(e)

California Statewide CDA Revenue, Insured Health, Facility L.A. Jewish
Home, CA, Mortgage Insurance, CMI 5.000% 11/15/28 1,500,000 1,503,675
Eastern Municipal Water District Financing Authority, CA, Water &
Wastewater Revenue 5.000% 7/1/47 1,000,000 1,150,630
Golden State Tobacco Securitization Corp. Revenue:
Tobacco Settlement Funded 5.000% 6/1/47 500,000 514,025
Tobacco Settlement Funded 5.000% 6/1/47 550,000 565,428
Los Angeles County, CA, Public Works Financing Authority, Lease
Revenue, Multiple Capital Project II 5.000% 8/1/30 2,500,000 2,768,450

See Notes to Schedule of Investments.
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WESTERN ASSET MUNICIPAL PARTNERS FUND INC.

Schedule of investments (unaudited) (cont�d) August 31, 2018

SECURITY RATE
MATURITY

DATE
FACE

AMOUNT VALUE
California - (continued)
Los Angeles, CA, Department of Water & Power Revenue, Power System 5.000% 7/1/47 $ 1,000,000 $ 1,147,870
Lower Tule River, CA, Irrigation District Revenue, COP 5.000% 8/1/40 1,000,000 1,046,980
M-S-R Energy Authority, CA, Gas Revenue:

7.000% 11/1/34 2,490,000 3,531,492
Natural Gas 6.500% 11/1/39 2,000,000 2,809,180
Rancho Cucamonga, CA, RDA, Successor Agency Tax Allocation, Rancho
Redevelopment Project Area, AGM 5.000% 9/1/30 750,000 855,930
River Islands, CA, Public Financing Authority, Special Tax Revenue, Community
Facilities District No. 2003-1 5.500% 9/1/45 500,000 534,975
Riverside County, CA, Transportation Commission Toll Revenue:
Senior Lien 5.750% 6/1/44 100,000 110,800
Senior Lien 5.750% 6/1/48 200,000 221,230
Tulare, CA, Sewer Revenue, AGM 5.000% 11/15/41 2,000,000 2,244,640
Turlock, CA, Irrigation District Revenue 5.000% 1/1/35 2,500,000 2,617,100(f)

Total California 32,587,316

Colorado - 6.9%
Base Village Metropolitan District #2 Co., GO 5.750% 12/1/46 500,000 508,135
Colliers Hill Metropolitan District #2, GO 6.250% 12/1/37 750,000 759,915
Colorado High Performance Transportation Enterprise Revenue, C-470 Express
Lanes 5.000% 12/31/51 200,000 216,166
Colorado State Health Facilities Authority Revenue, Sisters of Charity
Leavenworth Health System Inc. 5.250% 1/1/25 3,500,000 3,653,230
Public Authority for Colorado Energy, Natural Gas Purchase Revenue:

5.750% 11/15/18 85,000 85,633
6.500% 11/15/38 4,000,000 5,505,960

Total Colorado 10,729,039

Connecticut - 0.7%
Connecticut State Special Tax Obligation Revenue, Transportation Infrastructure
Purpose 5.000% 1/1/37 500,000 555,410
Connecticut State, GO 5.000% 10/15/34 270,000 298,174
Harbor Point, CT, Infrastructure Improvement District, Special Obligation
Revenue, Harbor Point Project Ltd. 5.000% 4/1/39 250,000 266,483(c)

Total Connecticut 1,120,067

See Notes to Schedule of Investments.
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WESTERN ASSET MUNICIPAL PARTNERS FUND INC.

Schedule of investments (unaudited) (cont�d) August 31, 2018

SECURITY RATE
MATURITY

DATE
FACE

AMOUNT VALUE
District of Columbia - 0.7%
District of Columbia Revenue:
Ingleside Rock Creek Project 4.125% 7/1/27 $ 200,000 $ 202,994
KIPP DC Issue 5.000% 7/1/37 800,000 883,984

Total District of Columbia 1,086,978

Florida - 9.5%
Broward County, FL, Airport System Revenue 5.000% 10/1/47 350,000 391,363(d)

Capital Trust Agency, FL, Senior Living Revenue, Elim Senior Housing
Inc. 5.875% 8/1/52 100,000 102,536(c)

Central Florida Expressway Authority Revenue, Senior Lien 5.000% 7/1/42 250,000 283,108
Florida State Development Finance Corp., Educational Facilities Revenue,
Renaissance Charter School Inc. Project 6.125% 6/15/46 160,000 166,312(c)

Florida State Mid-Bay Bridge Authority Revenue 5.000% 10/1/40 740,000 808,502
Greater Orlando, FL, Aviation Authority, Airport Facilities Revenue 5.000% 10/1/42 500,000 557,030(d)

Miami-Dade County, FL, Aviation Revenue 5.000% 10/1/41 3,000,000 3,374,610
Miami-Dade County, FL, Expressway Authority Toll System Revenue 5.000% 7/1/24 1,250,000 1,434,362
Miami-Dade County, FL, GO, Seaport 5.000% 10/1/23 2,315,000 2,526,707
Miami-Dade County, FL, Health Facilities Authority Hospital Revenue,
Nicklaus Children�s Hospital 5.000% 8/1/42 350,000 388,731
Miami-Dade County, FL, School District, GO 5.000% 3/15/30 1,000,000 1,172,480
Orange County, FL, Health Facilities Authority Revenue, Presbyterian
Retirement Communities 5.000% 8/1/47 250,000 271,070
Orlando & Orange County, FL, Expressway Authority Revenue 5.000% 7/1/30 2,000,000 2,114,180(f)

Volusia County, FL, Educational Facility Authority Revenue, Educational
Facilities Embry-Riddle Aeronautical University Inc. Project 5.000% 10/15/42 1,000,000 1,115,290

Total Florida 14,706,281

Georgia - 1.3%
Main Street Natural Gas Inc., GA, Gas Project Revenue, (SIFMA Municipal
Swap Index Yield + 0.570%) 2.060% 12/1/23 2,000,000 1,996,960(a)(b)

See Notes to Schedule of Investments.
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WESTERN ASSET MUNICIPAL PARTNERS FUND INC.

Schedule of investments (unaudited) (cont�d) August 31, 2018

SECURITY RATE
MATURITY

DATE
FACE

AMOUNT VALUE
Illinois - 12.4%
Chicago, IL, Board of Education, GO 5.000% 12/1/44 $ 330,000 $ 338,821
Chicago, IL, GO:

5.000% 1/1/25 1,000,000 1,086,730
5.500% 1/1/34 950,000 1,024,451
5.500% 1/1/37 60,000 64,322
6.000% 1/1/38 500,000 566,755

Chicago, IL, Metropolitan Water Reclamation District Greater Chicago, GO,
Green Bond 5.000% 12/1/44 1,000,000 1,096,870
Chicago, IL, O�Hare International Airport Revenue:

5.000% 1/1/35 2,200,000 2,390,806(d)

General, Senior Lien 5.000% 1/1/41 250,000 275,383
Senior Lien 5.000% 1/1/47 500,000 553,720
Senior Lien 5.000% 1/1/52 500,000 551,820
Trips Obligated Group 5.000% 7/1/48 200,000 218,482(d)

Chicago, IL, Transit Authority, Sales Tax Receipts Revenue, Second Lien 5.000% 12/1/51 250,000 266,303
Chicago, IL, Wastewater Transmission Revenue, Second Lien 5.000% 1/1/38 750,000 812,543
Chicago, IL, Waterworks Revenue:
Second Lien Project 5.000% 11/1/34 800,000 865,896
Second Lien 5.000% 11/1/39 500,000 535,465
Illinois State Toll Highway Authority Revenue 5.000% 12/1/31 1,500,000 1,701,105
Illinois State University Revenue, Auxiliary Facilities System, AGM 5.000% 4/1/37 100,000 109,973
Illinois State, GO:

5.000% 11/1/26 550,000 587,136
5.000% 2/1/29 440,000 465,656
5.000% 10/1/29 1,300,000 1,384,656(g)

5.000% 1/1/33 500,000 521,435
5.000% 11/1/33 650,000 680,531
5.000% 12/1/42 600,000 624,738

Metropolitan Pier & Exposition Authority, IL, Dedicated State Tax Revenue:
McCormick Project 5.200% 6/15/50 970,000 988,381
McCormick Project, State Appropriations 5.250% 6/15/50 215,000 219,257
Metropolitan Pier & Exposition Authority, IL, Revenue, McCormick Place
Expansion Project, CAB 0.000% 12/15/52 900,000 166,716
University of Illinois, COP 5.000% 3/15/24 1,000,000 1,115,190

Total Illinois 19,213,141

See Notes to Schedule of Investments.
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WESTERN ASSET MUNICIPAL PARTNERS FUND INC.

Schedule of investments (unaudited) (cont�d) August 31, 2018

SECURITY RATE
MATURITY

DATE
FACE

AMOUNT VALUE
Indiana - 2.0%
Indiana Finance Authority Midwestern Disaster Relief Revenue, Ohio Valley
Electric Corp. Project 5.000% 6/1/39 $ 1,000,000 $ 1,003,630
Indianapolis, IN, Local Public Improvement Bond Bank Revenue 5.000% 6/1/27 2,000,000 2,147,440

Total Indiana 3,151,070

Louisiana - 1.9%
Port New Orleans, LA, Board of Commissioners Port Facilities Revenue, AGM 5.000% 4/1/43 500,000 563,580(d)

Shreveport, LA, Water & Sewer Revenue, AGM 5.000% 12/1/34 2,080,000 2,351,669

Total Louisiana 2,915,249

Maryland - 0.7%
Maryland State EDC, EDR, Transportation Facilities Project 5.750% 6/1/35 1,000,000 1,069,430(f)

Massachusetts - 2.0%
Massachusetts State DFA Revenue:
International Charter School 5.000% 4/15/40 1,875,000 1,989,619
Partners Healthcare System 5.000% 7/1/47 500,000 554,520
UMass Boston Student Housing Project 5.000% 10/1/48 200,000 216,256
Massachusetts State Water Pollution Abatement Trust Revenue, MWRA Program,
Unrefunded Balance 5.750% 8/1/29 355,000 356,100

Total Massachusetts 3,116,495

Michigan - 2.3%
Detroit, MI, Water & Sewerage Department, Disposal System Revenue, Senior
Lien 5.250% 7/1/39 405,000 439,032
Great Lakes, MI, Water Authority Water Supply System Revenue:
Senior Lien 5.000% 7/1/35 150,000 170,884
Senior Lien 5.000% 7/1/46 1,300,000 1,443,637
Michigan State Building Authority Revenue, Facilities Program 5.250% 10/15/47 250,000 277,715
Michigan State Finance Authority Ltd. Obligation Revenue, Higher Education,
Thomas M Cooley Law School Project 6.750% 7/1/44 450,000 452,088(c)

Michigan State Finance Authority Revenue:
Senior Lien, Detroit Water & Sewer 5.000% 7/1/33 370,000 405,313
Senior Lien, Detroit Water & Sewer 5.000% 7/1/44 380,000 408,234

Total Michigan 3,596,903

See Notes to Schedule of Investments.
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WESTERN ASSET MUNICIPAL PARTNERS FUND INC.

Schedule of investments (unaudited) (cont�d) August 31, 2018

SECURITY RATE
MATURITY

DATE
FACE

AMOUNT VALUE
Missouri - 0.2%
Kansas City, MO, IDA, Senior Living Facilities Revenue, Kansas City
United Methodist Retirement Home Inc. 6.000% 11/15/51 $ 300,000 $ 290,337(c)

Nebraska - 0.4%
Central Plains Energy Project, NE, Gas Project Revenue, Project #3 5.000% 9/1/42 550,000 656,188

New Jersey - 12.1%
Casino Reinvestment Development Authority, NJ, Luxury Tax Revenue,
AGM 5.000% 11/1/27 240,000 262,970
New Jersey State EDA Revenue:

5.000% 6/15/29 500,000 529,750
Continental Airlines Inc. Project 5.250% 9/15/29 2,000,000 2,173,580(d)

Private Activity-The Goethals Bridge Replacement Project 5.375% 1/1/43 1,000,000 1,092,820(d)

Provident Group - Rowan Properties LLC, Rowan University Housing
Project 5.000% 1/1/48 500,000 528,230
School Facilities Construction (SIFMA Municipal Swap Index Yield +
1.600%) 3.090% 3/1/28 2,500,000 2,485,125(b)

New Jersey State EDA, Special Facility Revenue, Port Newark Container
Terminal LLC Project 5.000% 10/1/37 175,000 189,030(d)

New Jersey State EFA Revenue, Stevens Institute of Technology 5.000% 7/1/42 3,000,000 3,360,630
New Jersey State Health Care Facilities Financing Authority Revenue:
Hackensack Meridian Health 5.000% 7/1/38 100,000 113,983
RWJ Barnabas Health Obligation Group 5.000% 7/1/43 300,000 335,115
New Jersey State Transportation Trust Fund Authority Revenue,
Transportation Program, State Appropriations 5.000% 6/15/38 6,000,000 6,252,960
New Jersey State Turnpike Authority Revenue 5.000% 1/1/35 1,000,000 1,151,890
Tobacco Settlement Financing Corp., NJ, Revenue 5.000% 6/1/46 200,000 218,520

Total New Jersey 18,694,603

New York - 23.7%
Brooklyn Arena, NY, Local Development Corp. Revenue, Barclays Center
Project 6.250% 7/15/40 1,000,000 1,062,900(f)

Hudson Yards Infrastructure Corp. Revenue, NY 5.000% 2/15/42 850,000 963,093
MTA Hudson Rail Yards Trust Obligations Revenue 5.000% 11/15/56 3,000,000 3,247,440
MTA, NY, Dedicated Tax Fund Revenue, Green Bonds 5.000% 11/15/47 500,000 569,035
MTA, NY, Revenue:

5.250% 11/15/40 1,000,000 1,077,700(f)

Transportation 5.000% 11/15/25 1,000,000 1,100,520(f)

See Notes to Schedule of Investments.
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WESTERN ASSET MUNICIPAL PARTNERS FUND INC.

Schedule of investments (unaudited) (cont�d) August 31, 2018

SECURITY RATE
MATURITY

DATE
FACE

AMOUNT VALUE
New York - (continued)
Nassau County, NY, Industrial Development Agency, Continuing Care
Retirement Community Revenue, Amsterdam At Harborside 2.000% 1/1/49 $ 67,436 $ 11,464 *(h)

New York City, NY, Municipal Water Finance Authority, Water &
Sewer System Revenue, Second General Resolution Fiscal 2011 5.000% 6/15/31 4,850,000 5,114,955
New York State Dormitory Authority Revenue:
Court Facilities Lease, NYC Issue, Non-State Supported Debt, AMBAC 5.500% 5/15/30 3,365,000 4,212,105
Non State Supported Debt, New School 5.000% 7/1/35 2,000,000 2,222,880
New York State Liberty Development Corp., Liberty Revenue:
3 World Trade Center LLC Project 5.000% 11/15/44 490,000 515,799(c)

4 World Trade Center LLC Project 5.750% 11/15/51 2,000,000 2,218,440
Second Priority, Bank of America Tower 5.125% 1/15/44 2,500,000 2,598,825
New York State Transportation Development Corp., Special Facilities
Revenue:
American Airlines Inc., John F. Kennedy International Airport Project 5.000% 8/1/31 2,000,000 2,088,320(d)

LaGuardia Airport Terminal B Redevelopment Project 5.000% 7/1/41 2,250,000 2,407,905(d)

LaGuardia Airport Terminal B Redevelopment Project 5.000% 7/1/46 400,000 426,992(d)

LaGuardia Airport Terminal C & D Redevelopment Project 5.000% 1/1/31 1,100,000 1,237,676(d)

New York State Urban Development Corp. Revenue 5.000% 3/15/26 430,000 431,144
Port Authority of New York & New Jersey Revenue 5.000% 1/15/41 4,750,000 5,028,350
Triborough Bridge & Tunnel Authority, NY, Revenue, MTA Bridges &
Tunnels 5.000% 11/15/42 250,000 287,090

Total New York 36,822,633

North Carolina - 4.1%
Charlotte-Mecklenburg Hospital Authority, NC, Health Care System
Revenue, Carolinas Healthcare System 5.000% 1/15/31 5,000,000 5,466,350
North Carolina State Turnpike Authority Revenue, Senior Lien 5.000% 1/1/30 100,000 113,682
North Carolina State Turnpike Authority, Monroe Expressway Toll
Revenue 5.000% 7/1/47 750,000 814,597

Total North Carolina 6,394,629

See Notes to Schedule of Investments.
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WESTERN ASSET MUNICIPAL PARTNERS FUND INC.

Schedule of investments (unaudited) (cont�d) August 31, 2018

SECURITY RATE
MATURITY

DATE
FACE

AMOUNT VALUE
Ohio - 2.9%
Northeast, OH, Regional Sewer District Revenue, Waste Water Revenue
Improvement 5.000% 11/15/43 $ 4,040,000 $ 4,568,755(f)

Oklahoma - 1.4%
Grand River Dam Authority, OK, Revenue 5.250% 6/1/40 2,000,000 2,121,800(f)

Payne County, OK, EDA Revenue, Epworth Living at The Ranch 6.875% 11/1/46 150,000 75,000 *(h)

Total Oklahoma 2,196,800

Oregon - 1.2%
Multnomah County, OR, School District #7 Reynolds, GO, Deferred
Interest, School Board Guaranty 0.000% 6/15/31 1,000,000 622,180
Oregon State Facilities Authority Revenue, Legacy Health Project 5.000% 6/1/46 600,000 664,812
Yamhill County, OR, Hospital Authority Revenue, Friendsview Retirement
Community 5.000% 11/15/46 475,000 506,336

Total Oregon 1,793,328

Pennsylvania - 7.5%
Allegheny County, PA, IDA Revenue, Environmental Improvement, US
Steel Corp. 6.750% 11/1/24 85,000 87,152
Central Bradford, PA, Progress Authority Revenue, Guthrie Healthcare
Systems 5.000% 12/1/26 5,130,000 5,596,676
Commonwealth Financing Authority, PA, Tobacco Master Settlement
Payment Revenue, Tobacco Master Settlement Payment Bonds 5.000% 6/1/33 250,000 282,915
Cumberland County, PA, Municipal Authority Revenue, Diakon Lutheran
Social Ministries Project 5.000% 1/1/29 750,000 826,688
East Hempfield Township, PA, IDA Revenue, Student Services Inc.-Student
Housing Project-Millersville University 5.000% 7/1/47 250,000 265,550
Pennsylvania State Economic Development Financing Authority, Sewer
Sludge Disposal Revenue, Philadelphia Biosolids Facility 6.250% 1/1/32 500,000 521,150
Philadelphia, PA, Airport Revenue 5.000% 6/15/35 2,000,000 2,204,880(d)

Philadelphia, PA, School District, GO 5.000% 9/1/32 1,000,000 1,109,940
State Public School Building Authority, PA, Lease Revenue:
Philadelphia School District Project, AGM 5.000% 6/1/31 200,000 224,496
Philadelphia School District Project, AGM 5.000% 6/1/33 500,000 557,800

Total Pennsylvania 11,677,247

South Carolina - 0.4%
South Carolina Ports Authority Revenue 5.000% 7/1/36 500,000 566,750(d)

See Notes to Schedule of Investments.
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WESTERN ASSET MUNICIPAL PARTNERS FUND INC.

Schedule of investments (unaudited) (cont�d) August 31, 2018

SECURITY RATE
MATURITY

DATE
FACE

AMOUNT VALUE
South Dakota - 0.1%
South Dakota State HEFA Revenue, Regional Health 5.000% 9/1/40 $ 200,000 $ 222,966

Tennessee - 5.9%
Clarksville, TN, Natural Gas Acquisition Corp., Gas Revenue 5.000% 12/15/20 2,030,000 2,155,535
Tennessee Energy Acquisition Corp., Gas Revenue:

5.000% 2/1/20 3,555,000 3,701,502
5.000% 2/1/21 2,025,000 2,157,597
4.000% 11/1/25 1,000,000 1,060,630(a)(b)

Total Tennessee 9,075,264

Texas - 13.8%
Arlington, TX, Higher Education Finance Corp.,
Education Revenue, Uplift Education, PSF - GTD 5.000% 12/1/47 250,000 282,025
Arlington, TX, Special Tax Revenue, AGM 5.000% 2/15/48 350,000 396,420
Austin, TX, Water & Wastewater System Revenue:

5.000% 11/15/26 2,500,000 2,598,900(f)

5.125% 11/15/28 230,000 239,437(f)

5.125% 11/15/28 1,980,000 2,061,239(f)

Corpus Christi, TX, Utility System Revenue, Junior Lien 5.000% 7/15/31 2,905,000 3,285,845
Grand Parkway Transportation Corp., TX, System Toll Revenue, Convertible
CAB, Step bond, 0.000% until 10/1/23; 5.500% 0.000% 10/1/36 2,000,000 1,894,560
Harris County, TX, Metropolitan Transit Authority Sales & Use Tax
Revenue 5.000% 11/1/36 3,125,000 3,384,281
Houston, TX, Airport Systems Revenue, United Airlines Inc. 5.000% 7/15/30 1,000,000 1,088,200(d)

Love Field, TX, Airport Modernization Corp., General Airport Revenue:
5.000% 11/1/33 40,000 44,948(d)

5.000% 11/1/36 40,000 44,614(d)

New Hope Cultural Education Facilities Finance Corp., TX, Student Housing
Revenue, Collegiate Housing-Tarleton State University Project 5.000% 4/1/35 800,000 857,272
North Texas Tollway Authority Revenue:

5.000% 1/1/39 250,000 278,810
5.000% 1/1/40 600,000 651,834
5.000% 1/1/45 600,000 660,264

First Tier 5.000% 1/1/43 750,000 850,275

See Notes to Schedule of Investments.
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WESTERN ASSET MUNICIPAL PARTNERS FUND INC.

Schedule of investments (unaudited) (cont�d) August 31, 2018

SECURITY RATE
MATURITY

DATE
FACE

AMOUNT VALUE
Texas - (continued)
Tarrant County, TX, Cultural Education Facilities Finance Corp.,
Retirement Facility Revenue, Buckner Senior Living Ventana Project 6.625% 11/15/37 $ 170,000 $ 188,260
Texas State Private Activity Bond Surface Transportation Corp. Revenue,
Senior Lien, Blueridge Transportation Group LLC 5.000% 12/31/40 460,000 498,332(d)

Texas State Water Development Board Revenue 5.000% 10/15/47 1,550,000 1,772,890
Woodloch Health Facilities Development Corp., TX, Senior Housing
Revenue:
Inspired Living Lewsville Project 6.750% 12/1/51 300,000 311,853(c)

Inspired Living Lewsville Project 10.000% 12/1/51 50,000 52,353

Total Texas 21,442,612

U.S. Virgin Islands - 0.8%
Virgin Islands Public Finance Authority Revenue:
Matching Fund Loan 5.000% 10/1/29 200,000 198,300
Matching Fund Loan 6.625% 10/1/29 200,000 200,500
Matching Fund Loan 6.750% 10/1/37 470,000 471,175
Matching Fund Loan 6.000% 10/1/39 420,000 420,000

Total U.S. Virgin Islands 1,289,975

Utah - 0.2%
Utah State Charter School Finance Authority, Charter School Revenue,
Syracuse Arts Academy Project, UT CSCE 5.000% 4/15/42 250,000 274,157

Virginia - 0.6%
Virginia State Port Authority Port Facility Revenue:

5.000% 7/1/41 300,000 333,147(d)

5.000% 7/1/45 500,000 551,630(d)

Total Virginia 884,777

Washington - 3.8%
Port of Seattle, WA, Revenue 5.000% 8/1/25 2,395,000 2,639,889
Washington State Health Care Facilities Authority Revenue, PeaceHealth 5.000% 11/1/28 3,000,000 3,094,200
Washington State HFC Revenue:
Heron�s Key 6.500% 7/1/30 100,000 108,512(c)

Heron�s Key 6.750% 7/1/35 100,000 108,499(c)

Total Washington 5,951,100

Wisconsin - 5.3%
Public Finance Authority, WI, Airport Facilities Revenue, Transportation
Infrastructure Properties LLC 5.000% 7/1/42 4,000,000 4,220,040(d)
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WESTERN ASSET MUNICIPAL PARTNERS FUND INC.

Schedule of investments (unaudited) (cont�d) August 31, 2018

SECURITY RATE
MATURITY

DATE
FACE

AMOUNT VALUE
Wisconsin - (continued)
Public Finance Authority, WI, Ltd. Obligation Pilot Revenue, American
Dream @ Meadowlands Project 7.000% 12/1/50 $ 400,000 $ 463,068(c)

Public Finance Authority, WI, Revenue, Denver International Airport Great
Hall Project 5.000% 9/30/49 285,000 311,252(d)

Wisconsin State HEFA Revenue, SSM Health Care Corp. 5.000% 6/1/25 3,110,000 3,272,404(f)

Total Wisconsin 8,266,764

TOTAL INVESTMENTS BEFORE SHORT-TERM INVESTMENTS

(Cost - $223,993,297) 236,207,973

SHORT-TERM INVESTMENTS - 1.5%
MUNICIPAL BONDS - 1.5%
New York - 0.2%
New York City, NY, HDC, MFH Revenue Sustainable Neighborhood, LIQ
- Citibank N.A. 1.440% 5/1/20 200,000 200,000(i)(j)

Triborough Bridge & Tunnel Authority, NY 1.400% 1/1/32 100,000 100,000(i)(j)

Total New York 300,000

Texas - 1.3%
Harris County, TX, Cultural Education Facilities Finance Corp. Revenue,
Methodist Hospital 1.420% 12/1/24 100,000 100,000(i)(j)

The University of Texas System, Financing Systems, LIQ- University of
Texas Investment Management Co. 1.390% 8/1/39 1,900,000 1,900,000(b)(j)

Total Texas 2,000,000

TOTAL SHORT-TERM INVESTMENTS

(Cost - $2,300,000) 2,300,000

TOTAL INVESTMENTS - 153.7%

(Cost - $226,293,297) 238,507,973

Auction Rate Cumulative Preferred Stock, at Liquidation Value - (11.8)% (18,350,000) 
Variable Rate Demand Preferred Stock, at Liquidation Value - (42.9)% (66,500,000) 
Other Assets in Excess of Liabilities - 1.0% 1,532,975

TOTAL NET ASSETS APPLICABLE TO COMMON
SHAREHOLDERS - 100.0% $ 155,190,948

See Notes to Schedule of Investments.
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WESTERN ASSET MUNICIPAL PARTNERS FUND INC.

Schedule of investments (unaudited) (cont�d) August 31, 2018

* Non-income producing security.

(a) Maturity date shown represents the mandatory tender date.

(b) Variable rate security. Interest rate disclosed is as of the most recent information available. Certain variable rate securities are not based on
a published reference rate and spread but are determined by the issuer or agent and are based on current market conditions. These
securities do not indicate a reference rate and spread in their description above.

(c) Security is exempt from registration under Rule 144A of the Securities Act of 1933. This security may be resold in transactions that are
exempt from registration, normally to qualified institutional buyers. This security has been deemed liquid pursuant to guidelines approved
by the Board of Directors.

(d) Income from this issue is considered a preference item for purposes of calculating the alternative minimum tax (�AMT�).

(e) All or a portion of this security is held at the broker as collateral for open futures contracts.

(f) Pre-Refunded bonds are escrowed with U.S. government obligations and/or U.S. government agency securities and are considered by the
manager to be triple-A rated even if issuer has not applied for new ratings.

(g) Securities traded on a when-issued or delayed delivery basis.

(h) The coupon payment on these securities is currently in default as of August 31, 2018.

(i) Variable rate demand obligations (�VRDOs�) have a demand feature under which the Fund can tender them back to the issuer or liquidity
provider on no more than 7 days notice. The interest rate generally resets on a daily or weekly basis and is determined on the specific
interest rate reset date by the Remarketing Agent, pursuant to a formula specified in official documents for the VRDO, or set at the highest
rate allowable as specified in official documents for the VRDO. VRDOs are benchmarked to the Securities Industry and Financial Markets
Association (�SIFMA�) Municipal Swap Index. The SIFMA Municipal Swap Index is compiled from weekly interest rate resets of
tax-exempt VRDOs reported to the Municipal Securities Rulemaking Board�s Short-term Obligation Rate Transparency System.

(j) Maturity date shown is the final maturity date. The security may be sold back to the issuer before final maturity.

See Notes to Schedule of Investments.
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WESTERN ASSET MUNICIPAL PARTNERS FUND INC.

Schedule of investments (unaudited) (cont�d) August 31, 2018

Abbreviations used in this schedule:

AGM � Assured Guaranty Municipal Corporation - Insured Bonds
AMBAC � American Municipal Bond Assurance Corporation - Insured Bonds
CAB � Capital Appreciation Bonds
CDA � Communities Development Authority
CMI � California Mortgage Insurance Program - Insured Bonds
COP � Certificates of Participation
CSCE � Charter School Credit Enhancement
DFA � Development Finance Agency
EDA � Economic Development Authority
EDC � Economic Development Corporation
EDR � Economic Development Revenue
EFA � Educational Facilities Authority
GO � General Obligation
GTD � Guaranteed
HDC � Housing Development Corporation
HEFA � Health & Educational Facilities Authority
HFC � Housing Finance Commission
IDA � Industrial Development Authority
LIQ � Liquidity Facility
MFA � Municipal Finance Authority
MFH � Multi-Family Housing
MTA � Metropolitan Transportation Authority
MWRA � Massachusetts Water Resources Authority
PCFA � Pollution Control Financing Authority
PSF � Permanent School Fund
RDA � Redevelopment Agency
SIFMA � Securities Industry and Financial Markets Association
At August 31, 2018, the Fund had the following open futures contracts:

Number of
Contracts

Expiration
Date

Notional
Amount

Market
Value
Unrealized

Depreciation
Contracts to Sell: 4,30812,538782,520424,1861,206,706
     Total $      10,220 5,067 15,287 792,228 426,452 1,218,680

December 31, 2016
Allowance for loan losses Recorded investment in loans

Commercial Consumer Total Commercial Consumer Total

Individually evaluated $ 1,874 770 2,644 8,867 2,290 11,157
Collectively evaluated 8,165 4,046 12,211 752,590 399,897 1,152,487
     Total $ 10,039 4,816 14,855 761,457 402,187 1,163,644
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NOTE 5 � Troubled Debt Restructurings

At March 31, 2017, the Company had 18 loans totaling $6.8 million compared to 17 loans totaling $6.7 million at December 31,
2016, which were considered as TDRs. The Company considers a loan to be a TDR when the debtor experiences financial
difficulties and the Company grants a concession to the debtor that it would not normally consider. Concessions can relate to the
contractual interest rate, maturity date, or payment structure of the note. As part of the workout plan for individual loan
relationships, the Company may restructure loan terms to assist borrowers facing financial challenges in the current economic
environment. To date, the Company has restored three commercial loans previously classified as TDRs to accrual status.

The following table summarizes the concession at the time of modification and the recorded investment in the Company�s TDRs
before and after their modification during the three months ended March 31, 2017. There were no loans modified and considered a
TDR during the three months ended March 31, 2016.

For the three months ended March 31, 2017
Pre- Post-

modification modification
Renewals Reduced Converted Maturity Total outstanding outstanding

deemed a or deferred to interest date Number recorded recorded

(dollars in thousands) concession payments only extensions of loans investment investment

Commercial
     Business 1 - - - 1 $      149 $      149
          Total loans 1 - - - 1 $ 149 $ 149

As of March 31, 2017, there was one loan with a recorded investment of $187,000 modified as a TDR for which there was a
payment default (60 days past due) within 12 months of the restructuring date. There were no such loans as of March 31, 2016.

NOTE 6 � Derivative Financial Instruments

The Company utilizes derivative financial instruments primarily to hedge its exposure to changes in interest rates. All derivative
financial instruments are recognized as either assets or liabilities and measured at fair value. The Company accounts for all of its
derivatives as free-standing derivatives and does not designate any of these instruments for hedge accounting. Therefore, the gain
or loss resulting from the change in the fair value of the derivative is recognized in the Company�s statement of income during the
period of change.

The Company enters into commitments to originate residential mortgage loans held for sale, at specified interest rates and within a
specified period of time, with clients who have applied for a loan and meet certain credit and underwriting criteria (interest rate lock
commitments). These interest rate lock commitments (�IRLCs�) meet the definition of a derivative financial instrument and are
reflected in the balance sheet at fair value with changes in fair value recognized in current period earnings. Unrealized gains and
losses on the IRLCs are recorded as derivative assets and derivative liabilities, respectively, and are measured based on the value
of the underlying mortgage loan, quoted mortgage-backed securities (�MBS�) prices and an estimate of the probability that the
mortgage loan will fund within the terms of the interest rate lock commitment, net of estimated commission expenses.

The Company manages the interest rate and price risk associated with its outstanding IRLCs and mortgage loans held for sale by
entering into derivative instruments such as forward sales of MBS. Management expects these derivatives will experience changes
in fair value opposite to changes in fair value of the IRLCs and mortgage loans held for sale, thereby reducing earnings volatility.
The Company takes into account various factors and strategies in determining the portion of the mortgage pipeline (IRLCs and
mortgage loans held for sale) it wants to economically hedge.
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The following table summarizes the Company�s outstanding financial derivative instruments at March 31, 2017 and December 31,
2016.

March 31, 2017
Fair Value

(dollars in thousands) Notional Balance Sheet Location Asset/(Liability)
Mortgage loan interest rate lock commitments $ 29,583 Other assets            $ 455
MBS forward sales commitments      18,000 Other assets      (140)
Total derivative financial instruments $ 47,583 $ 315

December 31, 2016

Fair Value
(dollars in thousands) Notional Balance Sheet Location Asset/(Liability)

Mortgage loan interest rate lock commitments $ 17,986 Other assets $ 256
MBS forward sales commitments 14,250 Other assets (3)
Total derivative financial instruments $ 32,236 $ 253

NOTE 7 � Fair Value Accounting

FASB ASC 820, �Fair Value Measurement and Disclosures,� 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. FASB ASC 820 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 standard describes three levels of inputs that may be used to measure fair value:

Level 1 � Quoted market price in active markets
Quoted prices in active markets for identical assets or liabilities. Level 1 assets and liabilities include certain debt and equity
securities that are traded in an active exchange market.

Level 2 � Significant other observable inputs
Observable inputs other than Level 1 prices such as quoted prices for similar assets or liabilities; quoted prices in markets that are
not active; or other inputs that are observable or can be corroborated by observable market data for substantially the full term of the
assets or liabilities. Level 2 assets and liabilities include fixed income securities and mortgage-backed securities that are held in the
Company�s available-for-sale portfolio and valued by a third-party pricing service, as well as certain impaired loans.

Level 3 � Significant unobservable inputs
Unobservable inputs that are supported by little or no market activity and that are significant to the fair value of the assets or
liabilities. Level 3 assets and liabilities include financial instruments whose value is determined using pricing models, discounted
cash flow methodologies, or similar techniques, as well as instruments for which the determination of fair value requires significant
management judgment or estimation. These methodologies may result in a significant portion of the fair value being derived from
unobservable data.

Following is a description of valuation methodologies used for assets recorded at fair value.

Investment Securities
Securities available for sale are valued on a recurring basis at quoted market prices where available. If quoted market prices are
not available, fair values are based on quoted market prices of comparable securities. Level 1 securities include those traded on an
active exchange, such as the New York Stock Exchange or U.S. 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 and debentures issued
by government sponsored entities, municipal bonds and corporate debt securities. In certain cases where there is limited activity or
less transparency around inputs to valuations, securities are classified as Level 3 within the valuation hierarchy. Securities held to
maturity are valued at quoted market prices or dealer quotes similar to securities available for sale. The carrying value of Other
Investments, such as FHLB stock, approximates fair value based on their redemption provisions.

Edgar Filing: WESTERN ASSET MUNICIPAL PARTNERS FUND INC. - Form N-Q

23



20

Edgar Filing: WESTERN ASSET MUNICIPAL PARTNERS FUND INC. - Form N-Q

24



Table of Contents

Mortgage Loans Held for Sale
Loans held for sale include mortgage loans which are saleable into the secondary mortgage markets and their fair values are
estimated using observable quoted market or contracted prices or market price equivalents, which would be used by other market
participants. These saleable loans are considered Level 2.

Loans
The Company does not record loans at fair value on a recurring basis. However, from time to time, a loan may be considered
impaired and an allowance for loan losses may be established. Loans for which it is probable that payment of interest and principal
will not be made in accordance with the contractual terms of the loan agreement are considered impaired. Once a loan is identified
as individually impaired, management measures the impairment in accordance with FASB ASC 310, �Receivables.� The fair value
of impaired loans is estimated using one of several methods, including collateral value, market value of similar debt, enterprise
value, liquidation value, and discounted cash flows. Those impaired loans not requiring an allowance represent loans for which the
fair value of the expected repayments or collateral exceed the recorded investments in such loans. At March 31, 2017, a significant
portion of the impaired loans were evaluated based on the fair value of the collateral. In accordance with FASB ASC 820, �Fair
Value Measurement and Disclosures,� 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 observable market price or a
current appraised value, the Company considers the impaired loan as nonrecurring Level 2. The Company�s current loan and
appraisal policies require the Bank to obtain updated appraisals on an �as is� basis at renewal, or in the case of an impaired loan,
on an annual basis, either through a new external appraisal or an appraisal evaluation. 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 considers the impaired loan as nonrecurring Level 3. The fair value of impaired loans may also be
estimated using the present value of expected future cash flows to be realized on the loan, which is also considered a Level 3
valuation. These fair value estimates are subject to fluctuations in assumptions about the amount and timing of expected cash
flows as well as the choice of discount rate used in the present value calculation.

Other Real Estate Owned (�OREO�)
OREO, consisting of properties obtained through foreclosure or in satisfaction of loans, is reported at the lower of cost or fair value,
determined on the basis of current appraisals, comparable sales, and other estimates of value obtained principally from
independent sources, adjusted for estimated selling costs (Level 2). At the time of foreclosure, any excess of the loan balance over
the fair value of the real estate held as collateral is treated as a charge against the allowance for loan losses. Gains or losses on
sale and generally any subsequent adjustments to the value are recorded as a component of real estate owned activity. 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 considers the OREO as nonrecurring Level 3.

Derivative Financial Instruments
The Company estimates the fair value of IRLCs based on the value of the underlying mortgage loan, quoted MBS prices and an
estimate of the probability that the mortgage loan will fund within the terms of the IRLC, net of commission expenses (Level 2). The
Company estimates the fair value of forward sales commitments based on quoted MBS prices (Level 2).
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Assets and Liabilities Recorded at Fair Value on a Recurring Basis
The tables below present the recorded amount of assets and liabilities measured at fair value on a recurring basis as of March 31,
2017 and December 31, 2016.

March 31, 2017
(dollars in thousands)      Level 1 Level 2 Level 3 Total

Assets
     Securities available for sale
          US government agencies $ - 6,180 - 6,180
          SBA securities - 1,420 - 1,420
          State and political subdivisions - 20,572 - 20,572
          Mortgage-backed securities - 34,664 - 34,664
     Mortgage loans held for sale - 7,452 - 7,452
     Interest rate lock commitments - 455 - 455
          Total assets measured at fair value on a recurring basis $ - 70,743 - 70,743

Liabilities
     MBS forward sales commitments $ - 140 - 140
          Total liabilities measured at fair value on a recurring basis $ - 140 - 140

December 31, 2016

(dollars in thousands) Level 1 Level 2 Level 3 Total
Assets
     Securities available for sale:
          US government agencies $ - 6,159 - 6,159
          SBA securities - 1,437 - 1,437
          State and political subdivisions - 20,474 - 20,474
          Mortgage-backed securities - 36,410 - 36,410
     Mortgage loans held for sale - 7,801 - 7,801
     Interest rate lock commitments - 256 - 256
          Total assets measured at fair value on a recurring basis $ - 72,537 - 72,537

Liabilities
     MBS forward sales commitments $ - 3 - 3
          Total liabilities measured at fair value on a recurring basis $ - 3 - 3

The Company has no liabilities carried at fair value or measured at fair value on a recurring basis as of March 31, 2017 and
December 31, 2016.

Assets and Liabilities Recorded at Fair Value on a Nonrecurring Basis

The Company is predominantly an asset based lender with real estate serving as collateral on more than 80% of loans as of March
31, 2017. Loans which are deemed to be impaired are valued net of the allowance for loan losses, and other real estate owned is
valued at the lower of cost or net realizable value of the underlying real estate collateral. Such market values are generally obtained
using independent appraisals, which the Company considers to be level 2 inputs. The tables below present the recorded amount of
assets and liabilities measured at fair value on a nonrecurring basis as of March 31, 2017 and December 31, 2016.

As of March 31, 2017

(dollars in thousands) Level 1 Level 2 Level 3 Total

Assets
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     Impaired loans $ - 3,855 5,370 9,225
     Other real estate owned - 556 113 669
Total assets measured at fair value on a nonrecurring basis $ - 4,411 5,483 9,894
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As of December 31, 2016

Level 1 Level 2 Level 3 Total

Assets
     Impaired loans $ - 4,075 4,438 8,513
     Other real estate owned - 526 113 639
Total assets measured at fair value on a nonrecurring basis $ - 4,601 4,551 9,152

The Company has no liabilities carried at fair value or measured at fair value on a nonrecurring basis as of March 31, 2017 and
December 31, 2016.

For Level 3 assets and liabilities measured at fair value on a recurring or nonrecurring basis as of March 31, 2017, the significant
unobservable inputs used in the fair value measurements were as follows:

Valuation Technique Significant Unobservable Inputs Range of Inputs
Impaired loans Appraised Value/

Discounted Cash Flows
Discounts to appraisals or cash

flows for estimated holding
and/or selling costs or age of

appraisal

0-25%

Other real estate owned Appraised Value/
Comparable Sales

Discounts to appraisals for
estimated holding or selling

costs

0-25%

Fair Value of Financial Instruments

Financial instruments require disclosure of fair value information, whether or not recognized in the consolidated balance sheets,
when it is practical to estimate the fair value. A financial instrument is defined as cash, evidence of an ownership interest in an
entity or a contractual obligation which requires the exchange of cash. Certain items are specifically excluded from the disclosure
requirements, including the Company�s common stock, premises and equipment and other assets and liabilities.

The following is a description of valuation methodologies used to estimate fair value for certain other financial instruments.

Fair value approximates carrying value for the following financial instruments due to the short-term nature of the instrument: cash
and due from banks, federal funds sold, federal funds purchased, and securities sold under agreement to repurchase.

Deposits � Fair value for demand deposit accounts and interest-bearing accounts with no fixed maturity date is equal to the
carrying value. The fair value of certificate of deposit accounts are estimated by discounting cash flows from expected maturities
using current interest rates on similar instruments.

FHLB Advances and Other Borrowings � Fair value for FHLB advances and other borrowings are estimated by discounting cash
flows from expected maturities using current interest rates on similar instruments.

Junior subordinated debentures � Fair value for junior subordinated debentures are estimated by discounting cash flows from
expected maturities using current interest rates on similar instruments.

The Company has used management�s best estimate of fair value based on the above assumptions. Thus, the fair values
presented may not be the amounts that could be realized in an immediate sale or settlement of the instrument. In addition, any
income taxes or other expenses, which would be incurred in an actual sale or settlement, are not taken into consideration in the fair
value presented.
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The estimated fair values of the Company�s financial instruments at March 31, 2017 and December 31, 2016 are as follows:

March 31, 2017
Carrying Fair

(dollars in thousands) Amount Value Level 1 Level 2 Level 3
Financial Assets:
     Other investments, at cost $5,523 5,523 - - 5,523
     Loans, net      1,203,393 1,203,710 - 3,855 1,199,855
Financial Liabilities:
     Deposits 1,211,274 1,127,398 - 1,127,398 -
     FHLB and other borrowings 117,700 118,357 - 118,357 -
     Junior subordinated debentures 13,403 12,289 - 12,289 -

December 31, 2016
Carrying Fair
Amount Value Level 1 Level 2 Level 3

Financial Assets:
     Other investments, at cost $5,742 5,742 - - 5,742
     Loans, net 1,148,789 1,149,527 - 4,075 1,145,452
Financial Liabilities:
     Deposits 1,091,151 1,004,923 - 1,004,923 -
     FHLB and other borrowings 115,200 115,825 - 115,825 -
     Junior subordinated debentures 13,403 12,026 - 12,026 -

NOTE 8 � Earnings Per Common Share

The following schedule reconciles the numerators and denominators of the basic and diluted earnings per share computations for
the three month periods ended March 31, 2017 and 2016. Dilutive common shares arise from the potentially dilutive effect of the
Company�s stock options that were outstanding at March 31, 2017. The assumed conversion of stock options can create a
difference between basic and dilutive net income per common share. At March 31, 2017 and 2016, there were 94,070 and 97,500
options, respectively, that were not considered in computing diluted earnings per common share because they were anti-dilutive.

Three months ended
March 31,

(dollars in thousands, except share data) 2017 2016
Numerator:
     Net income available to common shareholders $ 3,112 3,006
Denominator:
     Weighted-average common shares outstanding � basic      6,437,231 6,272,847
     Common stock equivalents 392,359 390,585
     Weighted-average common shares outstanding � diluted 6,829,590 6,663,432
Earnings per common share:
     Basic $ 0.48 0.48
     Diluted $ 0.46 0.45
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NOTE 9 � Reportable Segments

The Company�s reportable segments represent the distinct product lines the Company offers and are viewed separately for
strategic planning purposes by management. The three segments include Commercial and Retail Banking, Mortgage Banking, and
Corporate. The following schedule presents financial information for each reportable segment.

Three months ended March 31, 2017
Commercial

and Retail Mortgage

(dollars in thousands) Banking Banking Corporate Eliminations Consolidated
Interest income      $ 13,893 66 2 (2) 13,959
Interest expense 2,223 - 131 (2) 2,352
Net interest income (loss) 11,670 66 (129) - 11,607
Provision for loan losses 500 - - - 500
Noninterest income 994 1,057 - - 2,051
Noninterest expense 7,446 848 66 - 8,360
Net income (loss) before taxes 4,718 275 (195) - 4,798
Income tax (provision) benefit (1,653) (102) 69 - (1,686)
Net income (loss) $ 3,065 173 (126) - 3,112
Total assets $     1,459,695 7,808 136,996 (136,561) 1,467,938

Commercial and retail banking. The Company�s primary business is to provide traditional deposit and lending products and
services to its commercial and retail banking clients.

Mortgage banking. The mortgage banking segment provides mortgage loan origination services for loans that will be sold in the
secondary market to investors.

Corporate. Corporate is comprised primarily of compensation and benefits for certain members of management and interest on
parent company debt.

Item 2. MANAGEMENT�S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS.

The following discussion reviews our results of operations for the three month period ended March 31, 2017 as compared to the
three month period ended March 31, 2016 and assesses our financial condition as of March 31, 2017 as compared to December
31, 2016. You should read the following discussion and analysis in conjunction with the accompanying consolidated financial
statements and the related notes and the consolidated financial statements and the related notes for the year ended December 31,
2016 included in our Annual Report on Form 10-K for that period. Results for the three month period ended March 31, 2017 are not
necessarily indicative of the results for the year ending December 31, 2017 or any future period.

CAUTIONARY WARNING REGARDING FORWARD-LOOKING STATEMENTS

This report, including information included or incorporated by reference in this report, contains statements which constitute
forward-looking statements within the meaning of Section 27A of the Securities Act of 1933 and Section 21E of the Securities
Exchange Act of 1934. Forward-looking statements may relate to our financial condition, results of operations, plans, objectives, or
future performance. These statements are based on many assumptions and estimates and are not guarantees of future
performance. Our actual results may differ materially from those anticipated in any forward-looking statements, as they will depend
on many factors about which we are unsure, including many factors which are beyond our control. The words �may,� �would,�
�could,� �should,� �will,� �expect,� �anticipate,� �predict,� �project,� �potential,� �believe,� �continue,� �assume,� �intend,�
�plan,� and �estimate,� as well as similar expressions, are meant to identify such forward-looking statements. Potential risks and
uncertainties that could cause our actual results to differ from those anticipated in any forward-looking statements include, but are
not limited to, those described under Item 1A- Risk Factors of our Annual Report on Form 10-K for the year ended December 31,
2016, as well as the following:
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●Restrictions or conditions imposed by our regulators on our operations;

●Increases in competitive pressure in the banking and financial services industries;

●Our ability to identify and retain individuals with experience and relationships in the markets in which we intend to expand,
including our newly announced Raleigh, North Carolina and Atlanta Georgia markets;
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●The time and costs of evaluating new markets, hiring or retaining experienced local management, and opening new offices and
the time lags between these activities and the generation of sufficient assets and deposits to support the costs of the expansion;

●Changes in access to funding or increased regulatory requirements with regard to funding;

●Changes in deposit flows;

●Credit losses as a result of declining real estate values, increasing interest rates, increasing unemployment, changes in payment
behavior or other factors;

●Credit losses due to loan concentration;

●Changes in the amount of our loan portfolio collateralized by real estate and weaknesses in the real estate market;

●Our ability to attract and retain key personnel;

●Changes in the interest rate environment which could reduce anticipated or actual margins;

●Changes in political conditions or the legislative or regulatory environment, including governmental initiatives affecting the financial
services industry;

●Changes in economic conditions resulting in, among other things, a deterioration in credit quality;

●Changes occurring in business conditions and inflation;

●Cybersecurity breaches, including potential business disruptions or financial losses;

●Changes in technology;

●The adequacy of the level of our allowance for loan losses and the amount of loan loss provisions required in future periods;

●Examinations by our regulatory authorities, including the possibility that the regulatory authorities may, among other things,
require us to increase our allowance for loan losses or write-down assets;

●Changes in monetary and tax policies;

●The rate of delinquencies and amounts of loans charged-off;

●The rate of loan growth in recent years and the lack of seasoning of a portion of our loan portfolio;

●Our ability to maintain appropriate levels of capital and to comply with our capital ratio requirements;

●Adverse changes in asset quality and resulting credit risk-related losses and expenses;

●Changes in accounting policies and practices; and

●Other risks and uncertainties detailed in Part I,. Item 1A of our Annual Report on Form 10-K for the year ended December 31,
2016, in Part II, Item 1A of this Quarterly Report on Form 10-Q, and from time to time in our other filings with the Securities and
Exchange Commission (the �SEC�).

If any of these risks or uncertainties materialize, or if any of the assumptions underlying such forward-looking statements proves to
be incorrect, our results could differ materially from those expressed in, implied or projected by, such forward-looking statements.
For information with respect to factors that could cause actual results to differ from the expectations stated in the forward-looking
statements, see �Risk Factors� under Part I, Item 1A of our Annual Report on Form 10-K for the year ended December 31, 2016
and �Risk Factors� under Part II, Item 1A of this Quarterly Report on Form 10-Q. We urge investors to consider all of these factors
carefully in evaluating the forward-looking statements contained in this Quarterly Report on Form 10-Q. We make these
forward-looking statements as of the date of this document and we do not intend, and assume no obligation, to update the
forward-looking statements or to update the reasons why actual results could differ from those expressed in, or implied or projected
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OVERVIEW

Our business model continues to be client-focused, utilizing relationship teams to provide our clients with a specific banker contact
and support team responsible for all of their banking needs. The purpose of this structure is to provide a consistent and superior
level of professional service, and we believe it provides us with a distinct competitive advantage. We consider exceptional client
service to be a critical part of our culture, which we refer to as "ClientFIRST."

At March 31, 2017, we had total assets of $1.47 billion, a 9.5% increase from total assets of $1.34 billion at December 31, 2016.
The largest components of our total assets are net loans and securities which were $1.20 billion and $68.4 million, respectively, at
March 31, 2017. Comparatively, our net loans and securities totaled $1.15 billion and $70.2 million, respectively, at December 31,
2016. Our liabilities and shareholders� equity at March 31, 2017 totaled $1.35 billion and $113.6 million, respectively, compared to
liabilities of $1.23 billion and shareholders� equity of $109.9 million at December 31, 2016. The principal component of our
liabilities is deposits which were $1.21 billion and $1.09 billion at March 31, 2017 and December 31, 2016, respectively.

Like most community banks, we derive the majority of our income from interest received on our loans and investments. Our primary
source of funds for making these loans and investments is our deposits, on which we pay interest. Consequently, one of the key
measures of our success is our amount of net interest income, or the difference between the income on our interest-earning assets,
such as loans and investments, and the expense on our interest-bearing liabilities, such as deposits and borrowings. Another key
measure is the spread between the yield we earn on these interest-earning assets and the rate we pay on our interest-bearing
liabilities, which is called our net interest spread. In addition to earning interest on our loans and investments, we earn income
through fees and other charges to our clients.

Our net income to common shareholders was $3.1 million and $3.0 million for the three months ended March 31, 2017 and 2016,
respectively, an increase of $106 thousand, or 3.5%. Diluted earnings per share (�EPS�) was $0.46, for the first quarter of 2017 as
compared to $0.45 for the same period in 2016. The increase in net income resulted primarily from increases in net interest
income, partially offset by a decrease in noninterest income and an increase in noninterest expense.

Economic conditions, competition, and the monetary and fiscal policies of the Federal government significantly affect most financial
institutions, including the Bank. Lending and deposit activities and fee income generation are influenced by levels of business
spending and investment, consumer income, consumer spending and savings, capital market activities, and competition among
financial institutions, as well as customer preferences, interest rate conditions and prevailing market rates on competing products in
our market areas.

RESULTS OF OPERATIONS

Net Interest Income and Margin
Our level of net interest income is determined by the level of earning assets and the management of our net interest margin. Our
net interest income was $11.6 million for the three month period ended March 31, 2017, a 12.6% increase over net interest income
of $10.3 million for the same period in 2016. In comparison, our average earning assets increased 14.3%, or $163.9 million, during
the first quarter of 2017 compared to the first quarter of 2016, while our interest-bearing liabilities increased by $96.7 million during
the same period. The increase in average earning assets is primarily related to an increase in average loans partially offset by a
decrease in investment securities, while the increase in average interest-bearing liabilities is primarily a result of an increase in
interest-bearing deposits.
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We have included a number of tables to assist in our description of various measures of our financial performance. For example,
the �Average Balances, Income and Expenses, Yields and Rates� table reflects the average balance of each category of our
assets and liabilities as well as the yield we earned or the rate we paid with respect to each category during the three month
periods ended March 31, 2017 and 2016. A review of this table shows that our loans typically provide higher interest yields than do
other types of interest-earning assets, which is why we direct a substantial percentage of our earning assets into our loan portfolio.
Similarly, the �Rate/Volume Analysis� table demonstrates the effect of changing interest rates and changing volume of assets and
liabilities on our financial condition during the periods shown. We also track the sensitivity of our various categories of assets and
liabilities to changes in interest rates, and we have included tables to illustrate our interest rate sensitivity with respect to
interest-earning accounts and interest-bearing accounts.

The following tables set forth information related to our average balance sheets, average yields on assets, and average costs of
liabilities. We derived these yields by dividing income or expense by the average balance of the corresponding assets or liabilities.
We derived average balances from the daily balances throughout the periods indicated. During the same periods, we had no
securities purchased with agreements to resell. All investments owned have an original maturity of over one year. Nonaccrual loans
are included in the following tables. Loan yields have been reduced to reflect the negative impact on our earnings of loans on
nonaccrual status. The net of capitalized loan costs and fees are amortized into interest income on loans.

Average Balances, Income and Expenses, Yields and Rates

For the Three Months Ended March 31,

2017 2016
Average Income/ Yield/ Average Income/ Yield/

(dollars in thousands) Balance Expense Rate(1) Balance Expense Rate(1)

Interest-earning assets
     Federal funds sold $   29,514 $   57 0.78% $   28,090 $   45 0.64%
     Investment securities, taxable 50,168 255 2.06% 67,206 355 2.12%
     Investment securities, nontaxable(2) 19,614 195 4.04% 20,103 216 4.32%
     Loans(3) 1,212,820 13,526 4.52% 1,032,793 11,795 4.59%
          Total interest-earning assets 1,312,116 14,033 4.34% 1,148,192 12,411 4.35%
     Noninterest-earning assets 65,246 59,309
          Total assets $ 1,377,362 $ 1,207,501
Interest-bearing liabilities
     NOW accounts $ 219,743 98 0.18% $ 189,848 83 0.18%
     Savings & money market 387,213 552 0.58% 326,323 343 0.42%
     Time deposits 272,214 599 0.89% 274,422 562 0.82%
     Total interest-bearing deposits 879,170 1,249 0.58% 790,593 988 0.50%
     FHLB advances and other borrowings 123,345 999 3.28% 115,200 940 3.28%
     Junior subordinated debentures 13,403 104 3.15% 13,403 94 2.82%
     Total interest-bearing liabilities 1,015,918 2,352 0.94% 919,196 2,022 0.88%
     Noninterest-bearing liabilities 249,478 191,340
Shareholders� equity 111,966 96,965
     Total liabilities and shareholders� equity $ 1,377,362 $ 1,207,501
Net interest spread 3.40% 3.47%
Net interest income (tax equivalent) / margin $ 11,681 3.61% $ 10,389 3.64%
Less: tax-equivalent adjustment(2) 74 82
Net interest income $ 11,607 $ 10,307

(1) Annualized for the three month period.

(2) The tax-equivalent adjustment to net interest income adjusts the yield for assets earning tax-exempt income to a comparable yield on a
taxable basis.

(3) Includes mortgage loans held for sale.
Our net interest margin, on a tax-equivalent basis, was 3.61% for the three months ended March 31, 2017 compared to 3.64% for
the first quarter of 2016. The three basis point decline in net interest margin was driven by the lower yield on our interest-earning
assets combined with the increased rate on our interest-bearing liabilities compared to the prior year. While our average
interest-earning assets grew by $163.9 million during the first three months of 2017 as compared to the same period in 2016, the
average yield on these assets declined by one basis point. In addition, our average interest-bearing liabilities grew by $96.7 million
during the 2017 period while the rate on these liabilities increased six basis points to 0.94% for the three months ended March 31,
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The $163.9 million increase in average interest-earning assets for the three months ended March 31, 2017 as compared to the
same quarter in 2016, primarily related to an $180.0 million increase in our average loan balances partially offset by a decrease in
investment securities of $17.5 million during the 2017 period. However, the one basis point decrease in yield on these assets was
driven by a seven basis point decrease in our loan yield. The lower yield on our loan portfolio was due to loans being originated or
renewed at market rates which are lower than those in the past.

In addition, our average interest-bearing liabilities increased by $96.7 million during the first quarter of 2017 as compared to the first
quarter of 2016, while the cost of our interest-bearing liabilities increased by six basis points during the same period. The increased
rate during the 2017 period resulted primarily from a $88.6 million increase in our interest-bearing deposits at an average rate of
0.58% which is eight basis points higher than that in the first quarter of 2016. In addition, the cost of our other interest-bearing
liabilities, of which 63% are at variable rates tied to Libor, increased in relation to current market rates and trends.

Our net interest spread was 3.40% for the three months ended March 31, 2017 compared to 3.47% for the same period in 2016.
The net interest spread is the difference between the yield we earn on our interest-earning assets and the rate we pay on our
interest-bearing liabilities. The one basis point reduction in yield on our interest-earning assets and the six basis point increase in
rate on our interest-bearing liabilities, resulted in a seven basis point decrease in our net interest spread for the 2017 period.

Rate/Volume Analysis
Net interest income can be analyzed in terms of the impact of changing interest rates and changing volume. The following table
sets forth the effect which the varying levels of interest-earning assets and interest-bearing liabilities and the applicable rates have
had on changes in net interest income for the periods presented.

Three Months Ended
March 31, 2017 vs. 2016 March 31, 2016 vs. 2015

Increase (Decrease) Due to Increase (Decrease) Due to
Rate/ Rate/

(dollars in thousands) Volume Rate Volume Total Volume Rate Volume Total
Interest income
       Loans $     1,930 (169)         (30) 1,731 $     1,497 (89)         (13) 1,395
       Investment securities (101) (15) 3 (113) 191 (52) (26) 113
       Federal funds sold 2 9 1 12 (4) 30 (6) 20
              Total interest income 1,831 (175) (26) 1,630 1,684 (111) (45) 1,528
Interest expense
       Deposits 143 103 15 261 145 63 12 220
       FHLB advances and other borrowings 58 1 - 59 (68) 135 (10) 57
       Junior subordinated debt - 10 - 10 - 14 - 14
              Total interest expense 201 114 15 330 77 212 2 291
Net interest income $ 1,630 (289) (41) 1,300 $ 1,607 (323) (47) 1,237
Net interest income, the largest component of our income, was $11.6 million for the three-month period ended March 31, 2017 and
$10.3 million for the three months ended March 31, 2016, a $1.3 million, or 12.6%, increase during the first quarter of 2017. The
increase in net interest income is due to a $1.6 million increase in interest income, partially offset by a $330,000 increase in interest
expense. During the first quarter of 2017, the primary driver of the increase in net interest income was the $163.9 million increase
in our average interest-earning assets as compared to the first quarter of 2016.

Provision for Loan Losses

We have established an allowance for loan losses through a provision for loan losses charged as an expense on our consolidated
statements of income. We review our loan portfolio periodically to evaluate our outstanding loans and to measure both the
performance of the portfolio and the adequacy of the allowance for loan losses. Please see the discussion below under �Balance
Sheet Review � Allowance for Loan Losses� for a description of the factors we consider in determining the amount of the provision
we expense each period to maintain this allowance.
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For the three months ended March 31, 2017 and 2016, we incurred a noncash expense related to the provision for loan losses of
$500,000 and $625,000, respectively, which resulted in an allowance for loan losses of $15.3 million, or 1.25% of gross loans, for
the 2017 period. For the three months ended March 31, 2016, our provision for loan losses of $625,000 resulted in an allowance for
loan losses of $13.9 million, or 1.34% of gross loans, for the 2016 period. During the past 12 months, our loan balances increased
by $179.8 million, while the amount of our nonperforming loans and classified loans declined. Factors such as these are also
considered in determining the amount of loan loss provision necessary to maintain our allowance for loan losses at an adequate
level.

Noninterest Income
The following table sets forth information related to our noninterest income.

Three months
ended

March 31,
(dollars in thousands) 2017 2016
Mortgage banking income 1,057 1,447
Service fees on deposit accounts 278 220
Income from bank owned life insurance 183 186
Gain on sale of investment securities - 307
Other income 533 399
     Total noninterest income 2,051 2,559
Noninterest income decreased $508,000, or 19.9%, for the first quarter of 2017 as compared to the same period in 2016. The
decrease in total noninterest income during the 2017 period resulted primarily from the following:

●Mortgage banking income decreased by $390,000, or 27.0%, driven by lower origination volume during the first quarter due to
seasonality typical of the industry as well as an overall increase in the average market rate for new mortgage loan originations.
We anticipate that our mortgage origination volume for 2017 may not be at the same levels experienced in the past.

●A gain on sale of investment securities of $307,000 was recognized in the first quarter of 2016 while there was no gain recognized
during the current period.

Partially offsetting these decreases in noninterest income was a $58,000 increase in service fees on deposit accounts, driven by
increased service charges and non-sufficient funds (�NSF�) fee income, and a $134,000 increase in other income due to
increased loan fee income, which includes late charges and line of credit fees, and ATM and debit card exchange income.

In accordance with the requirement set forth under the Dodd-Frank Wall Street Reform and Consumer Protection Act, in June
2011, the Federal Reserve approved a final rule which caps an issuer's base interchange fee at 21 cents per transaction and allows
an additional 5 basis point charge per transaction to help cover fraud losses. Although the rule does not apply to institutions with
less than $10 billion in assets, such as our Bank, there is concern that the price controls may harm community banks, which could
be pressured by the marketplace to lower their own interchange rates. Our ATM/Debit card fee income is included in other
noninterest income and was $263,000 and $201,000 for the three months ended March 31, 2017 and 2016, respectively, the
majority of which related to interchange fee income.
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Noninterest expenses
The following table sets forth information related to our noninterest expenses.

Three months
ended

March 31,

(dollars in thousands) 2017 2016
Compensation and benefits 5,273 4,551
Occupancy 967 870
Real estate owned expenses 13 285
Outside service and data processing 745 598
Insurance 289 233
Professional fees 313 254
Marketing 210 231
Other 550 495
     Total noninterest expense 8,360 7,517
Noninterest expense was $8.4 million for the three months ended March 31, 2017, an $843,000, or 11.2%, increase from
noninterest expense of $7.5 million for the three months ended March 31, 2016. Significant fluctuations in noninterest expenses
resulted from the following:

●Compensation and benefits expense increased $722,000, or 15.9%, relating primarily to increases in base compensation,
incentive compensation and benefits expenses. Base compensation increased by $421,000 driven by the cost of ten additional
employees, six of which were hired in conjunction with the opening of our new office in Raleigh, North Carolina, with the
remainder being hired to support our mortgage department as well as to support loan and deposit growth. Incentive compensation
increased by $46,000 and benefits expense increased by $250,000 during the 2017 period. The increase in incentive
compensation related to the additional number of employees at March 31, 2017 while the increase in benefits expenses was
driven by an increase in payroll taxes and group insurance costs for the 2017 period.

●Occupancy expenses increased by $97,000, or 11.1%, driven primarily by increased rent expense as well as additional property
tax expenses on the properties we own.

●Outside service and data processing costs increased by $147,000, or 24.6%, driven by increased software licensing and
maintenance costs as well as ATM/Debit card related expenses.

●Professional fees increased by $59,000, or 23.2%, due primarily to increased loan appraisal fees as well as other professional
service fees related to our mortgage operations.

●Other noninterest expenses increased by $55,000, or 11.1%, driven by an increase in travel and entertainment, business meals,
and office supplies expenses.

Partially offsetting the increases in noninterest expense was a decrease in real estate owned expenses of $272,000, or 95.4%, due
primarily to a loss on sale of property during the 2016 period.

Our efficiency ratio was 61.2% for the first quarter of 2017 compared to 58.4% for the same period in 2016. The efficiency ratio
represents the percentage of one dollar of expense required to be incurred to earn a full dollar of revenue and is computed by
dividing noninterest expense by the sum of net interest income and noninterest income. The increase during the 2017 period
relates primarily to the increase in noninterest expenses combined with the decrease in noninterest income compared to the prior
year.

We incurred income tax expense of $1.7 million for the three months ended March 31, 2017 and 2016. Our effective tax rate was
35.1% and 36.4% for the three months ended March 31, 2017 and 2016, respectively. In the first quarter of 2017 we adopted the
new FASB guidance which simplified several aspects of the accounting for share-based payment award transactions, including
income tax consequences. As a result, our income tax expense was reduced by $53,000 for the period ended March 31, 2017.
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BALANCE SHEET REVIEW

Investment Securities
At March 31, 2017, the $68.4 million in our investment securities portfolio represented approximately 4.7% of our total assets. Our
available for sale investment portfolio included US government agency securities, SBA securities, state and political subdivisions,
and mortgage-backed securities with a fair value of $62.8 million and an amortized cost of $63.4 million resulting in an unrealized
loss of $526,000. At December 31, 2016, the $70.2 million in our investment securities portfolio represented approximately 5.2% of
our total assets. At December 31, 2016, we held investment securities available for sale with a fair value of $64.5 million and an
amortized cost of $65.2 million for an unrealized loss of $764,000.

Loans
Since loans typically provide higher interest yields than other types of interest earning assets, a substantial percentage of our
earning assets are invested in our loan portfolio. Average loans for the three months ended March 31, 2017 and 2016 were $1.21
billion and $1.03 billion, respectively. Before the allowance for loan losses, total loans outstanding at March 31, 2017 and
December 31, 2016 were $1.22 billion and $1.16 billion, respectively.

The principal component of our loan portfolio is loans secured by real estate mortgages. As of March 31, 2017, our loan portfolio
included $989.5 million, or 81.2%, of real estate loans. As of December 31, 2016, real estate loans made up 81.1% of our loan
portfolio and totaled $943.5 million. Most of our real estate loans are secured by residential or commercial property. We obtain a
security interest in real estate, in addition to any other available collateral. This collateral is taken to increase the likelihood of the
ultimate repayment of the loan. Generally, we limit the loan-to-value ratio on loans to coincide with the appropriate regulatory
guidelines. We attempt to maintain a relatively diversified loan portfolio to help reduce the risk inherent in concentration in certain
types of collateral and business types. We do not generally originate traditional long term residential mortgages to hold in our loan
portfolio, but we do issue traditional second mortgage residential real estate loans and home equity lines of credit. Home equity
lines of credit totaled $143.7 million as of March 31, 2017, of which approximately 41% were in a first lien position, while the
remaining balance was second liens, compared to $137.1 million as of December 31, 2016, with approximately 39% in first lien
positions and the remaining balance in second liens. The average loan had a balance of approximately $92,000 and a loan to value
of 70% as of March 31, 2017, compared to an average loan balance of $91,000 and a loan to value of approximately 73% as of
December 31, 2016. Further, 0.4% and 0.3% of our total home equity lines of credit were over 30 days past due as of March 31,
2017 and December 31, 2016, respectively.

Following is a summary of our loan composition at March 31, 2017 and December 31, 2016. During the first three months of 2017,
our loan portfolio increased by $55.0 million, or 4.7%. Our commercial and consumer loan portfolios experienced similar growth
during the three months ended March 31, 2017 with a 4.0% increase in commercial loans and an 6.0% increase in consumer loans
during the period. Of the $55.0 million in loan growth during the first three months of 2017, $46.0 million of the increase was in
loans secured by real estate, $6.0 million in commercial business loans, and $3.0 million in other consumer loans. Our consumer
real estate portfolio includes high quality 1-4 family consumer real estate loans. Our average consumer real estate loan currently
has a principal balance of $352,000, a term of 10 years, and an average rate of 4.33% as of March 31, 2017, compared to
$341,000 a term of nine years, and an average rate of 4.34% as of December 31, 2016.
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March 31, 2017 December 31, 2016
(dollars in thousands) Amount % of Total Amount % of Total
Commercial
     Owner occupied RE $     288,300 23.7% $     285,938 24.6%
     Non-owner occupied RE 258,449 21.2% 239,574 20.6%
     Construction 36,889 3.0% 33,393 2.9%
     Business 208,590 17.1% 202,552 17.4%
          Total commercial loans 792,228 65.0% 761,457 65.5%

Consumer
     Real estate 230,695 18.9% 215,588 18.5%
     Home equity 143,673 11.8% 137,105 11.8%
     Construction 31,535 2.6% 31,922 2.7%
     Other 20,549 1.7% 17,572 1.5%
          Total consumer loans 426,452 35.0% 402,187 34.5%
          Total gross loans, net of deferred fees 1,218,680    100.0% 1,163,644 100.0%
Less�allowance for loan losses (15,287) (14,855)
          Total loans, net $ 1,203,393 $ 1,148,789
Nonperforming assets

Nonperforming assets include real estate acquired through foreclosure or deed taken in lieu of foreclosure and loans on nonaccrual
status. Generally, a loan is placed on nonaccrual status when it becomes 90 days past due as to principal or interest, or when we
believe, after considering economic and business conditions and collection efforts, that the borrower�s financial condition is such
that collection of the contractual principal or interest on the loan is doubtful. A payment of interest on a loan that is classified as
nonaccrual is recognized as a reduction in principal when received. Our policy with respect to nonperforming loans requires the
borrower to make a minimum of six consecutive payments in accordance with the loan terms and to show capacity to continue
performing into the future before that loan can be placed back on accrual status. As of March 31, 2017 and December 31, 2016, we
had no loans 90 days past due and still accruing.

Following is a summary of our nonperforming assets, including nonaccruing TDRs.

(dollars in thousands)
March 31,
2017 December 31, 2016

Commercial $ 4,396 3,673
Consumer 803 819
Nonaccruing troubled debt restructurings 979 990
     Total nonaccrual loans 6,178 5,482
Other real estate owned 669 639
     Total nonperforming assets $ 6,847 6,121

At March 31, 2017, nonperforming assets were $6.8 million, or 0.47% of total assets and 0.56% of gross loans. Comparatively,
nonperforming assets were $6.1 million, or 0.46% of total assets and 0.53% of gross loans at December 31, 2016. Nonaccrual
loans were $6.2 million at March 31, 2017, a $696,000 increase from December 31, 2016. During the first three months of 2017,
three loans were put on nonaccrual status and three nonaccrual loans were either paid or charged-off. The amount of foregone
interest income on the nonaccrual loans in the first three months of 2017 and 2016 was approximately $112,000 and $109,000,
respectively.
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Nonperforming assets include other real estate owned which totaled $669,000 at March 31, 2017, a $30,000 increase from
December 31, 2016. The balance at March 31, 2017 includes six commercial properties totaling $348,000 and three residential
properties totaling $321,000. All of these properties are located in the Upstate of  South Carolina. We believe that these properties
are appropriately valued at the lower of cost or market as of March 31, 2017.

At March 31, 2017 and 2016, the allowance for loan losses represented 247.4% and 224.6% of the total amount of nonperforming
loans, respectively. A significant portion, or 77%, of nonperforming loans at March 31, 2017 is secured by real estate. Our
nonperforming loans have been written down to approximately 60% of their original nonperforming balance. We have evaluated the
underlying collateral on these loans and believe that the collateral on these loans is sufficient to minimize future losses. Based on
the level of coverage on nonperforming loans and analysis of our loan portfolio, we believe the allowance for loan losses of $15.3
million as of March 31, 2017 to be adequate.

As a general practice, most of our loans are originated with relatively short maturities of less than 10 years. As a result, when a
loan reaches its maturity we frequently renew the loan and thus extend its maturity using the same credit standards as those used
when the loan was first originated. Due to these loan practices, we may, at times, renew loans which are classified as
nonperforming after evaluating the loan�s collateral value and financial strength of its guarantors. Nonperforming loans are
renewed at terms generally consistent with the ultimate source of repayment and rarely at reduced rates. In these cases the
Company will seek additional credit enhancements, such as additional collateral or additional guarantees to further protect the loan.
When a loan is no longer performing in accordance with its stated terms, the Company will typically seek performance under the
guarantee.

In addition, at March 31, 2017, 81.2% of our loans are collateralized by real estate and 77% of our impaired loans are secured by
real estate. The Company utilizes third party appraisers to determine the fair value of collateral dependent loans. Our current loan
and appraisal policies require the Company to obtain updated appraisals on an annual basis, either through a new external
appraisal or an appraisal evaluation. Impaired loans are individually reviewed on a quarterly basis to determine the level of
impairment. As of March 31, 2017, we do not have any impaired real estate loans carried at a value in excess of the appraised
value. We typically charge-off a portion or create a specific reserve for impaired loans when we do not expect repayment to occur
as agreed upon under the original terms of the loan agreement.

At March 31, 2017, impaired loans totaled $12.0 million for which $8.6 million of these loans have a reserve of approximately $2.7
million allocated in the allowance. During the first three months of 2017, the average recorded investment in impaired loans was
approximately $12.1 million. Comparatively, impaired loans totaled $11.2 million at December 31, 2016, and $7.5 million of these
loans had a reserve of approximately $2.6 million allocated in the allowance. During 2016, the average recorded investment in
impaired loans was approximately $11.6 million.

We consider a loan to be a TDR when the debtor experiences financial difficulties and we provide concessions such that we will not
collect all principal and interest in accordance with the original terms of the loan agreement. Concessions can relate to the
contractual interest rate, maturity date, or payment structure of the note. As part of our workout plan for individual loan
relationships, we may restructure loan terms to assist borrowers facing challenges in the current economic environment. As of
March 31, 2017, we determined that we had loans totaling $6.8 million that we considered TDRs. As of December 31, 2016, we
had loans totaling $6.7 million, that we considered TDRs.

Allowance for Loan Losses
The allowance for loan losses was $15.3 million and $13.9 million at March 31, 2017 and 2016, respectively, or 1.25% of
outstanding loans at March 31, 2017 and 1.34% of outstanding loans at March 31, 2016. At December 31, 2016, our allowance for
loan losses was $14.9 million, or 1.28% of outstanding loans, and we had net loans charged-off of $1.1 million for the year ended
December 31, 2016.
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During the three months ended March 31, 2017, we charged-off $190,000 of loans and recorded $122,000 of recoveries on loans
previously charged-off, for net charge-offs of $68,000, or 0.02% of average loans, annualized. Comparatively, we charged-off
$394,000 of loans and recorded $38,000 of recoveries on loans previously charged-off, resulting in net charge-offs of $356,000, or
0.14% of average loans, annualized, for the first three months of 2016.

Following is a summary of the activity in the allowance for loan losses.

Three months ended
March 31, Year ended

(dollars in thousands) 2017 2016
December 31,

2016
Balance, beginning of period $ 14,855 $ 13,629 13,629
     Provision 500 625 2,300
     Loan charge-offs (190) (394) (1,648)
     Loan recoveries 122 38 574
          Net loan charge-offs (68) (356) (1,074)
Balance, end of period $     15,287 $     13,898               14,855

Deposits and Other Interest-Bearing Liabilities
Our primary source of funds for loans and investments is our deposits, advances from the FHLB, and structured repurchase
agreements. In the past, we have chosen to obtain a portion of our certificates of deposits from areas outside of our market in order
to obtain longer term deposits than are readily available in our local market. We have adopted guidelines regarding our use of
brokered CDs that limit our brokered CDs to 25% of total deposits and dictate that our current interest rate risk profile determines
the terms. In addition, we do not obtain time deposits of $100,000 or more through the Internet. These guidelines allow us to take
advantage of the attractive terms that wholesale funding can offer while mitigating the related inherent risk.

Our retail deposits represented $1.11 billion, or 91.8% of total deposits at March 31, 2017, while our out-of-market, or brokered,
deposits represented $99.3 million, or 8.2% of our total deposits at March 31, 2017. At December 31, 2016, retail deposits
represented $1.03 billion, or 94.6% of our total deposits, and brokered CDs were $59.1 million, representing 5.4% of our total
deposits. Our loan-to-deposit ratio was 101% at March 31, 2017 and 107% at December 31, 2016.

The following is a detail of our deposit accounts:

March 31, December 31,
(dollars in thousands) 2017 2016
Non-interest bearing $     253,320 235,538
Interest bearing:
     NOW accounts 228,640 234,949
     Money market accounts 391,923 345,117
     Savings 15,688 14,942
     Time, less than $100,000 49,367 48,638
     Time and out-of-market deposits, $100,000 and over 272,336 211,967
          Total deposits $ 1,211,274 1,091,151

During the past 12 months, we continued our focus on increasing core deposits, which exclude out-of-market deposits and time
deposits of $250,000 or more, in order to provide a relatively stable funding source for our loan portfolio and other earning assets.
Our core deposits were $1.00 billion and $937.5 million at March 31, 2017, and December 31, 2016, respectively.
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The following table shows the average balance amounts and the average rates paid on deposits.

Three months ended
March

31,
2017 2016

(dollars in thousands) Amount Rate Amount Rate
Noninterest bearing demand deposits $     239,873 -% $ 182,340 -%
Interest bearing demand deposits 219,743 0.18% 189,848 0.18%
Money market accounts 371,985 0.60% 315,033 0.44%
Savings accounts 15,228 0.05% 11,290 0.05%
Time deposits less than $100,000 48,013 0.68% 58,740 0.75%
Time deposits greater than $100,000 224,201 0.94% 215,682 0.84%
     Total deposits $ 1,119,043 0.45% $     972,933 0.41%

During the twelve months ended March 31, 2017, our average transaction account balances increased by $148.3 million, or 21.2%,
from the three months ended March 31, 2016, while our average time deposit balances decreased by $2.2 million during the same
twelve-month period.

All of our time deposits are certificates of deposits. The maturity distribution of our time deposits of $100,000 or more at March 31,
2017 was as follows:

(dollars in thousands)
March 31,

2017
Three months or less $ 31,523
Over three through six months 73,691
Over six through twelve months 108,456
Over twelve months 58,666
          Total $ 272,336

Included in time deposits of $100,000 or more at March 31, 2017 is $89.4 million of wholesale CDs scheduled to mature within the
next 12 months at a weighted average rate of 0.96%. Time deposits that meet or exceed the FDIC insurance limit of $250,000 at
March 31, 2017 and December 31, 2016 were $210.2 million and $153.7 million, respectively.

LIQUIDITY AND CAPITAL RESOURCES

Liquidity represents the ability of a company to convert assets into cash or cash equivalents without significant loss, and the ability
to raise additional funds by increasing liabilities. Liquidity management involves monitoring our sources and uses of funds in order
to meet our day-to-day cash flow requirements while maximizing profits. Liquidity management is made more complicated because
different balance sheet components are subject to varying degrees of management control. For example, the timing of maturities of
our investment portfolio is fairly predictable and subject to a high degree of control at the time investment decisions are made.
However, net deposit inflows and outflows are far less predictable and are not subject to the same degree of control.

At March 31, 2017 and December 31, 2016, our liquid assets, consisting of cash and due from banks and federal funds sold,
amounted to $121.2 million and $46.6 million, or 8.3% and 3.5% of total assets, respectively. Our investment securities at March
31, 2017 and December 31, 2016 amounted to $68.4 million and $70.2 million, or 4.7% and 5.2% of total assets, respectively. The
increase in cash and cash equivalents is primarily attributable to our effort to increase the amount of on balance sheet liquidity as
well as in anticipation of $44.5 million of FHLB advances we have maturing in the second quarter of 2017. In addition, investment
securities traditionally provide a secondary source of liquidity since they can be converted into cash in a timely manner; however,
approximately 30% of these securities are pledged against outstanding debt. Therefore, the related debt would need to be repaid
prior to the securities being sold in order for these securities to be converted to cash.
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Our ability to maintain and expand our deposit base and borrowing capabilities serves as our primary source of liquidity. We plan to
meet our future cash needs through the liquidation of temporary investments, the generation of deposits, loan payoffs, and from
additional borrowings. In addition, we will receive cash upon the maturity and sale of loans and the maturity of investment
securities. We maintain three federal funds purchased lines of credit with correspondent banks totaling $45.0 million for which there
were no borrowings against the lines of credit at March 31, 2017.

We are also a member of the FHLB, from which applications for borrowings can be made. The FHLB requires that securities,
qualifying mortgage loans, and stock of the FHLB owned by the Bank be pledged to secure any advances from the FHLB. The
unused borrowing capacity currently available from the FHLB at March 31, 2017 was $137.5 million, based on the Bank�s $5.0
million investment in FHLB stock, as well as qualifying mortgages available to secure any future borrowings. However, we are able
to pledge additional securities to the FHLB in order to increase our available borrowing capacity. In addition, at March 31, 2017 and
December 31, 2016 we had $175.3 million and $130.1 million, respectively, of letters of credit outstanding with the FHLB to secure
client deposits.

We also have a line of credit with another financial institution for $10.0 million, of which the entire balance was outstanding at
March 31, 2017. The line of credit bears interest at LIBOR plus 2.90% with a floor of 3.25% and a ceiling of 5.15%, and matures on
June 6, 2017. Management intends to renew the line of credit at maturity.

We believe that our existing stable base of core deposits, borrowings from the FHLB, and short-term repurchase agreements will
enable us to successfully meet our long-term liquidity needs. However, as short-term liquidity needs arise, we have the ability to
sell a portion of our investment securities portfolio to meet those needs.

Total shareholders� equity was $113.6 million at March 31, 2017 and $109.9 million at December 31, 2016. The $3.7 million
increase from December 31, 2016 is primarily related to net income of $3.1 million during the first three months of 2017, combined
with a $157,000 increase in accumulated other comprehensive income and $112,000 from the exercise of stock options.

The following table shows the return on average assets (net income divided by average total assets), return on average equity (net
income divided by average equity), equity to assets ratio (average equity divided by average assets), and tangible common equity
ratio (total equity less preferred stock divided by total assets) annualized for the three months ended March 31, 2017 and the year
ended December 31, 2016. Since our inception, we have not paid cash dividends.

March 31, 2017 December 31, 2016
Return on average assets 0.92% 1.04%
Return on average equity                11.27%                12.73%
Return on average common equity 11.27% 12.73%
Average equity to average assets ratio 8.13% 8.16%
Tangible common equity to assets ratio 7.74% 8.19%

At both the holding company and Bank level, we are subject to various regulatory capital requirements administered by the federal
banking agencies. Under the capital adequacy guidelines and the regulatory framework for prompt corrective action, we must meet
specific capital guidelines that involve quantitative measures of assets, liabilities, and certain off-balance sheet items as calculated
under regulatory accounting practices. Our capital amounts and classifications are also subject to qualitative judgments by the
regulators about components, risk weightings, and other factors, and the regulators can lower classifications in certain cases.
Failure to meet various capital requirements can initiate regulatory action that could have a direct material effect on the financial
statements.
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Regulatory capital rules released in July 2013 to implement capital standards referred to as Basel III and developed by an
international body known as the Basel Committee on Banking Supervision, impose higher minimum capital requirements for bank
holding companies and banks. The rules apply to all national and state banks and savings associations regardless of size and bank
holding companies and savings and loan holding companies with more than $1 billion in total consolidated assets. More stringent
requirements are imposed on �advanced approaches� banking organizations-those organizations with $250 billion or more in total
consolidated assets, $10 billion or more in total foreign exposures, or that have opted in to the Basel II capital regime. The
requirements in the rule began to phase in on January 1, 2015, for us. The requirements in the rule will be fully phased in by
January 1, 2019.

The rule includes certain new and higher risk-based capital and leverage requirements than those currently in place. Specifically,
the following minimum capital requirements apply to us:

●a new common equity Tier 1 risk-based capital ratio of 4.5%;
●a Tier 1 risk-based capital ratio of 6% (increased from the former 4% requirement);
●a total risk-based capital ratio of 8% (unchanged from the former requirement); and
●a leverage ratio of 4% (also unchanged from the former requirement).
Under the rule, Tier 1 capital is redefined to include two components: Common Equity Tier 1 capital and additional Tier 1 capital.
The new and highest form of capital, Common Equity Tier 1 capital, consists solely of common stock (plus related surplus),
retained earnings, accumulated other comprehensive income, and limited amounts of minority interests that are in the form of
common stock. Additional Tier 1 capital includes other perpetual instruments historically included in Tier 1 capital, such as
noncumulative perpetual preferred stock. Tier 2 capital consists of instruments that currently qualify in Tier 2 capital plus
instruments that the rule has disqualified from Tier 1 capital treatment. Cumulative perpetual preferred stock, formerly includable in
Tier 1 capital, is now included only in Tier 2 capital. Accumulated other comprehensive income (AOCI) is presumptively included in
Common Equity Tier 1 capital and often would operate to reduce this category of capital. The rule provided a one-time opportunity
at the end of the first quarter of 2015 for covered banking organizations to opt out of much of this treatment of AOCI. We made this
opt-out election and, as a result, will retain the pre-existing treatment for AOCI.

In addition, in order to avoid restrictions on capital distributions or discretionary bonus payments to executives, a covered banking
organization must maintain a �capital conservation buffer� on top of its minimum risk-based capital requirements. This buffer must
consist solely of Tier 1 Common Equity, but the buffer applies to all three measurements (Common Equity Tier 1, Tier 1 capital and
total capital). The capital conservation buffer will be phased in incrementally over time, becoming fully effective on January 1, 2019,
and will consist of an additional amount of common equity equal to 2.5% of risk-weighted assets. As of January 1, 2016, we are
required to hold a capital conservation buffer of 0.625%, increasing by that amount each successive year until 2019.

In general, the rules have had the effect of increasing capital requirements by increasing the risk weights on certain assets,
including high volatility commercial real estate, certain loans past due 90 days or more or in nonaccrual status, mortgage servicing
rights not includable in Common Equity Tier 1 capital, equity exposures, and claims on securities firms, that are used in the
denominator of the three risk-based capital ratios.

It is management�s belief that, as of March 31, 2017, the Company and the Bank would have met all capital adequacy
requirements under Basel III on a fully phased-in basis if such requirements were currently effective.
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The following table summarizes the capital amounts and ratios of the Bank and the regulatory minimum requirements.

March 31, 2017
To be well
capitalized

under prompt
For capital corrective
adequacy
purposes action provisions

Actual minimum minimum

(dollars in thousands) Amount Ratio Amount Ratio Amount Ratio
     Total Capital (to risk weighted assets) $     145,063 12.20% 95,093 8.00% 118,866 10.00%
     Tier 1 Capital (to risk weighted assets) 130,200 10.95% 71,319 6.00% 95,093 8.00%
     Common Equity Tier 1 Capital (to risk weighted assets) 130,200 10.95% 53,490 4.50% 77,263 6.50%
     Tier 1 Capital (to average assets) 130,200 9.47% 54,994 4.00% 68,743 5.00%

The following table summarizes the capital amounts and ratios of the Company and the minimum regulatory requirements.

March 31, 2017
To be well
capitalized

under prompt
For capital corrective
adequacy
purposes action provisions

Actual minimum minimum

(dollars in thousands) Amount Ratio Amount Ratio Amount Ratio
     Total Capital (to risk weighted assets) 141,776 11.93% 95,093 8.00% N/A N/A
     Tier 1 Capital (to risk weighted assets) 126,913 10.68% 71,319 6.00% N/A N/A
     Common Equity Tier 1 Capital (to risk weighted assets) 113,913 9.58% 53,490 4.50% N/A N/A
     Tier 1 Capital (to average assets) 126,913 9.21% 55,121 4.00% N/A N/A

The ability of the Company to pay cash dividends is dependent upon receiving cash in the form of dividends from the Bank. The
dividends that may be paid by the Bank to the Company are subject to legal limitations and regulatory capital requirements.

EFFECT OF INFLATION AND CHANGING PRICES

The effect of relative purchasing power over time due to inflation has not been taken into account in our consolidated financial
statements. Rather, our financial statements have been prepared on an historical cost basis in accordance with generally accepted
accounting principles.

Unlike most industrial companies, our assets and liabilities are primarily monetary in nature. Therefore, the effect of changes in
interest rates will have a more significant impact on our performance than will the effect of changing prices and inflation in general.
In addition, interest rates may generally increase as the rate of inflation increases, although not necessarily in the same magnitude.
As discussed previously, we seek to manage the relationships between interest sensitive assets and liabilities in order to protect
against wide rate fluctuations, including those resulting from inflation.

OFF-BALANCE SHEET RISK

Commitments to extend credit are agreements to lend money to a client as long as the client has not violated any material condition
established in the contract. Commitments generally have fixed expiration dates or other termination clauses and may require the
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payment of a fee. At March 31, 2017, unfunded commitments to extend credit were $268.0 million, of which $66.8 million was at
fixed rates and $201.2 million was at variable rates. At December 31, 2016, unfunded commitments to extend credit were $226.6
million, of which approximately $57.8 million was at fixed rates and $168.8 million was at variable rates. A significant portion of the
unfunded commitments related to consumer equity lines of credit. Based on historical experience, we anticipate that a significant
portion of these lines of credit will not be funded. We evaluate each client�s credit worthiness on a case-by-case basis. The
amount of collateral obtained, if deemed necessary by us upon extension of credit, is based on our credit evaluation of the
borrower. The type of collateral varies but may include accounts receivable, inventory, property, plant and equipment, and
commercial and residential real estate.
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At both March 31, 2017 and December 31, 2016, there were commitments under letters of credit for $4.1 million and $4.4 million,
respectively. The credit risk and collateral involved in issuing letters of credit is essentially the same as that involved in extending
loan facilities to customers. Since most of the letters of credit are expected to expire without being drawn upon, they do not
necessarily represent future cash requirements.

A portion of our business is to originate mortgage loans that will be sold in the secondary market to investors. Loan types that we
originate include conventional loans, jumbo loans and other governmental agency loan products. We adhere to the legal lending
limits and guidelines as set forth by the various governmental agencies and investors to whom we sell loans. Under a �best
efforts� selling procedure, we make our best effort to process, fund, and deliver the loan to a particular investor. If the loan fails to
fund, there is no immediate cost to us, as the market risk has been transferred to the investor. In the event of a customer loan
default, we may be required to reimburse the investor.

Except as disclosed in this report, we are not involved in off-balance sheet contractual relationships, unconsolidated related entities
that have off-balance sheet arrangements or transactions that could result in liquidity needs or other commitments that significantly
impact earnings.

MARKET RISK AND INTEREST RATE SENSITIVITY

Market risk is the risk of loss from adverse changes in market prices and rates, which principally arises from interest rate risk
inherent in our lending, investing, deposit gathering, and borrowing activities. Other types of market risks, such as foreign currency
exchange rate risk and commodity price risk, do not generally arise in the normal course of our business.

We actively monitor and manage our interest rate risk exposure in order to control the mix and maturities of our assets and
liabilities utilizing a process we call asset/liability management. The essential purposes of asset/liability management are to ensure
adequate liquidity and to maintain an appropriate balance between interest sensitive assets and liabilities in order to minimize
potentially adverse impacts on earnings from changes in market interest rates. Our asset/liability management committee
(�ALCO�) monitors and considers methods of managing exposure to interest rate risk. We have both an internal ALCO consisting
of senior management that meets at various times during each month and a board ALCO that meets monthly. The ALCOs are
responsible for maintaining the level of interest rate sensitivity of our interest sensitive assets and liabilities within board-approved
limits.

As of March 31, 2017, the following table summarizes the forecasted impact on net interest income using a base case scenario
given upward and downward movements in interest rates of 100, 200, and 300 basis points based on forecasted assumptions of
prepayment speeds, nominal interest rates and loan and deposit repricing rates. Estimates are based on current economic
conditions, historical interest rate cycles and other factors deemed to be relevant. However, underlying assumptions may be
impacted in future periods which were not known to management at the time of the issuance of the Consolidated Financial
Statements. Therefore, management�s assumptions may or may not prove valid. No assurance can be given that changing
economic conditions and other relevant factors impacting our net interest income will not cause actual occurrences to differ from
underlying assumptions. In addition, this analysis does not consider any strategic changes to our balance sheet which
management may consider as a result of changes in market conditions.
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Change in net interest
Interest rate scenario income from base
Up 300 basis points 9.09 %
Up 200 basis points 6.50 %
Up 100 basis points 3.65 %
Base -
Down 100 basis points (6.18)%
Down 200 basis points (8.52)%
Down 300 basis points                          (10.60)%

CRITICAL ACCOUNTING POLICIES

We have adopted various accounting policies that govern the application of accounting principles generally accepted in the United
States and with general practices within the banking industry in the preparation of our financial statements. Our significant
accounting policies are described in the footnotes to our audited consolidated financial statements as of December 31, 2016, as
filed in our Annual Report on Form 10-K.

Certain accounting policies involve significant judgments and assumptions by us that have a material impact on the carrying value
of certain assets and liabilities. We consider these accounting policies to be critical accounting policies. The judgment and
assumptions we use are based on historical experience and other factors, which we believe to be reasonable under the
circumstances. Our Critical Accounting Policies are the allowance for loan losses, fair value of financial instruments,
other-than-temporary impairment analysis, other real estate owned, and income taxes. Because of the nature of the judgment and
assumptions we make, actual results could differ from these judgments and estimates that could have a material impact on the
carrying values of our assets and liabilities and our results of operations.

ACCOUNTING, REPORTING, AND REGULATORY MATTERS

Recently Issued Accounting Standards

The following is a summary of recent authoritative pronouncements that could affect accounting, reporting, and disclosure of
financial information by us:

In May 2014, the FASB issued guidance to change the recognition of revenue from contracts with customers. The core principle of
the guidance is that an entity should recognize revenue to reflect the transfer of goods and services to customers in an amount
equal to the consideration the entity receives or expects to receive. In August 2015, the FASB deferred the effective date of ASU
2014-09, Revenue from Contracts with Customers. As a result of the deferral, the guidance in ASU 2014-09 will be effective for the
Company for reporting periods beginning after December 15, 2017. In March 2016, the FASB amended the Revenue from
Contracts with Customers topic of the Accounting Standards Codification to clarify the implementation guidance on principal versus
agent considerations and address how an entity should assess whether it is the principal or the agent in contracts that include three
or more parties. In April 2016, the FASB amended the Revenue from Contracts with Customers topic of the Accounting Standards
Codification to clarify guidance related to identifying performance obligations and accounting for licenses of intellectual property. In
May 2016, the FASB amended the Revenue from Contracts with Customers topic of the Accounting Standards Codification to
clarify guidance related to collectability, noncash consideration, presentation of sales tax, and transition. The Company does not
expect these amendments to have a material effect on its financial statements.

In August 2015, the FASB deferred the effective date of ASU 2014-09, Revenue from Contracts with Customers. As a result of the
deferral, the guidance in ASU 2014-09 will be effective for the Company for reporting periods beginning after December 15, 2017.
The Company does not expect these amendments to have a material effect on its financial statements.

In November 2015, the FASB amended the Income Taxes topic of the Accounting Standards Codification to simplify the
presentation of deferred income taxes by requiring that deferred tax liabilities and assets be classified as noncurrent in a classified
statement of financial position. The amendments will be effective for financial statements issued for annual periods beginning after
December 15, 2016, and interim periods within those annual periods, with early adoption permitted as of the beginning of an interim
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In January 2016, the FASB amended the Financial Instruments topic of the ASC to address certain aspects of recognition,
measurement, presentation, and disclosure of financial instruments. The amendments will be effective for fiscal years beginning
after December 15, 2017, including interim periods within those fiscal years. The Company will apply the guidance by means of a
cumulative-effect adjustment to the balance sheet as of the beginning of the fiscal year of adoption. The amendments related to
equity securities without readily determinable fair values will be applied prospectively to equity investments that exist as of the date
of adoption of the amendments. The Company does not expect these amendments to have a material effect on its financial
statements.

In February 2016, the FASB amended the Leases topic of the Accounting Standards Codification to revise certain aspects of
recognition, measurement, presentation, and disclosure of leasing transactions. The amendments will be effective for fiscal years
beginning after December 15, 2018, including interim periods within those fiscal years. The Company is currently evaluating the
effect that implementation of the new standard will have on its financial position, results of operations, and cash flows.

In March 2016, the FASB issued guidance to simplify several aspects of the accounting for share-based payment award
transactions including the income tax consequences, the classification of awards as either equity or liabilities, and the classification
on the statement of cash flows. Additionally, the guidance simplifies two areas specific to entities other than public business entities
allowing them to apply a practical expedient to estimate the expected term for all awards with performance or service conditions
that have certain characteristics and also allowing them to make a one-time election to switch from measuring all liability-classified
awards at fair value to measuring them at intrinsic value. The amendments will be effective for the Company for annual periods
beginning after December 15, 2016 and interim periods within those annual periods. These amendments did not have a material
effect on the Company�s financial statements.

In June 2016, the FASB issued guidance to change the accounting for credit losses and modify the impairment model for certain
debt securities. The amendments will be effective for the Company for reporting periods beginning after December 15, 2019. The
Company is currently evaluating the effect that implementation of the new standard will have on its financial position, results of
operations, and cash flows.

In August 2016, the FASB amended the Statement of Cash Flows topic of the Accounting Standards Codification to clarify how
certain cash receipts and cash payments are presented and classified in the statement of cash flows. The amendments will be
effective for the Company for fiscal years beginning after December 15, 2017 including interim periods within those fiscal years.
The Company does not expect these amendments to have a material effect on its financial statements.

In November 2016, the FASB amended the Statement of Cash Flows topic of the Accounting Standards Codification to clarify how
restricted cash is presented and classified in the statement of cash flows. The amendments will be effective for the Company for
fiscal years beginning after December 15, 2017 including interim periods within those fiscal years. Early adoption is permitted. The
Company does not expect these amendments to have a material effect on its financial statements.

In January 2017, the FASB updated the Accounting Changes and Error Corrections and the Investments�Equity Method and Joint
Ventures Topics of the Accounting Standards Codification. The ASU incorporates into the Accounting Standards Codification
recent SEC guidance about disclosing, under SEC SAB Topic 11.M, the effect on financial statements of adopting the revenue,
leases, and credit losses standards. The ASU was effective upon issuance. The Company is currently evaluating the impact on
additional disclosure requirements as each of the standards is adopted, however it does not expect these amendments to have a
material effect on its financial position, results of operations or cash flows.
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Other accounting standards that have been issued or proposed by the FASB or other standards-setting bodies that do not require
adoption until a future date are not expected to have a material impact on the consolidated financial statements upon adoption.

Item 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK.

See Item 2. Management�s Discussion and Analysis of Financial Condition and Results of Operations � Market Risk and Interest
Rate Sensitivity and � Liquidity Risk.

Item 4. CONTROLS AND PROCEDURES.

Evaluation of Disclosure Controls and Procedures

Management, including our Chief Executive Officer and Chief Financial Officer, has evaluated the effectiveness of our disclosure
controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) as of the end of the period covered by this
report. Based upon that evaluation, our Chief Executive Officer and Chief Financial Officer concluded that our disclosure controls
and procedures were effective to ensure that information required to be disclosed in the reports we file and submit under the
Exchange Act is (i) recorded, processed, summarized and reported as and when required and (ii) accumulated and communicated
to our management, including our Chief Executive Officer and the Chief Financial Officer, as appropriate to allow timely decisions
regarding required disclosure.

Changes in Internal Control over Financial Reporting

There has been no change in the Company�s internal control over financial reporting during the three months ended March 31,
2017, that has materially affected, or is reasonably likely to materially affect, the Company�s internal control over financial
reporting.

PART II. OTHER INFORMATION

Item 1. LEGAL PROCEEDINGS.

We are a party to claims and lawsuits arising in the course of normal business activities. Management is not aware of any material
pending legal proceedings against the Company which, if determined adversely, would have a material adverse impact on the
company�s financial position, results of operations or cash flows.

Item 1A RISK FACTORS.

Certain risks described below update the risk factors discussed in Item 1A of our Annual Report on Form 10-K for the fiscal year
ended December 31, 2016, which could materially affect our business, financial condition, results of operations, or cash flows. The
risks described below and in the Annual Report on Form 10-K are not the only risks we face. Additional risks and uncertainties not
currently known or currently deemed to be immaterial also may materially and adversely affect our business, financial condition,
results of operations or cash flows.

New bank office facilities and other facilities, such as our planned office in Atlanta, Georgia, may not be profitable.

On April 25, 2017, we announced that we are expanding our operations to the greater Atlanta, Georgia market through the hiring of
experienced banker Richard E. S. Bowen. The costs to start up new bank branches and loan production offices in new markets
such as Atlanta, other than through acquisitions, and the additional costs to operate and integrate these facilities will increase our
non-interest expense and may decrease our earnings. It may be difficult to adequately and profitably manage our growth through
the establishment of bank branches and loan production offices in new markets. In addition, we can provide no assurance that our
expansion into any such new markets will successfully attract enough new business to offset the expenses of their operation. If we
are not able to do so, our earnings and stock price may be negatively impacted.
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Item 2. UNREGISTERED SALES OF EQUITY SECURITIES AND USE OF PROCEEDS.

Not applicable

Item 3. DEFAULTS UPON SENIOR SECURITIES.

Not applicable

Item 4. MINE SAFETY DISCLOSURES.

Not applicable

Item 5. OTHER INFORMATION.

Not applicable

Item 6. EXHIBITS.

The exhibits required to be filed as part of this Quarterly Report on Form 10-Q are listed in the Index to Exhibits attached hereto
and are incorporated herein by reference.
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be signed on its
behalf by the undersigned thereunto duly authorized.

SOUTHERN FIRST BANCSHARES, INC.
Registrant

Date: April 26, 2017 /s/R. Arthur Seaver, Jr.
R. Arthur Seaver, Jr.
Chief Executive Officer (Principal Executive Officer)

Date: April 26, 2017 /s/Michael D. Dowling
Michael D. Dowling
Chief Financial Officer (Principal Financial and Accounting Officer)
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INDEX TO EXHIBITS

Exhibit

Number Description
31.1 Rule 13a-14(a) Certification of the Principal Executive Officer.

31.2 Rule 13a-14(a) Certification of the Principal Financial Officer.

32 Section 1350 Certifications.

101 The following materials from the Quarterly Report on Form 10-Q of Southern First Bancshares, Inc. for the quarter
ended March 31, 2017, formatted in eXtensible Business Reporting Language (XBRL): (i) Consolidated Balance
Sheets, (ii) Consolidated Statements of Income, (iii) Consolidated Statements of Comprehensive Income, (iv)
Consolidated Statement of Changes in Shareholders� Equity, (v) Consolidated Statements of Cash Flows and (vi)
Notes to Unaudited Consolidated Financial Statements.
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