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Carolina

ALLIANCE BANK™

March 29, 2013
Dear Fellow Shareholders:

I am pleased to present our 2012 annual report, which gives you a snapshot of our financial position at
December 31, 2012 and the year’s operating results. As the bank closed out its sixth year of operation, we find
our industry operating with significant pressure on net interest margins, increasing regulatory pressures,
delinquency rates remaining higher than historical norms, continuing deflated real estate valuations, and slow
economic growth. In spite of these conditions, | am indeed proud to say that Carolina Alliance Bank again
produced solid results in 2012; | hope you will share my pride. | continue to be very grateful for the support of
our customers and shareholders, and for the tireless efforts of our staff and board of directors.

Let me highlight some of our 2012 financial results:

The bank concluded 2012 with income before income taxes for the year of approximately $2,415,000,
compared to $1,277,000 in the prior year, an increase of 89%. Net income for the year ended December 31,
2012 increased by $329,000, or 27%, to $1,553,000 from $1,224,000 earned in the prior year. In 2011, all
remaining unrecognized tax benefits accumulated prior to the bank becoming profitable were utilized to offset
most of that year’s tax expense on earnings. Having no remaining income tax benefit in 2012, income tax
expense increased approximately $810,000 in 2012. We are extremely pleased that the pre-tax earnings
improvement of $1,138,000 more than offset this dramatic increase in income taxes.

Total assets grew to $249.6 million at December 31, 2012 which was up from $239.4 million at December 31,
2011, or an increase of 4.3%. At December 31, 2012, gross loans also increased by 4.3% to $175.4 million
over the $168.2 million gross loan total at December 31, 2011. This compares to a state-wide decline in gross
loans of 1.4% reported by South Carolina banks in 2012, according to statistics maintained by the FDIC.

Total deposits grew to $209.4 million at December 31, 2012, up from $197.5 million at December 31, 2011.
As was the case in 2011, we saw an increase in the percentage of core deposits, which includes checking,
savings, and money market accounts and certain certificates of deposit. Core deposits tend to be a more stable
funding source and are generally viewed as an indicator of a bank’s success in establishing full banking
relationships with its customers. We think this to be particularly true of checking account relationships, where
the bank experienced an increase in balances of 34% in 2012.

Total shareholders’ equity was $31.8 million at December 31, 2012 compared to $30.0 million at December
31, 2011. We continued to maintain $5.0 million in preferred stock issued to the U.S. Treasury’s Small
Business Lending Fund (SBLF). This preferred stock remained at a cost of 1.00%.

Non-performing assets increased since last year-end as a percentage of total assets. Non-performing assets
stood at 0.98% of total assets at December 31, 2012 compared to 0.66% at December 31, 2011. While this
number was elevated over the prior year, it still remains below the state-wide average of 4.09%, according to
the FDIC. A detailed analysis of our non-performing assets is included in the notes to the financial statements.

We believe our bank is poised for continuing success in 2013 and beyond. We desire not only to be a survivor
in the ever-changing banking landscape, we want to grow and thrive. With the experience and determination
of our staff and board of directors, the support of our customers and shareholders, and the bank’s strong capital
level, I believe that Carolina Alliance is well positioned for the future.

Thank you sincerely for your continuing support of our growing bank.

Yours truly,

John S. Poole
President and CEO



INDEPENDENT AUDITOR’S REPORT

To the Board of Directors
Carolina Alliance Bank
Spartanburg, South Carolina

Report on the Financial Statements

We have audited the accompanying consolidated financial statements of Carolina Alliance Bank and
Subsidiary which comprise the consolidated balance sheets as of December 31, 2012 and 2011, and the
related consolidated statements of income, comprehensive income, changes in shareholders’ equity and
cash flows for the years then ended and the related notes to the financial statements.

Management’s Responsibility for the Financial Statements

Management is responsible for the preparation and fair presentation of these consolidated financial
statements in accordance with accounting principles generally accepted in the United States of America;
this includes the design, implementation, and maintenance of internal control relevant to the preparation
and fair presentation of consolidated financial statements that are free from material misstatement,
whether due to fraud or error.

Auditor’s Responsibility

Our responsibility is to express an opinion on these consolidated financial statements based on our
audits. We conducted our audits in accordance with auditing standards generally accepted in the United
States of America. Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the consolidated financial statements are free of material misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and disclosures in
the consolidated financial statements. The procedures selected depend on the auditor’s judgment,
including the assessment of the risks of material misstatement of the consolidated financial statements,
whether due to fraud or error. In making those risk assessments, the auditor considers internal control
relevant to the entity’s preparation and fair presentation of the consolidated financial statements in
order to design audit procedures that are appropriate in the circumstances, but not for the purpose of
expressing an opinion on the effectiveness of the entity’s internal control. Accordingly, we express no
such opinion. An audit also includes evaluating the appropriateness of accounting policies used and the
reasonableness of significant accounting estimates made by management, as well as evaluating the
overall presentation of the consolidated financial statements.

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for
our audit opinion.



Opinion

In our opinion, the consolidated financial statements referred to above present fairly, in all material
respects, the financial position of Carolina Alliance Bank and Subsidiary as of December 31, 2012 and
2011, and the results of their operations and their cash flows for the years then ended in accordance with
accounting principles generally accepted in the United States of America.

E Vlietl meg, LXC

Columbia, South Carolina
March 18, 2013



CAROLINA ALLIANCE BANK AND SUBSIDIARY

Consolidated Balance Sheets
December 31, 2012 and 2011

Assets:
Cash and due from banks
Federal funds sold and interest bearing bank balances

Total cash and cash equivalents

Bank term deposits

Investment securities, available for sale
Other investments

Loans, net

Property and equipment, net

Accrued interest

Other assets

Total assets

Liabilities and Shareholders’ Equity:
Liabilities:
Deposits
Securities sold under agreements to repurchase
Advances from FHLB of Atlanta
Accrued interest
Other liabilities

Total liabilities
Commitments and contingencies (Notes 8 and 9)

Shareholders’ Equity:

Preferred stock, $1.00 par value, 10,000,000 shares
authorized; 5,000 shares issued and outstanding at
December 31, 2012 and 2011

Common stock, $1.00 par value, 10,000,000 shares
authorized; 2,500,000 issued and outstanding at
December 31, 2012 and 2011

Additional paid-in capital

Retained deficit

Accumulated other comprehensive income

Total shareholders’ equity

Total liabilities and shareholders’ equity

2012 2011
$ 7209287 $ 5183531
7,852,117 5,155,490
15,061,404 10,339,021
4,980,000 3,735,000
46,902,315 49,782,266
448,400 625,800
172,283,554 164,422,185
6,864,968 7,052,381
693,078 705,994
2,409,399 2,720,673
$ 249,643,118  $ 239,383,320
$209,353,951  $ 197,462,866
5,311,528 7,089,616
2,000,000 3,000,000
60,537 102,629
1,158,366 1,678,875
217,884,382 209,333,986
5,000 5,000
2,500,000 2,500,000
28,775,231 28,593,859
(389,589) (1,892,470)
868,094 842,945
31,758,736 30,049,334
$ 249,643,118  $ 239,383,320

The accompanying notes are an integral part of these consolidated financial statements.
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CAROLINA ALLIANCE BANK AND SUBSIDIARY

Consolidated Statements of Income

For the Years Ended December 31, 2012 and 2011

Interest Income:
Interest and fees on loans
Investment securities

Federal funds sold and interest bearing bank deposits

Total interest income

Interest Expense:
Deposits
Other
Total interest expense

Net Interest Income

Provision for Loan Losses

Net Interest Income After Provision for Loan Losses

Non-Interest Income:
Service fees on deposit accounts
Mortgage brokerage income
Other
Losses on other real estate owned
Total non-interest income

Non-Interest Expense:
Salaries and benefits
Occupancy, furniture and equipment
Data processing and computer network
Marketing
Printing, supplies and postage
Other operating
Total non-interest expense

Income Before Income Taxes
Income Tax Expense
Net Income

Dividends on Preferred Shares

Net Income Available to Common Shareholders

Basic and Diluted Income per Common Share

Weighted Average Common Shares Outstanding:

Basic and Diluted

2012 2011
$ 8,742,450  $ 8,756,025
1,208,127 1,407,286
54,367 94,512
10,004,944 10,257,823
1,088,842 1,932,256
123,585 195,201
1,212,427 2,127 457
8,792,517 8,130,366
1,080,000 1,480,000
7,712,517 6,650,366
207,806 183,216
154,523 85,333
192,752 118,922
(164,360) (86,174)
390,721 301,297
3,547,375 3,597,839
518,606 500,217
526,332 478,560
157,299 170,900
79,509 74,459
858,754 852,913
5,687,875 5,674,888
2,415,363 1,276,775
862,482 52,886
1,552,881 1,223,889
50,000 17,777

$ 1,502,881  $ 1,206,112
$ 060 % 0.48
2,500,000 2,500,000

The accompanying notes are an integral part of these consolidated financial statements.
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CAROLINA ALLIANCE BANK AND SUBSIDIARY
Consolidated Statements of Comprehensive Income
For the Years Ended December 31, 2012 and 2011

2012 2011

Net Income $ 1,552,881 $ 1,223,889
Other Comprehensive Income:

Unrealized gains on investment
securities available for sale, pretax  $ 57,560 $ 955,614

Income tax effect (32,411) (364,629)
Total other comprehensive income 25,149 590,985

Comprehensive Income $ 1,578,030 $ 1,814,874

The accompanying notes are an integral part of these consolidated financial statements.
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Balance, December 31, 2010

Issuance of preferred shares (net of
offering costs of $25,000)

Stock-based compensation

Preferred stock dividends

Net income

Other comprehensive income

Balance, December 31, 2011

Stock-based compensation
Preferred stock dividends
Net income

Other comprehensive income

Balance, December 31, 2012

CAROLINA ALLIANCE BANK AND SUBSIDIARY
Consolidated Statements of Changes in Shareholders’ Equity
For the Years Ended December 31, 2012 and 2011

Accumu-
lated
Other Total
Additional Compre- Share-
Preferred Stock Common Stack Paid-in Retained hensive holders’
Shares Amount  Shares Amount Capital Deficit Income Equity
- - 2,500,000 $2,500,000 $23,323,850 $(3,098,582) $251,960 $22,977,228
5,000 5,000 - - 4,970,000 - - 4,975,000
- - - - 300,009 - - 300,009
- - - - - 7,777) - 7,777)
- - - - - 1,223,889 - 1,223,889
- - - - - - 590,985 590,985
5,000 5,000 2,500,000 2,500,000 28,593,859  (1,892,470) 842,945 30,049,334
- - - - 181,372 - - 181,372
- - - - - (50,000) - (50,000)
- - - - - 1,552,881 - 1,552,881
- - - - - - 25,149 25,149
5,000 5,000 2,500,000 $2,500,000 $28,775,231 $ (389,589) $868,094 $31,758,736

The accompanying notes are an integral part of these consolidated financial statements.
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CAROLINA ALLIANCE BANK AND SUBSIDIARY

Consolidated Statements of Cash Flows

For the Years Ended December 31, 2012 and 2011

Operating Activities:
Net income

Adjustments to reconcile net income to net cash provided by operating activities:

Provision for loan losses

Depreciation

Stock compensation

Deferred income tax expense (benefit)

Amortization of premiums on investment securities, net
Net losses on other real estate owned

Decrease in other assets

(Decrease) increase in other liabilities

Net cash provided by operating activities

Investing Activities:

Increase in loans, net

Purchase of investments:
Investment securities available for sale
Bank term deposits
Other investments

Purchase of property and equipment

Proceeds from investment transactions:
Principal payments on investment securities available for sale
Maturities and calls of investment securities available for sale
Sales of investment securities available for sale
Maturity of bank term deposits
Redemption of other investments

Proceeds from sale of other real estate owned

Net cash used for investing activities

Financing Activities:
Increase in deposits, net
Proceeds from issuance of preferred stock, net of offering expenses
Dividends paid on preferred stock
Repayment of borrowings from FHLB of Atlanta
Net increase (decrease) in securities sold under agreements to repurchase

Net cash provided by financing activities
Net Increase (Decrease) in Cash and Cash Equivalents
Cash and Cash Equivalents, Beginning of Year
Cash and Cash Equivalents, End of Year
Supplemental Disclosures of Cash Flow Information:
Cash paid for interest
Income taxes paid

Non-cash transactions:
Loans transferred to other real estate owned

Loans transferred to repossessed collateral
Unrealized gains on investment securities
Deferred income taxes on unrealized securities gains

The accompanying notes are an integral part of these consolidated financial statements.
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2012 2011
$ 1,552,881 $ 1,223,889
1,080,000 1,480,000
354,076 351,369
181,372 300,009
208,871 (845,625)
358,386 211,323
164,360 86,174
138,444 493,014
(595,012) 194,031
3,443,878 3,494,184
(9,524,281) (13,610,299)
(9,301,186) (16,821,152)
(2,490,000) (3,735,000)
(70,614) (39,800)
(166,663) (114,666)
11,128,238 7,641,691
500,000 500,000
251,573 -
1,245,000 5,757,000
248,014 68,600
395,427 1,238,944
(7,784,492) (19,114,682)
11,891,085 5,515,497
- 4,975,000

(50,000) (17,777)
(1,000,000) (3,500,000)
(1,778,088) 4,742,217
9,062,997 11,714,937
4,722,383 (3,905,561)
10,339,021 14,244,582
$ 15,061,404 $ 10,339,021
$ 1,254,519 $ 2,240,418
$ 834,500 $ 838,319
$ 480,485 $ 2,086,418
$ 102,427 $ -
$ 57,560 $ 955614
$ 32411 $ 364,629




CAROLINA ALLIANCE BANK AND SUBSIDIARY
Notes to Consolidated Financial Statements

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Organization - Carolina Alliance Bank (the “Bank™) was incorporated and began operations in January
2007 and provides a broad array of commercial banking services to its customers. The Bank is subject to
regulation of the South Carolina State Board of Financial Institutions and the Federal Deposit Insurance
Corporation.

Basis of Presentation - The consolidated financial statements include the accounts of the Bank and its
wholly-owned subsidiary, NSCB 2, LLC (whose only business activity is the holding of title to certain
operating real estate). Significant intercompany balances and transactions have been eliminated. The
accounting policies and reporting practices conform to accounting principles generally accepted in the
United States of America (“GAAP”) and to general practices in the banking industry.

Use of Estimates - The preparation of financial statements in conformity with GAAP requires
management to make estimates and assumptions that affect the reported amounts of assets and liabilities
and disclosure of contingent assets and liabilities as of the date of the financial statements and the
reported amount of income and expenses during the reporting periods. Actual results could differ from
those estimates.

Nature of Operations and Concentrations of Credit Risk - The Bank is engaged in the business of
accepting demand and time deposits and providing loans to individuals and businesses. The Bank’s
business is limited primarily to Spartanburg and adjacent counties in the northwestern area of South
Carolina. The Bank has a diversified loan portfolio and the borrowers’ ability to repay their loans is not
dependent upon any specific economic sector.

Disclosure Regarding Segments - The Bank reports as one operating segment, as the chief operating
decision-maker reviews the results of operations of the Bank as a single enterprise.

Reclassifications - Certain amounts previously reported have been reclassified to conform to the current
presentation of these consolidated financial statements. These reclassifications had no effect on previously
reported net income or shareholders’ equity.

Subsequent Events - Subsequent events are events or transactions that occur after the balance sheet date
but before financial statements are issued. Recognized subsequent events are events or transactions that
provide additional evidence about conditions that existed at the date of the balance sheet, including the
estimates inherent in the process of preparing financial statements. Non-recognized subsequent events are
events that provide evidence about conditions that did not exist at the date of the balance sheet but arose
after that date. Management has reviewed events occurring through March 18, 2013, the date the
financial statements were issued, and determined that no subsequent events have occurred requiring
accrual or disclosure.

Cash and Cash Equivalents - For purposes of reporting cash flows, cash and cash equivalents include
cash on hand, amounts due from banks, short-term interest bearing deposits and federal funds sold. Cash
and cash equivalents have an original maturity of three months or less. Bank term deposits, consisting of
FDIC-insured certificates of deposits with original maturities in excess of three months, are not included
in cash and cash equivalents.
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CAROLINA ALLIANCE BANK AND SUBSIDIARY
Notes to Consolidated Financial Statements

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

Investment Securities - Investments in debt and equity securities are required to be classified into one of
three categories: “trading,” “held to maturity,” or “available for sale.” During the reporting periods, the
Bank held no trading or held to maturity securities. Available for sale securities are debt and equity
securities which are not classified as either trading or as held to maturity securities. These securities are
reported at fair market value. Net unrealized gains and losses are reported as a separate component of
shareholders’ equity.

Gains or losses on dispositions of investment securities are determined on a trade date basis and are based
on the difference between the net proceeds and the adjusted carrying amount of the securities sold, using
the specific identification method. Premiums and discounts are amortized or accreted into interest income
by a method that approximates a level yield.

The Bank periodically evaluates its investment securities portfolio for “other-than-temporary
impairment.” If a security is considered to be other-than-temporarily impaired, the related unrealized loss
is charged to income, and a new cost basis is established. Factors considered include the reasons for the
impairment; the severity and duration of the impairment; changes in value subsequent to period-end; and
forecasted performance of the security issuer. Impairment is considered other-than-temporary unless the
Bank has both the intent and ability to hold the security for a sufficient period of time to allow the fair
market value to recover and evidence supporting the recovery outweighs evidence to the contrary.

Other Investments - Other investments consists of stock in the Federal Home Loan Bank of Atlanta
(“FHLB”) which the Bank is required to own as a member institution. Transfer of the stock is restricted,
no ready market exists, and it has no quoted market value. However, redemption of the stock historically
has been at par value; therefore it is stated at the Bank’s cost basis.

Loans, Interest, and Fee Income on Loans - Loans are stated at the principal balance outstanding and
reduced by the allowance for loan losses. Loan origination fees and certain direct loan origination costs
are deferred and the net amount is accreted or amortized as an adjustment of the related loan’s yield over
the contractual life of the loan. Loan origination fees and costs are netted and the net amount either
reduces or increases net loans outstanding. Interest income is recognized over the term of the loan based
on the contractual interest rate and the principal balance outstanding.

Loans generally are placed on non-accrual status when principal or interest becomes ninety days past due,
or when payment in full is not anticipated. Interest payments received after a loan is placed in non-
accrual status are applied as principal reductions until such time as the loan is returned to accrual status.
Generally, a loan is returned to accrual status when the loan is brought current and the collectability of
principal and interest no longer is in doubt.

Allowance for Loan Losses - The Bank provides for loan losses using the allowance method. Provisions
for loan losses are added to the allowance through charges to operating expenses. Loans which are
determined to be uncollectible are charged against the allowance and recoveries on loans previously
charged off are added to the allowance. The provision for loan losses charged to operations is an amount
sufficient to bring the allowance for loan losses to an estimated balance considered adequate to absorb
losses inherent in the portfolio.
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CAROLINA ALLIANCE BANK AND SUBSIDIARY

Notes to Consolidated Financial Statements

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

Management’s determination of the adequacy of the allowance is based on an evaluation of the portfolio,
current economic conditions, historical loan loss experience, and other risk factors. While management
uses the best information available to make evaluations, future adjustments may be necessary if economic
and other conditions differ substantially from the assumptions used. The allowance for loan losses is
subject to periodic evaluation by various regulatory authorities and may be subject to adjustment upon
their examination.

A loan is considered to be impaired when full payment according to the terms of the loan agreement is not
probable or when the terms of a loan are modified in a Troubled Debt Restructuring (“TDR™). The fair
value of impaired loans may be determined based upon the present value of expected cash flows
discounted at the loan’s effective interest rate, the market price of the loan, if available, or value of the
underlying collateral if the loan is collateral-dependent.

The treatment of the loan impairment is based on the status of the borrower and the underlying collateral.
In general, the impairment is charged-off for collateral-dependent loans and consumer loans. For all other
loans, a portion of the allowance for loan losses is allocated specifically to each impaired loan. When the
ultimate collectability of an impaired loan’s principal is in doubt, wholly or partially, all cash receipts are
applied to principal. Once payments equal to the outstanding principal balance have been received,
further cash receipts are applied to interest income, to the extent that any interest has been foregone.

Property and Equipment - Property and equipment are stated at cost, net of accumulated depreciation.
Depreciation is computed using the straight-line method over the estimated useful lives of the related
assets. Building and fixtures have estimated useful lives of 10 to 40 years and furniture and equipment
have estimated useful lives of 3 to 15 years. Maintenance and repairs are charged to operations, while
major improvements are capitalized. Upon retirement, sale, or other disposition of property and
equipment, the cost and accumulated depreciation are eliminated from the accounts and the gain or loss is
included in income from operations.

Other Real Estate Owned - Other real estate owned is comprised of property acquired through a
foreclosure proceeding or acceptance of a deed-in-lieu of foreclosure. Other real estate owned is recorded
at the lower of the recorded investment in the loan at the time of acquisition or the fair value of the
underlying property collateral, less estimated selling costs. Any write-down in the carrying value of a
property at the time of acquisition is charged to the allowance for loan losses. Any subsequent write-
downs to reflect current fair market value, as well as gains and losses on disposition and revenues and
expenses incurred in maintaining such properties, are treated as period costs. Other real estate owned is
included in “Other assets” in the balance sheet and balances are summarized in Note 3.

Advertising - Advertising, promotional, and other business development costs generally are expensed as
incurred. External costs incurred in producing media advertising are expensed the first time the
advertising takes place. External costs relating to direct mailing costs are expensed in the period in which
the direct mailings are sent.

Stock-Based Compensation - The Bank adopted a stock option plan on May 21, 2007. The fair value of
the stock options issued under the plan is expensed over the vesting period of each option grant. Further
information about the plan and the methodology to determine the fair value of stock options is detailed in
Note 13.
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CAROLINA ALLIANCE BANK AND SUBSIDIARY

Notes to Consolidated Financial Statements

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

Income Taxes - The asset and liability approach is utilized to account for income taxes, which requires
recognition of deferred tax assets and liabilities for the expected future tax consequences of temporary
differences between the financial statement carrying values and the tax bases of assets and liabilities, as
well as net operating loss carry forwards. Deferred tax assets and liabilities are measured using the
enacted tax rates expected to apply to taxable income in the years in which those temporary differences
are expected to be realized or settled. A current tax asset or liability is recognized for taxes that are
presently payable.

The Bank has analyzed its filing positions in the federal and state jurisdictions where it is required to file
income tax returns, as well as all open tax years in these jurisdictions. The Bank believes that income tax
filing positions taken or expected to be taken in its tax returns will more likely than not be sustained upon
audit by the taxing authorities and does not anticipate any adjustments that will result in a material
adverse impact on the Bank’s financial condition, results of operations, or cash flows. Therefore, no
reserves for uncertain income tax positions have been recorded.

Earnings Per Share - Basic earnings per share is computed by dividing net income available to common
shareholders by the weighted average number of common shares outstanding during the period. Diluted
earnings per share is computed by dividing net income available to common shareholders by the weighted
average number of common shares and potential common shares outstanding during the period. Potential
common shares consist solely of dilutive stock options determined by the treasury stock method using the
average market price of the shares during the period. The dilutive effect of stock options outstanding on
earnings per share at December 31, 2012 and 2011 was either insignificant or non-existent.

Comprehensive Income - Comprehensive income consists of net income and net unrealized gains and
losses on investment securities available for sale and is presented in the Consolidated Statements of
Changes in Shareholders’ Equity and in the separate Consolidated Statements of Comprehensive Income.

Fair Value Measurements - Fair value is 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. Fair values are determined under
a hierarchy which requires an entity to maximize the use of observable inputs and minimize the use of
unobservable inputs in the measurement process. There are three levels of inputs that may be used to
measure fair value:

Level 1: These inputs principally consist of quoted prices in active markets for identical assets or
liabilities. (The Bank has no assets or liabilities measured by the use of Level 1 inputs.)

Level 2: Observable inputs such as quoted prices for similar assets or liabilities or other inputs that
are observable or can be corroborated by observable market data are the primary types of
measurements that comprise Level 2.

Level 3: Unobservable inputs that are supported by little or no market activity or that may involve

using pricing models, discounted cash flow methodologies, or similar techniques are included in this
level. The determination of values also may require significant management judgment or estimation.
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CAROLINA ALLIANCE BANK AND SUBSIDIARY
Notes to Consolidated Financial Statements

NOTE 1 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

Recently Issued Accounting Standards - In April 2011, the Financial Accounting Standards Board
(“FASB”) amended the “Receivables” topic of the Accounting Standards Codification (“ASC”) by the
issuance of Accounting Standards Update (“ASU”) 2011-03, which changed the criteria used to determine
effective control of transferred assets in the “Transfers and Servicing” topic of the ASC. The requirement
for the transferor to have the ability to repurchase or redeem the financial assets on substantially the
agreed terms and the collateral maintenance implementation guidance related to that criterion was
removed from the assessment of effective control. The other criteria to assess effective control were not
changed. The amendment was effective for the Bank beginning January 1, 2012, and its adoption did not
have a material effect on the financial statements.

ASU 2011-04 was issued in May 2011 to amend the “Fair Value Measurement” topic of the ASC. The
amendment generally provided clarifications on how to measure and disclose fair value. Its adoption by
the Bank on January 1, 2012 had no material effect on the financial statements.

In June 2011, ASU No. 2011-05 amended ASC topic “Comprehensive Income,” which eliminated the
option to present components of other comprehensive income as part of the statement of changes in
shareholders’ equity. The ASU requires that all non-owner changes in shareholders’ equity be presented
either in a single continuous statement of comprehensive income or in two separate but consecutive
statements. The Bank adopted this statement using the two-statement approach on January 1, 2012, and
its provisions were applied retrospectively. Under this reporting option, an entity must present the
components of net income and total net income in the first statement. That statement must be
immediately followed by a financial statement that presents the components of other comprehensive
income, a total for other comprehensive income, and a total for comprehensive income.

In February 2013, this topic was further amended by ASU 2013-02, which requires an entity to show the
components of any amounts reclassified out of accumulated other comprehensive income, and certain
other disclosures if applicable. The Bank is required to apply this change prospectively for reporting
periods beginning on or after January 1, 2013, and its adoption is not expected to have a material effect on
the financial statements.

Other accounting standards that have been issued or proposed by standards-setting bodies are not
expected to have a material impact on the Bank’s financial position, results of operations or cash flows.

NOTE 2 - INVESTMENT SECURITIES

The amortized cost and fair value of investment securities available for sale at December 31, 2012 and
2011 are as follows:

2012
Amortized Gross Unrealized Fair
Cost Gains Losses Value
U.S. government agency and

sponsored enterprises $ 5117373 $ 111958 $ - $ 5,229,331
Agency mortgage-backed securities 25,911,046 1,037,875 (436) 26,948,485
Agency collateralized mortgage obligations 7,875,861 133,115 (3,755) 8,005,221
Municipal securities 6,603,104 142,825 (26,651) 6,719,278
Total available for sale $45,507,384 $ 1,425,773 $ (30,842) $46,902,315
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CAROLINA ALLIANCE BANK AND SUBSIDIARY

Notes to Consolidated Financial Statements

NOTE 2 - INVESTMENT SECURITIES (continued)

2011
Amortized Gross Unrealized Fair
Cost Gains Losses Value
U.S. government agency and

sponsored enterprises $ 1801581 $ 19903 $ (55) $ 1,821,429
Agency mortgage-backed securities 32,779,632 1,012,268 (7,357) 33,784,543
Agency collateralized mortgage obligations 8,434,703 220,414 (754) 8,654,363
Municipal securities 5,428,979 95,820 (2,868) 5,521,931
Total available for sale $48,444,895 $1,348,405 $ (11,034) $49,782,266

In the year ended December 31, 2012, there was one sale of an investment security available for sale
without gain or loss. The gross proceeds are reflected in the Consolidated Statements of Cash Flows. In
the year ended December 31, 2011, there were no sales of investment securities available for sale.

Following is a summary of investment securities which had been in an unrealized loss position for less
than 12 months at December 31, 2012 and 2011 (no investment securities had been in an unrealized loss
position for greater than 12 months at December 31, 2012 or 2011). The number of securities, the fair
value, and the gross unrealized losses are provided for each investment security category.

2012 2011
Fair Unrealized Fair Unrealized
# Value Losses # Value Losses

U.S. government agency and

sponsored enterprises - % - $ - 1 $ 503630 $ (55)
Agency mortgage-backed

securities 1 454,676 (436) 3 1,657,180 (7,357)
Agency collateralized

mortgage obligations 3 1,633,330 (3,755) 1 489,666 (754)
Municipal securities 5 1,101,771 (26,651) 3 943,228 (2,868)
Total temporarily impaired

securities 9 $3189777 $ (30842) 8 §$ 3593704 § (11,034)

Based on its other-than-temporary impairment analysis at December 31, 2012, management concluded
that the unrealized losses reflected in the preceding summary were not other-than-temporarily impaired as
of that date. Management believes the decline in value to be solely the result of changes in interest rates
and not from deterioration in their credit quality. The Bank has the intention and ability to hold these
securities for a period of time sufficient to allow for their recovery in value or maturity.
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NOTE 2 - INVESTMENT SECURITIES (continued)

Investment securities at December 31, 2012 and 2011 were pledged as collateral for the following
purposes (at fair value):

2012 2011
FHLB advances $ 3021331 $ 7,886,115
Customer repurchase agreements 5,318,350 7,093,617
Public entity deposits 8,504,306 5,821,219
Total $ 16,843,987 $ 20,800,951

Amortized cost and fair value of securities available for sale at December 31, 2012, by contractual
maturity, are shown below. Expected maturities may differ from contractual maturities because issuers
may have the right to call or prepay obligations. Mortgage-backed securities and collateralized mortgage
obligations are shown separately since they are not due at a single maturity date.

Amortized Fair

Cost Value
Due within one year or less $ - % -
Due after one through five years 5,327,186 5,357,053
Due after five through ten years 6,393,291 6,591,556
No contractual maturity 33,786,907 34,953,706
Total investment securities $ 45,507,384 $ 46,902,315

NOTE 3 - LOANS

Loans receivable at December 31, 2012 and 2011 consisted of the following:

2012 2011
Commercial $ 36,708,887 $ 36,811,422
Real estate:
Commercial 103,137,037 94,745,035
Residential 27,720,951 29,272,523
Construction 4,147,066 3,663,788
Consumer 3,544,694 3,567,510
Gross loans 175,258,635 168,060,278
Allowance for loan losses (3,082,443) (3,772,606)
Deferred loan fees and costs, net 107,362 134,513
Net loans $ 172,283,554 $ 164,422,185

At December 31, 2012, substantially all of the Bank’s residential mortgage loans were pledged as
collateral for advances from the FHLB under the borrowing facility described in Note 6.
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NOTE 3 — LOANS (continued)

A summary of changes in the allowance for loan losses is as follows for the years ended December 31,
2012 and 2011:

2012 2011
Balance, beginning of year $ 3,772,606 $ 2,794,312
Provision for loan losses 1,080,000 1,480,000
Loans charged off (1,875,799) (506,818)
Recoveries 105,636 5112
Balance, end of year $ 3,082,443 $ 3,772,606

The Bank makes loans to individuals and small- to mid-sized businesses for various personal and
commercial purposes primarily in Spartanburg County, South Carolina. Credit concentrations can exist in
relation to individual or groups of borrowers, industry segments, geographic regions and collateral
characteristics. Credit risk associated with these concentrations could arise when a significant amount of
loans sharing similar characteristics are simultaneously impacted by economic or other conditions which
adversely affect their collectability. The Bank regularly monitors its credit concentrations. The Bank’s
loan portfolio is not concentrated in loans to any single borrower or a relatively small number of
borrowers. The largest component of the loan portfolio is loans secured by real estate mortgages which
were comprised of the following at December 31, 2012 (construction loans have been allocated to
commercial and residential categories as appropriate):

% of Real

Amount Estate Loans

Commercial real estate :
Owner-occupied $ 57,244,741 42.4%
Other 50,006,562 37.0%
Total commercial real estate 107,251,303 79.4%
Residential real estate 27,753,751 20.6%
Total real estate loans $ 135,005,054 100.0%

% of gross loans 77.0%

In addition to monitoring potential concentrations described above, management monitors exposure to
credit risk that could arise from potential concentrations of lending products and practices, such as loans
that subject borrowers to substantial payment increases (e.g. principal deferral periods, loans with initial
interest-only periods, etc.) and loans with high loan-to-value ratios. At December 31, 2012, approximately
$7.1 million, or 4.1% of gross loans were identified as having high loan-to-value ratios. The largest
component comprising these loans was commercial real estate loans of approximately $3.6 million which
was below the aggregate supervisory loan-to-value limit of 30% of capital for this type of loan by
approximately $5.9 million.
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NOTE 3 — LOANS (continued)

The remainder of the balance of high loan-to-value loans, $3.5 million, was also well below supervisory
limits. Additionally, there are industry practices that could subject the Bank to increased credit risk
should economic conditions change over the course of a loan’s life. For example, the Bank makes
variable rate loans and fixed rate principal-amortizing loans with maturities prior to the loan being fully
paid (i.e. balloon payment loans). These loans are underwritten and monitored to manage the associated
risks. Management has determined that there is no concentration of credit risk associated with its lending
policies or practices.

Credit quality of individual residential loans and consumer loans is monitored principally through review
of delinquency measures and non-accrual levels on a portfolio-level basis. The Bank uses an internal loan
grading system to classify and monitor the credit quality of all commercial loans. Loan risk grades are
based on a graduated scale representing increasing likelihood of loss. The originating loan officers are
responsible for the assignment of risk grades to commercial loans, subject to verification by an approving
officer or the Management Loan Committee. In addition, the Credit Policy Officer is responsible for
confirming loan grades and, along with the Management Loan Committee, has final authority over loan
grading. Loan gradings also are reviewed on a regular basis by an independent third-party loan review
firm. Individual loan officers also are responsible for ensuring that loan grades are updated as needed
over the life of the loan. Loan grade descriptions and a summary of the grading of the Bank’s loan
portfolio by segment at December 31, 2012 and 2011 are as follows:

Grade 1 — High Liquidity; Minimal Risk — Grade is based on highest quality liquid collateral, minimum
risk, and excellent ratios.

Grade 2 — Strong Liquidity; Low Risk — Borrower has strong financial statements, or loan is secured by
marketable securities without impairment to liquidation. Although one measure removed from Grade 1, any
unfavorable factor is outweighed by other positive considerations.

Grade 3 — Normal Liquidity; Average Risk — Reasonable and satisfactory risk exists in these loans to
borrowers with good financial strength. The loan’s purpose becomes a more significant factor at this level.

Grade 4 - Pass/Watch; Marginal Liquidity; Average Risk — Includes borrowers with generally acceptable
credit strength, but with manageable weaknesses or uncertainty evident in one or more factors.

Grade 5 — Special Mention/Potential Problem; Uncertain Liquidity; More than Normal Risk — Loans with
potential weaknesses that deserve management’s close attention are included. If left uncorrected, these
potential weaknesses may result in deterioration of repayment prospects.

Grade 6 — Substandard/Problem Loan; Minimal Liquidity; Abnormal Risk (Unacceptable) — The Bank is
inadequately protected by the current sound worth and paying capacity of the borrower or of any pledged
collateral. Well-defined weakness or weaknesses that jeopardize the liquidation of the debt is present. The
loan is characterized by the distinct possibility that the Bank will sustain some loss if the deficiencies are not
corrected.

Grade 7 — Doubtful; Loss Potential; Absence of Liquidity — These loans exhibit all the weaknesses inherent

in Grade 6 with the added characteristic that the weaknesses make collection in full highly questionable and
improbable.
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Notes to Consolidated Financial Statements

Grade 8 — Loss/Charge-Off — Considered uncollectible; some recovery potential may exist, but the
probability of such recovery does not support continued reflection of the loan as an asset.

Not Graded — Primarily consists of individual residential or consumer loans not assigned a risk grade, in
accordance with the Bank’s credit policy. Also not graded may be commercial loans for which a grade is
pending because the loan is under review.

The composition of the loan portfolio by segment and grade at December 31, 2012 is as follows:

Grade 1
Grade 2
Grade 3
Grade 4
Grade 5
Grade 6
Grades 7, 8
Not graded

Gross loans

Real Estate

Commercial Commercial Residential Construction Consumer Total
$ 2,125,447 $ - 3 - 3 - $ $ 2,125,447
1,955,111 - - - 1,955,111
10,454,356 37,383,168 - 470,774 476 48,308,774
20,461,618 57,072,143 276,299 3,065,966 80,876,026
1,147,438 1,486,502 368,965 - 3,615 3,006,520
307,036 5,805,399 572,591 577,526 19,050 7,281,602
100,000 - - - 11,005 111,005
157,881 1,389,825 26,503,096 32,800 3,510,548 31,594,150

$36,708,887 $103,137,037 $27,720,951 $ 4,147,066 $ 3,544,694 $175,258,635

The composition of the loan portfolio by segment and grade at December 31, 2011 is as follows:

Grade 1
Grade 2
Grade 3
Grade 4
Grade 5
Grade 6
Grades 7, 8
Not graded

Gross loans

Real Estate

Commercial Commercial Residential Construction Consumer Total
$ 3,516,636 $ - % - 3 - 3% - $ 3,516,636
2,354,261 30,342 - - 83,379 2,467,982
9,493,926 41,618,660 - 864,546 5,795 51,982,927
19,371,931 42,613,676 440,954 2,799,242 1,289 65,227,092
878,859 5,115,579 410,270 - 3,344 6,408,052
999,881 2,945,744 757,834 - 9,570 4,713,029
195,928 2,421,034 27,663,465 - 3,464,133 33,744,560
$36,811,422 $94,745,035 $29,272,523 $ 3,663,788 $ 3,567,510 $168,060,278
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NOTE 3 — LOANS (continued)

The composition of non-performing assets at December 31, 2012 and 2011 is as follows:

2012 2011

Non-accrual loans:

Commercial $ 290,845 $ 28,752
Real estate:

Commercial 880,467 671,341
Residential 353,942 -
Construction - -
Consumer 11,005 -
Total non-accrual loans 1,536,259 700,093
Other real estate owned 797,658 876,960
Repossessed collateral 102,427 -
Non-performing assets $ 2,436,344 $ 1,577,053
Loans past due 90 days or more still accruing interest $ -9 -

The composition of past due loans by portfolio segment at December 31, 2012 is as follows:

Greater Total
30-59 60-89 than Past Total
Days Days 90 Days Due Current Loans
Commercial ~ $ - $ - $ 290,845 $ 290,845 $ 36,418,042 $ 36,708,887
Real estate:
Commercial 1,064,800 4,576 880,467 1,949,843 101,187,194 103,137,037
Residential - - 353,942 353,942 27,367,009 27,720,951
Construction - - - - 4,147,066 4,147,066
Consumer 4,415 - 11,005 15,420 3,529,274 3,544,694
Gross loans $ 1,069,215 $ 4,576 $1,536,259 $2,610,050 $172,648,585 $175,258,635
The composition of past due loans by portfolio segment at December 31, 2011 is as follows:
Greater Total
30-59 60-89 than Past Total
Days Days 90 Days Due Current Loans
Commercial $ 127,430 $ - $ 28752 $ 156,182 $ 36,655,240 $ 36,811,422
Real estate:
Commercial 237,374 - 671,341 908,715 93,836,320 94,745,035
Residential - - - - 29,272,523 29,272,523
Construction - - - - 3,663,788 3,663,788
Consumer 489 - - 489 3,567,021 3,567,510
Gross loans $ 365,293 $ - $ 700,093 $1,065386 $166,994,892 $168,060,278
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NOTE 3 — LOANS (continued)

The following table summarizes information relative to impaired loans by portfolio segment at

December 31, 2012:

With no related allowance:
Commercial
Real estate:

Commercial

Residential

Construction
Consumer

With a related allowance:
Commercial
Real estate:
Commercial
Residential
Construction
Consumer

Total impaired loans:
Commercial
Real estate:
Commercial
Residential
Construction
Consumer

Troubled debt restructurings
included in impaired loans:

Accruing
Non-accrual

Unpaid Average Interest

Recorded Principal Related Recorded Income
Investment Balance Allowance Investment Recognized
$ 290,845 $ 941,103 $ - $1128,633 $ 26,424
1,803,980 2,282,205 - 1,920,896 65,103
752,401 998,401 - 900,162 20,339
11,005 11,005 - 11,008 644
2,858,231 4,232,714 - 3,960,699 112,510
2,787,241 2,787,241 554,000 2,792,034 120,049
577,526 577,526 189,000 582,290 33,280
3,364,767 3,364,767 743,000 3,374,324 153,329
290,845 941,103 - 1,128,633 26,424
4,591,221 5,069,446 554,000 4,712,930 185,152
752,401 998,401 - 900,162 20,339
577,526 577,526 189,000 582,290 33,280
11,005 11,005 - 11,008 644
$6,222,998 $7,597,481 $ 743,000 $7,335023 $ 265,839
$4,686,740 $4,686,740 $ 743,000 $4,713,801 $ 231,788
805,299 1,905,558 - 1,439,639 14,598
$5,492,039 $6,592,298 $ 743,000 $6,153,440 $ 246,386
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NOTE 3 — LOANS (continued)

The following table summarizes information relative to impaired loans by portfolio segment at
December 31, 2011:

Unpaid Average Interest
Recorded Principal Related Recorded Income
Investment Balance Allowance Investment Recognized
With no related allowance:
Commercial $ 828,752 $ 949,941 $ - $ 907,069 $ 41,000
Real estate:
Commercial 1,075,076 1,075,076 - 1,091,440 67,614
Residential - - - - -
Construction 671,341 1,121,341 - 763,874 -
Consumer - - - - -
2,575,169 3,146,358 - 2,762,383 108,614
With a related allowance:
Commercial - - - - -
Real estate
Commercial 2,794,901 2,794,901 554,000 2,794,171 125,549
Residential - - - - -
Construction 587,200 587,200 189,000 587,070 34,225
Consumer - - - - -
3,382,101 3,382,101 743,000 3,381,241 159,774
Total impaired loans:
Commercial 828,752 949,941 - 907,069 41,000
Real estate:
Commercial 3,869,977 3,869,977 554,000 3,885,611 193,163
Residential - - - - -
Construction 1,258,541 1,708,541 189,000 1,350,944 34,225
Consumer - - - - -

$5957,270 $6,528,459 $ 743,000 $6,143624 $ 268,388

Troubled debt restructurings
included in impaired loans:
Accruing

$5,257,177 $5,257,176 $ 743,000 $5,271,449 $ 268,388
Non-accrual -

700,093 1,271,283 - 872,175

$5957,270 $6,528,459 $ 743,000 $6,143624 $ 268,388

As a result of adopting the amendments in ASU 2011-02, the Bank reassessed all loan restructurings
occurring after adoption on January 1, 2011 to determine whether they are considered TDRs under the
amended guidance. The Bank identified as TDRs certain loans for which the allowance for loan losses
had previously been measured under a general allowance methodology. Upon identifying those loans as
TDRs, the Bank classified them as impaired under the guidance in ASC 310-10-35. The amendments in
ASU 2011-02 require prospective application of the impairment measurement for those loans newly
identified as impaired.
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At December 31, 2012, the outstanding recorded investment in loans which had been previously
determined to be impaired under ASC 310-10-35 was $4,957,773, and there was no allowance for loan
losses associated with those loans. Following is a summary of loans determined to be TDRs during the
years ended December 31, 2012 and 2011:

2012 2011
Number Amount Number Amount

of Pre- Post- of Pre- Post-
Loans  Modification Modification Loans  Modification Modification
Commercial 1 $ 246,679 $ 246,679 2 $ 800,000 $ 800,000

Real estate:

Commercial 1 57,933 57,933 4 3,869,977 3,869,977
Residential 1 218,649 218,649 - - -
Construction - - - 1 587,200 587,200
Consumer 1 11,005 11,005 - - -
4 $ 534266 $ 534,266 7 $5,257,177  $5,257,177

Of the loans that were identified as TDRs during the year ended December 31, 2012, two involved
extended terms, one resulted from the bankruptcy proceedings of the former co-borrower, and one
involved financial difficulty with renewal terms that did not mitigate the increased potential risk. During
the years ended December 31, 2012 and 2011, no loans that had been previously restructured had
payment defaults, nor were there any loans that had been previously restructured removed from this
classification (except by pay-offs).

The following table summarizes activity related to the allowance for loan losses for the year ended
December 31, 2012 by portfolio segment:

Balance Provision Loan Balance
Beginning for Loan Charge Loan End
of Year Losses Offs Recoveries of Year
Commercial $ 606,908 $ 774,882 $ (950,350) $ 10,959 $ 442,399
Real estate:
Commercial 2,305,371 (812,443) (369,229) 90,803 1,214,502
Residential 378,658 514,246 (525,348) 2,570 370,126
Construction 316,437 579,692 - - 896,129
Consumer 165,232 23,623 (30,872) 1,304 159,287
Total $3,772,606 $1,080,000 $(1,875,799) $ 105,636 $3,082,443
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NOTE 3 — LOANS (continued)

The following table summarizes activity related to the allowance for loan losses for the year ended

December 31, 2011 by portfolio segment:

Balance Provision Loan Balance
Beginning for Loan Charge Loan End
of Year Losses Offs Recoveries of Year
Commercial $ 475,434 $ 307,962 $(176,488) $ - $ 606,908
Real estate:
Commercial 1,578,457 940,825 (213,911) - 2,305,371
Residential 361,259 105,399 (93,000) 5,000 378,658
Construction 187,233 152,414 (23,210) - 316,437
Consumer 191,929 (26,600) (209) 112 165,232
Total $2,794,312 $1,480,000 $(506,818) $ 5,112 $3,772,606

The following table presents the basis upon which loans in each portfolio segment were reviewed for
impairment, with the related allowance for loan losses broken out on the same basis, at December 31,
2012 and 2011:

2012
Gross Loans Allowance for Loan Losses
Basis of Review Segment Basis of Review Segment
Individual Collective Total Individual  Collective Total

Commercial $ 290,845 $ 36,418,042 $ 36,708,887 $ - $ 442399 $ 442,399
Real estate:

Commercial 4,591,221 98,545,816 103,137,037 554,000 660,502 1,214,502

Residential 752,401 26,968,550 27,720,951 - 370,126 370,126

Construction 577,526 3,569,540 4,147,066 189,000 707,129 896,129
Consumer 11,005 3,533,689 3,544,694 - 159,287 159,287

Total $6,222,998 $169,035,637 $175,258,635 $ 743,000 $2,339,443 $3,082,443

2011
Gross Loans Allowance for Loan Losses
Basis of Review Segment Basis of Review Segment
Individual Collective Total Individual  Collective Total

Commercial $ 828,752 $ 35,982,670 $ 36,811,422 $ - $ 606,908 $ 606,908
Real estate:

Commercial 3,869,977 90,875,058 94,745,035 554,000 1,751,371 2,305,371

Residential - 29,272,523 29,272,523 - 378,658 378,658

Construction 1,258,541 2,405,247 3,663,788 189,000 127,437 316,437
Consumer - 3,567,510 3,567,510 - 165,232 165,232

Total $5,957,270 $162,103,008 $168,060,278 $ 743,000 $3,029,606 $3,772,606
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NOTE 4 - PROPERTY AND EQUIPMENT

Property and equipment at December 31, 2012 and 2011 are summarized as follows:

2012 2011
Land $ 1,115,352 $ 1,115,352
Building 5,356,495 5,356,495
Furniture and equipment 2,083,915 1,917,252

8,555,762 8,389,099
Less accumulated depreciation 1,690,794 1,336,718
Property and equipment, net $ 6,864,968 $ 7,052,381

Depreciation expense for the years ended December 31, 2012 and 2011 was $354,076 and $351,369,
respectively.

NOTE 5 - DEPOSITS

Deposit accounts at December 31, 2012 and 2011 are summarized as follows:

2012 2011
Non-interest bearing deposits $ 24,319,214 $ 20,502,285
Interest bearing deposits:
Interest checking 19,643,381 12,414,355
Money market 100,346,898 79,336,701
Savings 1,865,151 814,691
Time, less than $100,000 17,085,356 22,887,655
Time, $100,000 and over 46,093,951 61,507,179
Total deposits $ 209,353,951 $ 197,462,366

At December 31, 2012 and 2011 there were deposits amounting to approximately $6.0 million and $14.9
million, respectively, obtained from outside the Bank’s market area through the internet and deposit
brokers.

At December 31, 2012 the scheduled maturities of time deposits were as follows:

2013 $ 50,770,727
2014 8,148,125
2015 2,441,714
2016 1,577,629
2017 241,112

Total time deposits $ 63,179,307
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NOTE 6 - OTHER BORROWINGS

Repurchase Agreements - All of the Bank’s repurchase agreements are with its commercial deposit
customers. At December 31, 2012 and 2011, respectively, balances of $5,311,528 and $7,089,616 were
outstanding at rates of 0.35% and 0.50% for the respective year-ends.

Federal Funds Lines of Credit - The Bank maintains federal funds lines of credit with correspondent
banks to meet short-term liquidity needs. Advances under these agreements are unsecured and are limited
to terms ranging from seven to 15 days. These banks have reserved the right to withdraw these lines at
their option. At December 31, 2012, the Bank had credit availability of $13.5 million under these lines
with no advances outstanding.

FHLB Line of Credit - The Bank has an approved credit line with the FHLB of approximately $24.9
million, subject to the Bank’s ability to pledge qualifying collateral. Advances totaled $2.0 million at
December 31, 2012 and $3.0 million at December 31, 2011.

All advances are at fixed rates with interest paid monthly and principal paid at maturity. The following
table summarizes FHLB borrowings at December 31, 2012:

Interest
Maturity Date Balance Rate
August 20, 2013 $ 1,000,000 4.13 %
September 29, 2014 1,000,000 3.03

$2,000,000

Federal Reserve Bank Credit Facility - The Bank is eligible to borrow through the Federal Reserve
Bank’s (“FRB”) “Discount Window” program. Any borrowings under this program must be secured by
eligible collateral and are limited to very short terms, typically overnight. The FRB has indicated that
though institutions are not required to seek funding elsewhere before requesting credit, they expect that
institutions will use the Discount Window as a backup rather than a regular source of funding. The Bank
has never used this funding source, but maintains it as a part of its contingency funding plan. The Bank
estimates that credit availability under this program was approximately $99.1 million at December 31,
2012.
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NOTE 7 - INCOME TAXES

The income tax effects of temporary differences between financial statement carrying values and the tax
bases of assets and liabilities, as well as net operating loss carryforwards at December 31, 2012 and 2011
are as follows:

2012 2011
Deferred tax assets:

Allowance for loan losses $ 793,774 $1,116,171
Organization and start-up costs 141,856 157,618
Other 489,340 329,771
Total deferred tax assets 1,424,970 1,603,560

Deferred tax liabilities:
Property and equipment 366,451 312,012
Loan origination costs 77,930 88,540
Unrealized gains on securities available for sale 526,837 494,426
Other 27,629 41,177
Total deferred tax liabilities 998,847 936,155
Net deferred tax asset $ 426,123 $ 667,405

Deferred tax assets represent the future tax benefit of deductible differences and, if it is more likely than
not that a tax asset will not be realized, a valuation allowance is required to reduce the recorded deferred
tax assets to net realizable value. At December 31, 2012 and 2011, management determined that no
valuation allowance was necessary. In the year ended December 31, 2011, a tax benefit of $516,639 was
recorded to eliminate the valuation allowance which previously had been provided to reflect
management’s estimate of the net realizable value of the deferred tax asset.

The Bank has analyzed the tax positions taken or expected to be taken in its tax returns and concluded it has
no liability related to uncertain tax positions.

The Bank’s federal and state income tax returns are open and subject to examination from the 2009 tax return
year and forward.

The income tax expense (benefit) for the years ended December 31, 2012 and 2011 is summarized as
follows:

2012 2011
Income taxes currently payable $ 653,611 $ 898,511
Net deferred income tax expense (benefit) 208,871 (328,986)
Change in valuation allowance - (516,639)
Income tax expense $ 862,482 $ 52,886
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NOTE 7 - INCOME TAXES (continued)

The income tax expense for the years ended December 31, 2012 and 2011 is reconciled to the amount of
income tax computed at the federal statutory rate of 34% on income before income taxes as follows:

2012 2011

Tax expense at statutory rate $ 821,223 $ 434,104
Increase (decrease) in taxes resulting from:

Stock option compensation 31,068 65,884

State income taxes, net of federal benefit 23,060 18,175

Other, net (12,869) 51,362

Change in valuation allowance - (516,639)

Income tax expense $ 862,482 $ 52,886

NOTE 8 - COMMITMENTS AND CONTINGENCIES

During the years ended December 31, 2012 and 2011, the Bank leased various equipment under
operating leases. Lease expense for the years ended December 31, 2012 and 2011 was approximately
$6,000 and $12,000, respectively. Future minimum rental payments under non-cancelable operating
leases having remaining terms in excess of one year in the aggregate are not material.

The Bank has a contract for data processing services with a remaining term of 54 months at December
31, 2012 with an average monthly minimum payment of approximately $26,000.

The Bank has entered into employment agreements with two executive officers. The initial three-year
terms expired December 15, 2011, and the agreements were and will continue to be extended
automatically for successive one-year terms unless a respective officer’s employment is terminated under
various provisions of the agreements. These agreements include provisions regarding term,
compensation, benefits, incentive programs, stock option plans, severance, and non-compete provisions.

Management is not aware of any legal proceedings which would have a material adverse effect on the
financial position or operating results of the Bank.

NOTE 9 - FINANCIAL INSTRUMENTS WITH OFF-BALANCE SHEET RISK

In the ordinary course of business, and to meet the financing needs of its customers, the Bank is a party to
various financial instruments with off-balance sheet risk. These financial instruments, which include
commitments to extend credit and standby letters of credit, involve, to varying degrees, elements of credit
and interest rate risk in excess of the amounts recognized in the balance sheet. The contract amounts of
those instruments reflect the extent of involvement the Bank has in particular classes of financial
instruments.

The Bank’s exposure to credit loss in the event of non-performance by the other party to the financial
instrument for commitments to extend credit and standby letters of credit is represented by the contractual
amounts of those instruments. The same credit policies used for on-balance sheet instruments are used in
making commitments and conditional obligations.
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NOTE 9 - FINANCIAL INSTRUMENTS WITH OFF-BALANCE SHEET RISK (continued)

The Bank evaluates each customer’s credit worthiness on a case-by-case basis. The amount of collateral
obtained, if deemed necessary by the Bank upon extension of credit, is based on management’s credit
evaluation of the borrower. Collateral varies but may include accounts receivable, inventory, property,
plant and equipment, and commercial and residential real estate. Since many of the commitments may
expire without being drawn upon, the total commitment amounts do not necessarily represent future cash
requirements.

Commitments to extend credit are agreements to lend to a customer as long as there is no violation of any
material condition established in the contract. Commitments generally have fixed expiration dates or
other termination clauses and may require the payment of a fee. At December 31, 2012, the Bank’s
commitments to extend additional credit totaled approximately $30.8 million, the majority of which are at
variable rates of interest with varying maturities. Included in the Bank’s total commitments are standby
letters of credit. Letters of credit are commitments issued by the Bank to guarantee the performance of a
customer to a third party and totaled approximately $236,515 at December 31, 2012.

NOTE 10 - EMPLOYEE BENEFIT PLAN

The Bank has a 401(k) plan which covers all eligible employees. Participants may contribute up to
$17,500 per year, and the Bank matches contributions equal to 100% of employee contributions up to
three percent (3%) of eligible compensation plus 50% of employee contributions up to the next two
percent (2%) of eligible compensation. Contributions to the plan were approximately $99,000 and
$100,000 in the years ended December 31, 2012 and 2011, respectively.

NOTE 11 - PREFERRED STOCK

On August 23, 2011, the Bank completed the sale of $5 million of Series A preferred stock to the
Secretary of the Treasury under the Small Business Lending Fund (“SBLF”). The fund was established
under the Small Business Jobs Act of 2010 that was created to encourage lending to small businesses by
providing capital to qualified community banks with assets less than $10 billion.

Under the terms of the stock purchase agreement, the Treasury received 5,000 shares of $1.00 par value,
non-cumulative perpetual preferred stock with a liquidation value of $1,000 per share in exchange for $5
million.

The Series A preferred stock qualifies as Tier 1 capital. The dividend rate can fluctuate on a quarterly
basis during the first 10 quarters the Series A preferred stock is outstanding, based upon changes in the
level of qualified small business lending. The dividend rate is calculated based on the increase in the
level of qualified small business lending over the baseline level calculated under the terms of the related
purchase agreement and may range from one percent (1%) to five percent (5%) per annum for the first
nine calendar quarters, beginning with the initial dividend period. For the tenth calendar quarter through
four and one half years after issuance, the dividend rate will be fixed at between one percent (1%) and
seven percent (7%) based upon the level of the qualified small business lending compared to the baseline.
After four and one half years from the issuance, the dividend rate will increase to nine percent (9%).

Beginning with the initial dividend period, which ended September 30, 2011, and for each dividend
period since, the Bank’s dividend rate was one percent (1%). For the years ended December 31, 2012 and
2011, respectively, the Bank paid dividends of $50,000 and $17,777.
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NOTE 11 - PREFERRED STOCK (continued)

Subject to regulatory approval, the Bank is generally permitted to redeem the Series A preferred shares at
par plus unpaid dividends.

NOTE 12 — DIVIDENDS

Currently, the Bank has no plans to initiate payment of cash dividends on its common shares. It is
anticipated that any future dividends paid by the Bank to common shareholders would be dependent on
earnings, capital requirements, and financial condition. Additionally, as a condition of receiving a state
banking charter, the Bank agreed to pay no cash dividends until its retained deficit is eliminated. This
restriction was waived in connection with the Bank’s participation in the SBLF program with regard to
dividends on the Series A preferred stock.

NOTE 13 - STOCK COMPENSATION

Stock Option Plan - The Bank has a stock option plan for the benefit of the Bank’s officers, employees,
and directors. Under terms of the Plan, the Board may grant options to purchase common stock
(“options”) of the Bank aggregating up to 525,000 shares. Options issued under the plan have an exercise
price equal to the stock’s fair market value (based on the most recent over-the-counter stock trades) on the
grant date. The life of options granted cannot exceed 10 years. On February 16, 2010, the Plan was
amended to allow members of the Board to participate in the Plan.

The following is a summary of activity in the stock option plan for the years ended December 31, 2012
and 2011:

2012 2011
Weighted Weighted Weighted  Weighted
Average Average Average Average
Exercise Fair Exercise Fair
Shares Price Value Shares Price Value

Outstanding, beginning of year 394,000 $ 10.19 $ 4.07 400,000 $ 1025 $ 4.09
Granted - - -

Forfeited - - - (6,000) 13.88 5.69
Outstanding, end of year 394,000 10.19 4.07 394,000 10.19 4.07
Options exercisable 309,700 10.34 411 239,800 10.40 413
Non-vested options, end of year 84,300 9.64 3.90 154,200 9.86 3.98
Options vesting during year 69,900 10.37 4.07 69,900 10.37 4.07
Shares available for grant 131,000 131,000

All options outstanding have a 10-year life and substantially all have a five-year vesting period. Stock
options outstanding and vested at December 31, 2012 have an average remaining life of 5.2 years and of
6.2 years, respectively. Exercise prices per share of outstanding stock options range from $9.50 to
$16.50. At December 31, 2012, 28,000 options had an insignificant amount of intrinsic value; at
December 31, 2011, no options had intrinsic value.

-30-



CAROLINA ALLIANCE BANK AND SUBSIDIARY
Notes to Consolidated Financial Statements

NOTE 13 - STOCK COMPENSATION (continued)

The following table summarizes other information concerning stock option awards granted by the Bank as
of and for the years ended December 31, 2012 and 2011:

2012 2011
Compensation charged against pretax income $181,372 $300,009
Approximate future compensation of options outstanding $191,000 $369,000
Weighted average years remaining to recognize future compensation 2.4 years 2.0 years

Director Compensation Program - In 2012, the Bank adopted a compensation plan for its 14 independent
directors. Monthly fees earned by the directors are determined based on a combination of fixed amounts
for board and committee membership, and variable amounts based on the number of meetings attended.
The program was effective June 1, 2012, and total fee expense was $85,750 in the year ended December
31, 2012.

Directors may elect payment of fees in the form of cash or in Bank stock. Fees earned and payable in
cash are paid quarterly, and fees payable in Bank stock are settled semi-annually. The total of stock-
settled fees earned in 2012 was $60,995, which was settled in January 2013 through the issuance of 6,594
shares at a market price on the date of settlement of $9.25 per share.

NOTE 14 - REGULATORY MATTERS

The Bank is subject to various regulatory capital requirements administered by the federal banking
regulatory agencies. Failure to meet minimum capital requirements can initiate certain mandatory, and
possible additional discretionary actions by regulators that, if undertaken, could have a direct material
effect on the Bank’s financial statements.

Under capital adequacy guidelines and the regulatory framework for prompt corrective action, the Bank
must meet specific capital guidelines that involve quantitative measures of the Bank’s assets, liabilities,
and certain off-balance-sheet items as calculated under regulatory accounting practices. The Bank’s
capital amounts and classification also are subject to qualitative judgments by the regulators about
components, risk weightings, and other factors.
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Quantitative measures established by regulation to ensure capital adequacy require the Bank to maintain
minimum amounts and ratios (set forth in the table below) of total and Tier 1 capital to risk-weighted
assets, and of Tier 1 capital to average assets. As of December 31, 2012, the most recent notification
from the Bank’s primary regulator categorized the Bank as “well capitalized” under the regulatory
framework for prompt corrective action. There are no conditions or events that management believes

have changed the Bank’s category.

The following table summarizes the capital amounts and ratios of the Bank and the regulatory minimum
requirements at December 31, 2012 and 2011:

As of December 31, 2012:
Total capital
(To risk weighted assets)
Tier 1 capital
(To risk weighted assets)
Tier 1 capital
(To average assets)

As of December 31, 2011:
Total capital
(To risk weighted assets)
Tier 1 capital
(To risk weighted assets)
Tier 1 capital
(To average assets)

To be Well
Capitalized
Under Prompt
For Capital Corrective
Adequacy Purposes  Action Provisions
Actual Minimum Minimum
Amount Ratio Amount Ratio Amount Ratio
(Amounts in $000)
$ 32,851 17.3% $15,220 8.0% $ 19,026 10.0%
30,464 16.0 7,610 4.0 11,415 6.0
30,464 12.3 9,922 4.0 12,402 5.0
$ 30,847 16.8%  $ 14,652 8.0% $ 18,315 10.0%
28,539 15.6 7,326 4.0 10,989 6.0
28,539 11.4 10,008 4.0 12,510 5.0

NOTE 15 - RELATED PARTY TRANSACTIONS

Certain directors, executive officers and companies with which they are affiliated (collectively referred to
as “insiders™) are customers of and have banking transactions with the Bank in the ordinary course of
business. Loans to insiders are made on substantially the same terms, including interest rates and

collateral, as those prevailing at the time for comparable arms-length transactions. At December 31, 2012
and 2011, respectively, loans to insiders approximated $7.2 million and $6.6 million, and deposits from
insiders approximated $9.2 million and $10.5 million.
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NOTE 16 - FAIR VALUE OF FINANCIAL INSTRUMENTS

Financial instruments include cash and due from banks, federal funds sold, investment securities, other
investments, loans, deposit accounts, other borrowings, and accrued interest. The following methods and
assumptions were used by the Bank in estimating fair values of financial instruments recorded or
disclosed in the financial statements:

Cash and Due from Banks - For these short-term instruments, the carrying amounts approximate their fair
values.

Bank Term Deposits - Fair values for fixed-rate certificates of deposit are estimated utilizing a discounted
cash flow calculation that applies current market interest rates of certificates of deposits with similar
remaining maturities to the portfolio of certificates of deposits.

Federal Funds Sold and Interest Bearing Bank Balances - The carrying amount of federal funds sold and
interest bearing bank balances approximate its fair value due to their short maturities (daily).

Investment Securities - Fair value for investment securities equals quoted market price if such information
is available. If a quoted market price is not available, fair value is estimated using quoted market prices for
similar securities. The Bank utilizes a third party pricing service to provide valuations on its securities
portfolio. Most of these securities are U.S. government agency debt obligations or agency mortgage-backed
securities traded in active markets. The third party valuations are determined based on the characteristics of
each security (such as maturity, duration, rating, etc.) and in reference to similar or comparable securities.
Due to the nature and methodology of these valuations, the Bank considers these fair value measurements as
Level 2.

Other Investments - No ready market exists for the FHLB stock, and it has no quoted market value.
However, redemption of the stock historically has been at par value, therefore it is stated at the Bank’s
cost basis.

Accrued Interest Receivable and Payable - The carrying amounts for these items approximate their fair
values due to the short period to settlement (three months or less).

Loans - For variable rate loans that reprice based on each change in a reference rate (e.g. prime rate), fair
values are based on carrying values. Fair values for all other loans are estimated using discounted cash flow
analyses, with interest rates currently being offered for loans with similar terms to borrowers of similar
credit quality. Fair values for impaired loans are estimated using discounted cash flow analyses or
underlying collateral values, where applicable.

Deposits - The fair values disclosed for demand deposits are, by definition, equal to their carrying amounts.
Fair values for fixed-rate certificates of deposit are estimated using a discounted cash flow calculation that
applies interest rates currently being offered on certificates to a schedule of aggregated monthly maturities.

Securities Sold Under Agreements to Repurchase - The carrying value of these retail repurchase
agreements approximates fair value since these obligations mature daily.
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NOTE 16 - FAIR VALUE OF FINANCIAL INSTRUMENTS (Continued)

Advances from FHLB of Atlanta - The valuation methodology utilizes a discounted cash flow calculation
that applies current offered interest rates for fixed rate advances with similar remaining maturities.

Off-Balance Sheet Instruments - Fair values of off-balance sheet lending commitments are based on fees
currently charged to enter into similar agreements, taking into account the remaining terms of the
agreements and the counterparties’ credit standing. The total fair value of such instruments is not

material.

Fair value estimates are made at a specific point in time, based on relevant market information and
information about the financial instrument. These estimates do not reflect any premium or discount that
could result from offering for sale at one time the Bank’s entire holdings of a particular financial
instrument. Because no market exists for a significant portion of the Bank’s financial instruments, fair
value estimates are based on judgments regarding future expected loss experience, current economic
conditions, risk characteristics of various financial instruments, and other factors. These estimates are
subjective in nature and involve uncertainties and, therefore, cannot be determined with precision.
Changes in assumptions could affect these estimates significantly.

The estimated fair values of the Bank’s financial instruments were as follows at December 31, 2012 and

2011:

Financial Assets:

Cash and due from banks

Federal funds sold and interest bearing
bank balances

Bank term deposits

Investment securities, available for sale

Other investments

Loans, net

Accrued interest receivable

Financial Liabilities:
Deposits
Securities sold under agreements to
repurchase
Advances from FHLB of Atlanta
Accrued interest payable

2012 2011

Carrying Fair Carrying Fair

Amount Value Amount Value
$ 7,209,287 $ 7,209,287 $ 5,183,531 $ 5,183,531
7,852,117 7,852,117 5,155,490 5,155,490
4,980,000 4,992,166 3,735,000 3,731,394
46,902,315 46,902,315 49,782,266 49,782,266
448,400 448,400 625,800 625,800
172,283,554 173,731,565 164,422,185 166,141,218
693,078 693,078 705,994 705,994
209,353,951 207,695,154 197,462,866 196,878,613
5,311,528 5,311,528 7,089,616 7,089,616
2,000,000 2,068,036 3,000,000 3,135,219
60,537 60,537 102,629 102,629
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NOTE 16 - FAIR VALUE OF FINANCIAL INSTRUMENTS (Continued)

The Bank reports fair value on a recurring basis for certain financial instruments, most notably available
for sale investment securities. The table below presents the balances of assets and liabilities measured at
fair value on a recurring basis:

Total Level 1 Level 2 Level 3
December 31, 2012:
Investment securities, available for sale:
U.S. government agency and sponsored
enterprises $ 5229331 $ - $5229331 $
Agency mortgage-backed securities 26,948,485 - 26,948,485
Agency collateralized mortgage obligations 8,005,221 - 8,005,221
Municipal securities 6,719,278 - 6,719,278
Total $46,902,315 $ - $46,902,315 $

December 31, 2011:
Investment securities, available for sale:
U.S. government agency and sponsored

enterprises $ 1821429 $ - $1821,429 $
Agency mortgage-backed securities 33,784,543 - 33,784,543
Agency collateralized mortgage obligations 8,654,363 - 8,654,363
Municipal Securities 5,521,931 - 5,521,931

Total $49,782,266 $ - $49,782,266 $

The Bank may be required, from time to time, to measure certain assets at fair value on a non-recurring
basis. These include assets that are measured at the lower of cost or market that were recognized at fair
value which was below cost at the end of the period. Assets subject to non-recurring use of fair value
measurements include impaired loans and foreclosed assets. Due to the use of both observable and
unobservable inputs and the significant amount of judgment required in the determination of fair values,
both of these categories of assets are considered to be valued under Level 3 inputs.

The fair value of impaired loans is determined based upon the present value of expected cash flows
discounted at the loan’s effective interest rate or the fair value of the collateral if the loan is collateral-
dependent. The fair value of collateral is determined by obtaining an observable market price or
obtaining an appraised value from an independent, licensed or certified appraiser, using observable
market data. This data includes information such as selling price of similar properties and capitalization
rates of similar properties sold within the market, adjusted for differences in the properties, expected
future cash flows, or earnings of the subject property based on current market expectations and other
relevant factors. In addition, management may apply selling and other discounts to the underlying
collateral value to determine the fair value.

Other real estate owned is valued by use of appraisals and management judgment as described for
valuation of collateral underlying collateral-dependent impaired loans.
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The following tables present the fair value measurement of assets measured at fair value on a
nonrecurring basis and the level within the fair value hierarchy in which the fair value measurements fall

at December 31, 2012 and 2011:

December 31, 2012:
Impaired loans

Other real estate owned
Repossessed collateral

Total

December 31, 2011:
Impaired loans
Other real estate owned

Total

Total Level 1 Level 2 Level 3
$ 5,479,998 - $ 5,479,998
797,658 - 797,658
102,427 - 102,427
$ 6,380,083 - $ 6,380,083
$ 5,214,270 - $ 5,214,270
876,960 - 876,960
$ 6,091,230 - $ 6,091,230

For Level 3 assets and liabilities measured at fair value on a recurring or non-recurring basis as of
December 31, 2012, the significant unobservable inputs used in the fair value measurements were as

follows:

Impaired loans

Other real estate owned

Repossessed collateral

Total

Fair Value

Valuation Technique

Significant
Unobservable Inputs

$ 5,479,998

797,658

102,427

$ 6380083

Appraised Value,
Discounted Cash
Flows and Market
Value of the
Underlying Collateral

Appraised Value and
Estimates from
Independent Sources

Appraised Value and
Estimates from
Independent Sources
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