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PARTI

This report contains certain “forward-looking statements” within the meaning of the federal securities laws. These
statements are not historical facts, rather statements based on Tri-County Financial Corporation’s current expectations
regarding its business strategies, intended results and future performance. Forward-looking statements are preceded
by terms such as “expects,” “believes,” *

99 ¢l

anticipates,” “intends” and similar expressions.

Management’s ability to predict results or the effect of future plans or strategies is inherently uncertain. Factors
that could affect actual results include interest rate trends, the general economic climate in the market area in which
Tri-County Financial Corporation operates, as well as nationwide, Tri-County Financial Corporation’s ability to
control costs and expenses, competitive products and pricing, loan delinquency rates and changes in federal and state
legislation and regulation. These factors should be considered in evaluating the forward-looking statements and
undue reliance should not be placed on such statements. Tri-County Financial Corporation assumes no obligation to
update any forward-looking statement after the date of the statements or to reflect the occurrence of anticipated or
unanticipated events.

Item 1. Business

Tri-County Financial Corporation (the “Company”) is a bank holding company organized in 1989 under the laws of the
State of Maryland. It owns all the outstanding shares of capital stock of Community Bank of Tri-County (the “Bank”), a
Maryland-chartered commercial bank. The Bank was originally organized in 1950 as Tri-County Building and Loan
Association of Waldorf, a mutual savings and loan association, and in 1986 converted to a federal stock savings bank
and adopted the name Tri-County Federal Savings Bank. In 1997, the Bank converted to a Maryland-chartered
commercial bank and adopted its current name. The Company engages in no significant activity other than holding
the stock of the Bank and operating the business of the Bank. Accordingly, the information set forth in this report,
including financial statements and related data, relates primarily to the Bank and its subsidiaries.

The Bank serves the Southern Maryland counties of Charles, Calvert and St. Mary’s, (the “Tri-County area”) through its
main office and nine branches located in Waldorf, Bryans Road, Dunkirk, Leonardtown, La Plata, Lusby, Charlotte
Hall, Prince Frederick and Lexington Park, Maryland. The Bank operates fifteen automated teller machines (“ATMs”)
including five stand-alone locations in the Tri-County area. The Bank offers telephone and internet banking services.
The Bank is engaged in the commercial and retail banking business as authorized by the banking statutes of the State
of Maryland and applicable federal regulations, including the acceptance of deposits, and the origination of loans to
individuals, associations, partnerships and corporations. The Bank’s real estate financing consists of residential first
and second mortgage loans, home equity lines of credit and commercial mortgage loans. Commercial lending consists
of both secured and unsecured loans. The Bank is a member of the Federal Reserve and Federal Home Loan Bank
(the “FHLB”) system and its deposits are insured up to applicable limits by the Deposit Insurance Fund administered by
the Federal Deposit Insurance Corporation (the “FDIC”).

The Company’s executive offices are located at 3035 Leonardtown Road, Waldorf, Maryland. Its telephone number is
(301) 645-5601.

Available Information

The Company’s Annual Report on Form 10-K, Quarterly Reports on Form 10-Q, current reports on Form 8-K, and any
amendments to such reports filed pursuant to Section 13(a) or 15(d) of the Securities Exchange Act of 1934, as
amended, are made available free of charge on its website, www.cbtc.com, as soon as reasonably practicable after
such reports are electronically filed with the Securities and Exchange Commission. Information on the website should
not be considered a part of this Form 10-K.
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Market Area

The Bank considers its principal lending and deposit market area to consist of the Tri-County area. These counties

have experienced significant population growth during the past decade due to their proximity to the growing

Washington, DC and Baltimore metropolitan areas. Southern Maryland is generally considered to have more

affordable housing than many other Washington and Baltimore area suburbs. In addition, the area has experienced

rapid growth in the last decade in businesses and federal facilities located in the area. Major federal facilities include

the Patuxent Naval Air Station in St. Mary’s County. The Patuxent Naval Air Station has undergone significant
expansion in the last several years and is projected to continue to expand for several more years.

In the last several years, residential housing and population growth in the Tri-County area has been constrained by
certain government policies designed to limit growth. Growth has also been dampened as the demand for new housing
in the Tri-County area has fallen as the overall housing market has fallen. Future regulatory events may adversely
affect the Bank’s loan growth.

Competition

The Bank faces strong competition in the attraction of deposits and in the origination of loans. Its most direct
competition for deposits and loans comes from other banks, savings and loan associations, and federal and state credit
unions located in its primary market area. There are currently 14 FDIC-insured depository institutions operating in
the Tri-County area including subsidiaries of several regional and super-regional bank holding companies. According
to statistics compiled by the FDIC, the Bank was ranked third in deposit market share in the Tri-County area as of
June 30, 2010, the latest date for which such data is available. The Bank faces additional significant competition for
investors’ funds from mutual funds, brokerage firms, and other financial institutions. The Bank competes for loans by
providing competitive rates, flexibility of terms, and service. It competes for deposits by offering depositors a wide
variety of account types, convenient office locations and competitive rates. Other services offered include
tax-deferred retirement programs, brokerage services, cash management services and safe deposit boxes. The Bank
has used direct mail, billboard and newspaper advertising to increase its market share of deposits, loans and other
services in its market area. It provides ongoing training for its staff in an attempt to ensure high-quality service.

Lending Activities

General. The Bank offers a wide variety of real estate, consumer and commercial loans. The Bank’s lending activities
include residential and commercial real estate loans, construction loans, land acquisition and development loans,

equipment financing and commercial and consumer loans. Most of the Bank’s customers are residents of, or
businesses located in, the Tri-County area. The Bank’s primary market for commercial loans consists of small and
medium-sized businesses located in Southern Maryland. The Bank believes that this market is responsive to the

Bank’s ability to provide personal service and flexibility. The Bank attracts customers for its consumer lending
products based upon its ability to offer service, flexibility, and competitive pricing, as well as by leveraging other

banking relationships such as soliciting deposit customers for loans.

Commercial Real Estate and Other Non-Residential Real Estate Loans. The permanent financing of commercial and
other improved real estate projects, including office buildings, retail locations, churches, and other special purpose
buildings is the largest single component of the Bank’s loan portfolio. Commercial real estate loans amounted to
$336.3 million, or 50.7% of the loan portfolio, at December 31, 2010. This was an increase in both absolute size and
as a percentage of the loan portfolio from the previous year. The commercial real estate and residential first mortgage
loan portfolios increased as a percentage of total loans during 2010. The primary security on a commercial real estate
loan is the real property and the leases that produce income for the real property. The Bank generally limits its
exposure to a single borrower to 15% of the Bank’s capital and participates with other lenders on larger
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projects. Loans secured by commercial real estate are generally limited to 80% of the lower of the appraised value or
sales price and have an initial contractual loan payment period ranging from three to 20 years. Virtually all of the
Bank’s commercial real estate loans are secured by real estate located in the Bank’s primary market area. At December
31, 2010, the largest outstanding commercial real estate loan was a $7.4 million loan, which is secured by an office
building. This loan was performing according to its terms at December 31, 2010.
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Loans secured by commercial real estate are larger and involve greater risks than one-to-four family residential
mortgage loans. Because payments on loans secured by such properties are often dependent on the successful
operation or management of the properties, repayment of such loans may be subject to a greater extent to adverse
conditions in the real estate market or the economy. As a result of the greater emphasis that the Bank places on
commercial real estate loans, the Bank is increasingly exposed to the risks posed by this type of lending. To monitor
cash flows on income properties, the Bank requires borrowers and loan guarantors, if any, to provide annual financial
statements on multi-family or commercial real estate loans. In reaching a decision on whether to make a multi-family
or commercial real estate loan, the Bank considers the net operating income of the property, the borrower’s expertise,
credit history and profitability, and the value of the underlying property. Environmental surveys are generally
required for commercial real estate loans over $250,000.

Residential First Mortgage Loans. Residential first mortgage loans made by the Bank are generally long-term loans,

amortized on a monthly basis, with principal and interest due each month. The initial contractual loan payment period

for residential loans typically ranges from ten to 30 years. The Bank’s experience indicates that real estate loans
remain outstanding for significantly shorter time periods than their contractual terms. Borrowers may refinance or

prepay loans at their option, without penalty. The Bank originates both fixed-rate and adjustable-rate residential first

mortgages.

The Bank offers fixed-rate residential first mortgages on a variety of terms including loan periods from ten to 30 years
and bi-weekly payment loans. Total fixed-rate loan products in our residential first mortgage portfolio amounted to
$122.4 million as of December 31, 2010. Fixed-rate loans may be packaged and sold to investors or retained in the
Bank’s loan portfolio. Depending on market conditions, the Bank may elect to retain the right to service the loans sold
for a payment based upon a percentage (generally 0.25% of the outstanding loan balance). These servicing rights may
be sold to other qualified servicers. As of December 31, 2010, the Bank serviced $43.3 million in residential
mortgage loans for others.

The Bank also offers mortgages that are adjustable on a one-, three- and five-year basis generally with limitations on
upward adjustments of two percentage points per repricing period and six percentage points over the life of the
loan. The Bank primarily markets adjustable-rate loans with rate adjustments based upon a United States Treasury
Bill Index. As of December 31, 2010, the Bank had $13.6 million in adjustable-rate residential mortgage loans. The
retention of adjustable-rate mortgage loans in the Bank’s loan portfolio helps reduce the negative effects of increases in
interest rates on the Bank’s net interest income. Under certain conditions, however, the annual and lifetime limitations
on interest rate adjustments may limit the increases in interest rates on these loans. There are also unquantifiable
credit risks resulting from potential increased costs to the borrower as a result of repricing of adjustable-rate mortgage
loans. During periods of rising interest rates, the risk of default on adjustable-rate mortgage loans may increase due to
the upward adjustment of interest cost to the borrower. In addition, the initial interest rate on adjustable-rate loans is
generally lower than that on a fixed-rate loan of similar credit quality and size.

The Bank makes residential first mortgage loans of up to 97% of the appraised value or sales price of the property,

whichever is less, to qualified owner-occupants upon the security of single-family homes. Non-owner occupied one-

to four-family loans are generally permitted to a maximum 80% loan-to-value of the appraised value depending on the

overall strength of the application. The Bank currently requires that substantially all residential first mortgage loans

with loan-to-value ratios in excess of 80% carry private mortgage insurance to lower the Bank’s exposure to
approximately 80% of the value of the property. In certain cases, the borrower may elect to borrow amounts in excess

of 80% loan-to-value in the form of a second mortgage. The second mortgage will generally have a higher interest

rate and shorter repayment period than the first mortgage on the same property.

All improved real estate that serves as security for a loan made by the Bank must be insured, in the amount and by
such companies as may be approved by the Bank, against fire, vandalism, malicious mischief and other hazards. Such
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insurance must be maintained through the entire term of the loan and in an amount not less than that amount necessary
to pay the Bank’s indebtedness in full.

Construction and Land Development Loans. The Bank offers construction loans to individuals and building
contractors for the construction of one-to-four family dwellings. Construction loans totaled $17.4 million at
December 31, 2010. Loans to individuals primarily consist of construction/permanent loans, which have fixed rates,
payable monthly for the construction period and are followed by a 30-year, fixed or adjustable-rate permanent
loan. The Bank also provides construction financing to home builders. Generally, these loans are secured by the real
estate under construction as well as by guarantees of the principals involved. Draws are made upon satisfactory
completion of predefined stages of construction. The Bank will typically lend up to the lower of 80% of the appraised
value or the contract purchase price of the homes to be constructed.
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In addition, the Bank offers loans to acquire and develop land, as well as loans on undeveloped, subdivided lots for
home building by individuals. Land acquisition and development loans totaled $25.1 million at December 31,
2010. Bank policy requires that zoning and permits must be in place prior to making development loans. The Bank
will typically lend up to the lower of 75% of the appraised value or cost.

The Bank’s ability to originate all types of residential construction and development loans is heavily dependent on the
continued demand for single-family housing construction in the Bank’s market areas. As demand for newly
constructed housing has fallen, the Bank’s investment in these loans has slowed and the net portfolio decreased $20.0
million from $62.5 million at December 31, 2009 to $42.5 million at December 31, 2010. Additionally, construction

and land development loans as a percentage of the total loan portfolio fell from 10.0% at December 31, 2009 to 6.4%

at December 31, 2010. If the demand for new houses in the Bank’s market areas continues to decline, this portion of its
loan portfolio may also decline. In addition, a continued decline in demand for new housing might adversely affect the

ability of borrowers to repay these loans. The Bank may not be able to grow its construction lending activities in the

event of a continued decline. Construction and land development loans have been particularly affected by recent

economic factors that have slowed absorption of finished lots and homes.

Construction and land development loans are inherently riskier than providing financing on owner-occupied real
estate. The Bank’s risk of loss is affected by the accuracy of the initial estimate of the market value of the completed
project as well as the accuracy of the cost estimates made to complete the project. In addition, the volatility of the real
estate market has made it increasingly difficult to ensure that the valuation of land associated with these loans is
accurate. During the construction phase, a number of factors could result in delays and cost overruns. If the estimate
of construction costs proves to be inaccurate, the Bank may be required to advance funds beyond the amount
originally committed to permit completion of the development. If the estimate of value proves to be inaccurate, the
Bank may be confronted, at or before the maturity of the loan, with a project having a value that is insufficient to
assure full repayment. As a result of these factors, construction lending often involves the disbursement of substantial
funds with repayment dependent, in part, on the success of the project rather than the ability of the borrower or
guarantor to repay principal and interest. If the Bank forecloses on a project, there can be no assurance that the Bank
will be able to recover all of the unpaid balance of, and accrued interest on, the loan as well as related foreclosure and
holding costs.

Home Equity and Second Mortgage Loans. The Bank maintains a portfolio of home equity and second mortgage
loans. Home equity loans, which totaled $19.0 million at December 31, 2010, are generally made in the form of lines
of credit with minimum amounts of $5,000, have terms of up to 20 years, variable rates priced at prime or some
margin above prime, and require an 80% or 90% loan-to-value ratio (including any prior liens), depending on the
specific loan program. Second mortgage loans, which totaled $5.4 million at December 31, 2010, are fixed and
variable-rate loans that have original terms between five and 15 years. Loan-to-value ratios of up to 80% or 95% are
allowed depending on the specific loan program.

These products contain a higher risk of default than residential first mortgages as in the event of foreclosure, the first
mortgage would need to be paid off prior to collection of the second mortgage. This risk has been heightened as the
market value of residential property has declined. The Bank is monitoring the property values which secure its second
mortgages and is lowering credit availability where prudent. The Bank believes that its policies and procedures are
sufficient to mitigate the additional risk posed by these loans at the current time.
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Commercial Loans. The Bank offers commercial loans to its business customers. The Bank offers a variety of

commercial loan products including term loans and lines of credit. Such loans are generally made for terms of five

years or less. The Bank offers both fixed-rate and adjustable-rate loans under these product lines. While commercial

loans remain an important class of the Bank’s loan portfolio at 15.77% of total loans, the commercial loan portfolio
decreased by $4.1 million from $108.7 million at December 31, 2009 to $104.6 million at December 31, 2010. When

making commercial business loans, the Bank considers the financial condition of the borrower, the borrower’s payment
history of both corporate and personal debt, the projected cash flows of the business, the viability of the industry in

which the consumer operates, the value of the collateral, and the borrower’s ability to service the debt from
income. These loans are primarily secured by equipment, real property, accounts receivable, or other security as

determined by the Bank. The higher interest rates and shorter loan terms available on commercial lending make these

products attractive to the Bank. Commercial business loans, however, entail greater risk than residential mortgage

loans. Unlike residential mortgage loans, which generally are made on the basis of the borrower’s ability to make
repayment from his or her employment or other income and which are secured by real property whose value tends to

be more easily ascertainable, commercial loans are made on the basis of the borrower’s ability to make repayment from
the cash flows of the borrower’s business. As a result, the availability of funds for the repayment of commercial loans
may depend substantially on the success of the business itself. In the case of business failure, collateral would need to

be liquidated to provide repayment for the loan. In many cases, the highly specialized nature of collateral equipment

would make full recovery from the sale of collateral problematic. The Bank attempts to control these risks by

establishing guidelines that provide for loans with low loan-to-value ratios. At December 31, 2010, the largest

outstanding commercial loan was $9.5 million, which was secured by commercial real estate, cash and

investments. This loan was performing according to its terms at December 31, 2010.

Consumer Loans. The Bank has developed a number of programs to serve the needs of its customers with primary

emphasis upon loans secured by automobiles, boats, recreational vehicles and trucks. The Bank also makes home

improvement loans and offers both secured and unsecured personal lines of credit. Consumer loans totaled $1.3

million at December 31, 2010. The higher interest rates and shorter loan terms available on consumer lending make

these products attractive to the Bank. Consumer loans entail greater risk than residential mortgage loans, particularly

in the case of consumer loans, which are unsecured or secured by rapidly depreciating assets such as automobiles. In

such cases, any repossessed collateral may not provide an adequate source of repayment of the outstanding loan

balance. Further collection efforts may be hampered by the borrower’s lack of current income or other assets. In
addition, consumer loan collections are dependent on the borrower’s continuing financial stability and thus are more
likely to be adversely affected by job loss, divorce, illness or personal bankruptcy. Furthermore, the application of

various federal and state laws including federal and state bankruptcy and insolvency laws, may limit the amount that

can be recovered on such loans. Such loans may also give rise to claims and defenses by a consumer loan borrower

against an assignee such as the Bank, and a borrower may be able to assert against such assignee claims and defenses

that it has against the seller of the underlying collateral.

Commercial Equipment Loans. The Bank also maintains a commercial equipment financing portfolio. Commercial
equipment loans totaled $18.0 million, or 2.7% of the total loan portfolio, at December 31, 2010. These loans consist
primarily of fixed-rate, short-term loans collateralized by customers’ equipment including trucks, cars, construction
equipment, and other more specialized equipment. When making commercial equipment loans, the Bank considers
the same factors it considers when underwriting a commercial business loan. The higher interest rates and shorter loan
terms available on commercial equipment lending make these products attractive to the Bank. These loans entail
greater risk than loans such as residential mortgage loans. Unlike residential mortgage loans, which generally are
made on the basis of the borrower’s ability to make repayment from his or her employment or other income and which
are secured by real property whose value tends to be more easily ascertainable, commercial loans are of higher risk
and typically are made on the basis of the borrower’s ability to make repayment from the cash flow of the borrower’s
business. As a result, the availability of funds for the repayment of commercial loans may depend substantially on the
success of the business itself. In the case of business failure, collateral would need to be liquidated to provide
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repayment for the loan. In many cases, the highly specialized nature of collateral equipment would make full recovery
from the sale of collateral problematic. The Bank attempts to control these risks by establishing guidelines that
provide for over collateralization of the loans.
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Loan Portfolio Analysis. Set forth below is selected data relating to the composition of the Bank’s loan portfolio by
type of loan on the dates indicated.

At December 31,
2010 2009 2008 2007 2006
Amount % Amount % Amount % Amount % Amount %
(Dollars in Thousands)
Real Estate
Loans

Commercial $336,300 50.72 % $292,988 46.88 % $236,410 43.11 % $190,484 41.55 % $181,933 42.63
Residential

first

mortgage 136,048 20.52 % 116,226 18.59 % 104,607 19.07 % 90,932 19.83 % 80,781 18.93
Construction

and land

development 42,504 641 % 62,509 10.00 % 57,565 10.50 % 50,577 11.03 % 41,715 9.77
Home equity

and second

mortgage 24380 3.68 % 25,133 4.02 % 25412 4.63 % 24,650 538 % 24,572 5.76
Commercial

loans 104,566 15.77 % 108,658 17.38 % 101,936 18.59 % 75,247 16.41 % 76,651 17.96
Consumer
loans 1,273 0.19 % 1,608 026 % 2,046 037 % 2,465 054 % 2813 0.66
Commercial

equipment 17,984 271 % 17917 287 % 20458 373 % 24,113 526 % 18,288  4.29

%

%

%

%

%

Total loans 663,055 100.00% 625,039 100.00% 548,434 100.00% 458,468 100.00% 426,754 100.00%

Less:

Deferred

loan fees 936 975 311 371 490
Loan loss

reserve 7,669 7,471 5,146 4,482 3,784
Loans

receivable,

net $654,450 $616,593 $542,977 $453.614 $422.480
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Loan Originations, Purchases and Sales. The Bank solicits loan applications through marketing by commercial and
residential mortgage loan officers, its branch network, and referrals from customers. Loans are processed and
approved according to guidelines deemed appropriate for each product type. Loan requirements such as income
verification, collateral appraisal, and credit reports vary by loan type. Loan processing functions are generally
centralized except for small consumer loans.

Loan Approvals, Procedures and Authority. Loan approval authority is established by Board policy and delegated as
deemed necessary and appropriate. Loan approval authorities vary by individual with the Chief Executive Officer
having approval authority up to $1.25 million, the President $1.0 million, the Chief Lending Officer $1.0 million, the
Chief Credit Officer $1.0 million and the Chief Operating Officer $1.0 million. The individual lending authority of
the other lenders is set by management and based on their individual abilities. The loan approval authorities of the
Chief Executive Officer, the President, the Chief Lending Officer, the Chief Credit Officer, the Chief Operating
Officer and the Senior Credit Officer may be combined and a minimum of at least three of the five need to be present
in an officers’ loan committee to approve loans up to $2.0 million. In cases where time is of the essence, the officers’
loan committee consisting of any three members may unanimously approve loans to relationships in excess of the $2.0
million up to the Bank’s in house lending limit with a later ratification by the Board Credit Review Committee. A loan
committee consisting of at least three members of the Board (the “Credit Review Committee”) ratifies all commercial
real estate loans and approves or renews all loans to relationships that exceed $2.0 million, except for those noted
above that exceed the $2.0 million limit in certain cases. Depending on the loan and collateral type, conditions for
protecting the Bank’s collateral are specified in the loan documents. Typically these conditions might include
requirements to maintain hazard and title insurance and to pay property taxes.

Depending on market conditions, mortgage loans may be originated primarily with the intent to sell to third parties
such as Fannie Mae or Freddie Mac. Mortgage loans in the amount of $14.2 million were sold by the Bank in
2010. To comply with internal and regulatory limits on loans to one borrower, the Bank may sell portions of
commercial and commercial real estate loans to other lenders. The Bank sold no participations in 2010. The Bank
also buys loans, portions of loans, or participation certificates from other lenders. The Bank only purchases loans or
portions of loans after reviewing loan documents, underwriting support, and other procedures, as necessary. The
Bank did not purchase any participations in 2010. Purchased participation loans are subject to the same regulatory
and internal policy requirements as other loans in the Bank’s portfolio.

Loans to One Borrower. Under Maryland law, the maximum amount that the Bank is permitted to lend to any one
borrower and his or her related interests may generally not exceed 10% of the Bank’s unimpaired capital and surplus,
which is defined to include the Bank’s capital, surplus, retained earnings and 50% of its reserve for possible loan
losses. Under this authority, the Bank would have been permitted to lend up to $8.5 million to any one borrower at
December 31, 2010. By interpretive ruling of the Commissioner of Financial Regulation, Maryland banks have the
option of lending up to the amount that would be permissible for a national bank, which is generally 15% of
unimpaired capital and surplus (defined to include a bank’s total capital for regulatory capital purposes plus any loan
loss allowances not included in regulatory capital). Under this formula, the Bank would have been permitted to lend
up to $13.3 million to any one borrower at December 31, 2010. At December 31, 2010, the largest amount outstanding
to any one borrower and his or her related interests was $8.9 million.

Loan Commitments. The Bank does not normally negotiate standby commitments for the construction and purchase
of real estate. Conventional loan commitments are granted for a one-month period. The Bank’s outstanding
commitments to originate loans at December 31, 2010 were approximately $18.6 million, excluding undisbursed
portions of loans in process. It has been the Bank’s experience that few commitments expire unfunded.
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Maturity of Loan Portfolio. The following table sets forth certain information at December 31, 2010 regarding the
dollar amount of loans maturing in the Bank’s portfolio based on their contractual terms to maturity. Demand loans,
loans having no stated schedule of repayments and no stated maturity, and overdrafts are reported as due in one year
or less.

Due within one Due after one year through Due more than

year after five years from five years from
December 31, 2010 December 31, 2010 December 31, 2010
(Dollars in Thousands)
Real Estate Loans
Commercial $ 34487 $ 54,695 $ 247,118
Residential first mortgage 30,537 59,380 46,132
Construction and land development 42317 187 -
Home equity and second mortgage 5,423 13,081 5,876
Commercial loans 104,566 - -
Consumer loans 777 442 54
Commercial equipment 5,481 9,313 3,190
Total loans $ 223,588 $ 137,098 $ 302,370

The following table sets forth the dollar amount of all loans due after one year from December 31, 2010, which have
predetermined interest rates and have floating or adjustable interest rates.

Floating or

Fixed Rates Adjustable Rates Total

(Dollars in Thousands)
Real Estate Loans
Commercial $ 42,296 $ 259,517 $ 301,813
Residential first mortgage 94,816 10,696 105,512
Construction and land development - 187 187
Home equity and second mortgage 2,561 16,396 18,957
Commercial loans - - -
Consumer loans 496 - 496
Commercial equipment 11,455 1,048 12,503

$ 151,624 $ 287,844 $ 439,468

Delinquencies. The Bank’s collection procedures provide that when a loan is 15 days delinquent, the borrower is
contacted by mail and payment is requested. If the delinquency continues, subsequent efforts will be made to contact
the delinquent borrower and obtain payment. If these efforts prove unsuccessful, the Bank will pursue appropriate
legal action including repossession of the collateral and other actions as deemed necessary. In certain instances, the
Bank will attempt to modify the loan or grant a limited moratorium on loan payments to enable the borrower to
reorganize his financial affairs.

Impairment. A loan is considered impaired when, based on current information and events, it is probable that the
Company will be unable to collect the scheduled payments of principal or interest when due according to the
contractual terms of the loan agreement. Factors considered by management in determining impairment include
payment status, collateral value and the probability of collecting scheduled principal and interest payments when due.
Loans that experience insignificant payment delays and payment shortfalls generally are not classified as impaired.
Management determines the significance of payment delays and payment shortfalls on a case-by-case basis, taking
into consideration all of the circumstances surrounding the loan and the borrower, including the length of the delay,
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the reasons for the delay, the borrower’s prior payment record and the amount of the shortfall in relation to the
principal and interest owed. Impairment is measured on a loan by loan basis for commercial and construction loans by
either the present value of expected future cash flows discounted at the loan’s effective interest rate, the loan’s
observable market price or the fair value of the collateral if the loan is collateral dependent.
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Loan loss reserves of $2.0 million relate to impaired loans at December 31, 2010.

Non-Performing Assets and Asset Classification. The Bank’s non-performing assets include foreclosed real estate and
non-accrual loans. Troubled debt restructured loans (“TDRs”) are only considered non-performing assets if they are not
accruing interest or are not performing in accordance with the terms of their restructured agreements.

Foreclosed Real Estate. Real estate acquired by the Bank as a result of foreclosure or by deed in lieu of foreclosure is
classified as foreclosed real estate until such time as it is sold. When such property is acquired, it is recorded at its fair
market value. Subsequent to foreclosure, the property is carried at the lower of cost or fair value less selling
costs. Additional write-downs as well as carrying expenses of the foreclosed properties are charged to expenses in the
current period. The Bank had foreclosed real estate with a carrying value of approximately $10.5 million at
December 31, 2010.

Non-accrual Loans. Loans are reviewed on a regular basis and are placed on non-accrual status when, in the opinion

of management, the collection of additional interest is doubtful. The accrual of interest on mortgage and commercial

loans is discontinued at the time the loan is 90 days delinquent unless the credit is well secured and in the process of

collection. Consumer loans are typically charged-off no later than 90 days past due. In all cases, loans are placed on

non-accrual or charged-off at an earlier date if collection of principal or interest is considered doubtful. Non-accrual

loans are evaluated for impairment on a loan by loan basis in accordance with the Company’s impairment
methodology.

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

Troubled Debt Restructured Loans. The Company considers all TDRs to be impaired and defines TDRs as loans

whose terms have been modified to provide for a reduction of either interest or principal because of deterioration in

the financial condition of the borrower. A loan extended or renewed at a stated interest rate equal to the current

interest rate for new debt with similar risk is not considered a TDR. Once an obligation has been classified as a TDR it

continues to be considered a TDR until paid in full or until the loan returns to performing status and yields a market

interest rate equal to the current interest rate for new debt with similar risk. TDRs are evaluated by management on a

regular basis utilizing the Company’s risk grading matrix and must have a passing loan grade to be removed as a TDR.
TDRs are evaluated for impairment on a loan by loan basis in accordance with the Company’s impairment
methodology. The Company does not participate in any specific government or Company sponsored loan

modification programs. All restructured loan agreements are individual contracts negotiated with a borrower.

The following table sets forth information with respect to the Bank’s foreclosed real estate, non-accrual loans and
troubled debt restructured loans (“TDRs”). The table includes a breakdown between non-performing and impaired loans.
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At December 31,
2010 2009 2008 2007 2006
(Dollars in Thousands)
Foreclosed real estate $ 10,469 $ 923 $ - $ - $ 461
Non-performing loans
Non-accrual loans with
impairment $ 4,506 $ 8,947 $ 1,743 $ - $ -
Non-accrual loans with no
impairment 8,715 10,340 3,193 414 1,046
TDRs not performing
according to terms 297 - - - -
Total non-performing loans $ 13,518 $ 19,287 $ 4,936 $ 414 $ 1,046
Total non-performing assets $ 23,987 $ 20,210 $ 4,936 $ 414 $ 1,507
Impaired loans
Non-accrual loans with
impairment $ 4,506 $ 8,947 $ 1,743 $ - $ -
TDRs not performing
according to terms 297 - - -
TDRs performing according
to terms 16,585 11,601 - 755 -
Total impaired loans $ 21,388 $ 20,548 $ 1,743 $ 755 $ -
Non-performing loans to
total loans 204 % 3.09 % 090 % 0.09 % 025 %
Allowance for loan losses to
nonperforming loans 56.73 % 38.74 % 104.25 % 1082.61 % 361.76 %
Nonperforming assets to
total assets 2.71 % 248 % 0.69 % 0.07 % 026 %
Nonperforming assets and
TDRs to total assets 4.58 %0 390 % 0.69 % 0.20 % 0.26 %

The largest concentration of non-performing loans is in the commercial real estate portfolio. Foreclosed real estate has
grown as the Bank continues to resolve problem loans. Two construction and land development properties represent
86% of the foreclosed real estate balance and are the primary factor in the current year increase in nonperforming
assets from 2.48% to 2.71%. Other loan types have also been affected by the economic conditions in our local and
national markets. At December 31, 2010, the Bank had 32 non-performing loans of which $10.5 million or 78% of the
Bank’s non-performing loan balances represent six customer relationships. The Bank’s non-performing loans are
predominantly collateralized. Management continues to monitor these loans and is working to resolve these loans in a
manner which will, in our opinion, preserve the most value for the Company. The below schedule provides the details
by loan portfolio of non-performing loans for the dates indicated.

At December 31,
2010 2009 2008 2007 2006
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(Dollars in Thousands)
Loans accounted for on a
nonaccrual basis:
Real Estate Loans
Commercial $ 8,243 $ 6,367 $ 1,208 $ - $ 390
Residential first mortgage 1,747 339 - 274 273
Construction and land
development 984 9,504 1,840 - -
Home equity and second
mortgage 233 - - - -
Commercial loans 2,262 2,192 903 60 303
Consumer loans 1 23 148 80 80
Commercial equipment 48 862 837 - -
Total $ 13,518 $ 19,287 $ 4,936 $ 414 $ 1,046

During the years ended December 31, 2010 and December 31, 2009, gross interest income of $875,170 and $1.3
million, respectively, would have been recorded on loans accounted for on a non-accrual basis if the loans had been
current throughout the period. During 2010 and 2009, the Company recognized $204,000 and $268,000 in interest on
these loans.

10
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At December 31, 2010, the Bank had 19 troubled debt restructured loans of which $16.6 million or 98.2% were
performing according to the terms of their restructured agreements. During 2010, the Company recognized $720,570
in interest on these loans. At December 31, 2010, the only non-perforning TDR was a commercial real estate loan in
the amount of $297,000 was a non-performing non-accrual loan. Management continues to monitor these loans and is
working to resolve these loans in a manner which will, in our opinion, preserve the most value for the Company. The
below schedule provides the details by loan portfolio of TDRs for the dates indicated.

At December 31,
2010 2009 2008 2007 2006
(Dollars in Thousands)

Real Estate Loans

Commercial $6,348 $6,706 $- $755 $-
Residential first mortgage 929 394 - - -
Commercial loans 8,834 4,441 - - -
Commercial equipment 271 60 - - -
Total $16,882 $11,601 $- $755 $-

The following table sets forth an analysis of activity in the Bank’s allowance for loan losses for the periods indicated.

At December 31,
2010 2009 2008 2007 2006
(Dollars in Thousands)
Balance at beginning of period $7.471 $5,146 $4,482 $3,784 $3,383
Charge-offs:
Real Estate Loans
Commercial 526 - - 29 -
Residential first mortgages 63 - - - -
Construction and land development 2,249 187 287 - -
Home equity and second mortgage 71 98 - - -
Commercial loans 569 608 202 73 -
Consumer loans 10 32 67 56 8
Commercial equipment 256 223 83 - -
Total Charge-offs: 3,744 1,148 639 158 8
Recoveries:
Construction and land development 1 - - - -
Consumer loans 7 - 2 2 3
Total Recoveries 8 - 2 2 3
Net charge-offs 3,736 1,148 637 156 5
Provision for Possible Loan Losses 3,934 3,473 1,301 855 406
Balance at End of Period $7,669 $7.471 $5,146 $4.482 $3,784
Allowance for loan losses to total loans 1.16 % 1.20 % 0.94 % 0.98 % 0.89 %
Net charge-offs to average loans 0.61 % 0.20 % 0.13 % 0.04 % 0.00 %
11
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The following table allocates the allowance for loan losses by loan category at the dates indicated. The allocation of
the allowance to each category is not necessarily indicative of future losses and does not restrict the use of the
allowance to absorb losses in any category.

At December 31,
2010 2009 2008
Percent of Percent of Percent of
Loans in Loans in Loans in
Each Each Each
Category Category Category
to Total to Total to Total
Amount Loans Amount Loans Amount Loans
(Dollars in Thousands)
Real Estate
Loans
Commercial  $3,314 50.72 % $2,660 46.88 % $2,009 43.11 %
Residential
first mortgage 204 20.52 % 128 18.59 % 105 19.07 %
Construction
and land
development 1,267 641 % 1,696 1000 % 1,295 10.50 %
Home equity
and second
mortgage 98 3.68 % 131 402 % 102 463 %
Commercial
loans 2,551 1577 % 2,110 1738 % 1,248 18.59 %
Consumer
loans 32 019 % 64 026 % 43 037 %
Commercial
equipment 203 271 % 682 287 % 344 373 %
Total
allowance for
loan losses $7,669 100.00% $7,471 100.00% $5,146 100.00 %

12

2007 2006

Percent of Percent of

Loans in Loans in

Each Each

Category Cate gory

to Total to Total

Amount Loans Amount Loans
$1,739 4155 % $1,479 4263 %
266 19.83 % 97 1893 %
1,125 11.03 % 662 977 %
98 538 % 104 576 %
930 1641 % 1,135 1796 %
96 054 % 126 0.66 %
228 526 % 181 429 %
$4,482 100.00% $3,784 100.00 %
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The Bank closely monitors the payment activity of all its loans. The Bank periodically reviews the adequacy of the
allowance for loan losses based on an analysis of the size and composition of the loan portfolio, the Bank’s historical
loss experience, including trends in non-performing and classified loans and charge-offs, economic conditions in the
Bank’s market area, and a review of selected individual loans. Loan losses are charged off against the allowance when
individual loans are deemed uncollectible. Subsequent recoveries, if any, are credited to the allowance. The Bank
believes it has established its existing allowance for loan losses in accordance with accounting principles generally
accepted in the United States of America and is in compliance with appropriate regulatory guidelines. However, the
establishment of the level of the allowance for loan losses is highly subjective and dependent on incomplete
information as to the ultimate disposition of loans. Accordingly, there can be no assurance that actual losses may not
vary from the amounts estimated or that the Bank’s regulators will not require the Bank to significantly increase or
decrease its allowance for loan losses, thereby affecting the Bank’s financial condition and earnings. For a more
complete discussion of the allowance for loan losses, see the section captioned “Management’s Discussion and Analysis
of Financial Condition and Results of Operations—Critical Accounting Policies” in the Company’s 2010 Annual Report to
Stockholders.

Investment Activities

The Bank maintains a portfolio of investment securities to provide liquidity as well as a source of earnings. The
Bank’s investment securities portfolio consists primarily of mortgage-backed and other securities issued by U.S.
government-sponsored enterprises (“GSEs”), including Freddie Mac and Fannie Mae. The Bank also has smaller
holdings of privately issued mortgage-backed securities, U.S. Treasury obligations, and other equity and debt
securities. As a member of the Federal Reserve and FHLB system, the Bank is required to maintain investments in
the Federal Reserve Bank as a condition of membership and the Federal Home Loan Bank based upon levels of
borrowings.

The following table sets forth the carrying value of the Company’s investment securities portfolio and FHLB of
Atlanta and Federal Reserve Bank stock at the dates indicated. At December 31, 2010, 2009, and 2008, their
estimated fair value was $168 million, $148 million, and $124 million, respectively.

At December 31,
(Dollars in Thousands)

2010 2009 2008
Asset-backed securities:
Freddie Mac and Fannie Mae $ 144,861 $ 121,510 $ 93,049
Other 12,463 19,006 25,150
Total asset-backed securities 157,324 140,516 118,199
Corporate equity securities 37 39 157
Bond mutual funds 3,820 3,654 3,560
Treasury bills 753 - 1,000
Other Investments - 5 17
Total investment securities 161,934 144,214 122,933
FHLB and Federal Reserve Bank stock 6,316 6,936 6,453
Total investment securities and FHLB and Federal
Reserve Bank stock $ 168,250 $ 151,150 $ 129,386
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The maturities and weighted average yields for investment securities available for sale (AFS) and held to maturity
(HTM) at December 31, 2010 are shown below.

After One After Five
One Year or Less Through Five Years Through Ten Years After Ten Years
Amortized Average Amortized Average Amortized Average Amortized Average
Cost Yield Cost Yield Cost Yield Cost Yield
(Dollars in Thousands)
AFS Investment
securities:
Corporate equity
securities $ 37 000 % $ - 000 % $ - 000 % $ - 0.00 %
Asset-backed
securities 11,468 2.14 % 12,904 241 % 4,327 241 % 1,629 217 %
Mutual funds 3,697 341 % - 0.00 % - 0.00 % - 0.00 %
Total AFS
investment
securities $ 15,202 244 9% $ 12,904 241 % $ 4,327 241 % $ 1,629 217 %
HTM
Investment
securities:
Asset-backed
securities $ 36,223 266 % $ 61,310 275 % $ 21,990 263 % $ 6,712 2.29 %
Treasury bills 753 0.36 % - 0.00 % - 0.00 % - 0.00 %
Other
investments - 0.00 % - 0.00 % - 0.00 % - 0.00 %
Total HTM
investment
securities $ 36,976 261 % $ 61,310 275 % $ 21,990 263 % $ 6,712 2.29 %

The Bank’s investment policy provides that securities that will be held for indefinite periods of time, including
securities that will be used as part of the Bank’s asset/liability management strategy and that may be sold in response to
changes in interest rates, prepayments and similar factors, are classified as available for sale and accounted for at fair
value. Management’s intent is to hold securities reported at amortized cost to maturity. Certain of the Company’s
asset-backed securities are issued by private issuers (defined as an issuer that is not a government or a
government-sponsored entity). The Company had no investments in any private issuer’s securities that aggregate to
more than 10% of the Company’s equity.

Deposits and Other Sources of Funds
General. The funds needed by the Bank to make loans are primarily generated by deposit accounts solicited from the
communities surrounding its main office and nine branches in the Southern Maryland area. Total deposits were

$724.6 million as of December 31, 2010. The Bank uses borrowings and other sources to supplement funding from
deposits.
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Deposits. The Bank’s deposit products include savings, money market, demand deposit, IRA, SEP, Christmas clubs,
and time deposit accounts. Variations in service charges, terms and interest rates are used to target specific markets.

Ancillary products and services for deposit customers include safe deposit boxes, travelers checks, night depositories,

automated clearinghouse transactions, wire transfers, ATMs, and online and telephone banking. The Bank is a

member of ACCEL/Exchange, Cirrus, Maestro and Star ATM networks. The Bank has occasionally used deposit

brokers to obtain funds. At December 31, 2010, the Bank had $25.0 million in deposits from brokers compared to

$20.0 million at December 31, 2009. In addition the Bank utilizes the Certificate of Deposit Account Registry Service

(CDARS) to provide existing customers with additional access to FDIC insurance. At December 31, 2010, the Bank

maintained CDARS deposits of $35.2 million compared to $39.1 million at December 31, 2009.
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The following table sets forth for the periods indicated the average balances outstanding and average interest rates for
each major category of deposits.

For the Year Ended December 31,

(Dollars in Thousands)
2010 2009 2008

Average Average Average Average Average Average

Balance Rate Balance Rate Balance Rate
Savings $ 30,355 041 % $ 28,486 016 % $ 26,434 0.59 %
Interest-bearing
demand and money
market accounts 161,494 094 % 142,513 1.02 % 132,522 1.75 %
Certificates of deposit 421,525 221 % 355,489 302 % 268,363 393 %
Total interest-bearing
deposits 613,374 526,488 427,320
Noninterest-bearing
demand deposits 65,041 53,584 42,955

$ 678,415 1.61 % $ 580,072 211 % $ 470,275 277 %

The following table indicates the amount of the Bank’s certificates of deposit and other time deposits of $100,000 or
more and $250,000 or more by time remaining until maturity as of December 31, 2010.

$100K or More $250K or More

Certificates Certificates

Maturity Period of Deposit of Deposit
(In Thousands)

Three months or less $ 59417 $ 19,965
Three through six months 38,090 13,668
Six through twelve months 48,442 10,931
Over twelve months 86,586 40,209
Total $ 232,535 $ 84,773

Borrowings. Deposits are the primary source of funds for the Bank’s lending and investment activities and for its
general business purposes. The Bank uses advances from the FHLB of Atlanta to supplement the supply of funds it
may lend and to meet deposit withdrawal requirements. Advances from the FHLB are secured by the Bank’s stock in
the FHLB, a portion of the Bank’s loan portfolio , and certain investments. Generally, the Bank’s ability to borrow
from the FHLB of Atlanta is limited by its available collateral and also by an overall limitation of 40% of assets.
Further, short-term credit facilities are available at the Federal Reserve Bank of Richmond and other commercial
banks. Other short-term debt consists of notes payable to the U.S. Treasury on treasury, tax an