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PART I
Item 1. Business
General

Provident Community Bancshares, Inc. (“Provident Community Bancshares™) is the bank holding company
for Provident Community Bank, N.A. (the “Bank™). Provident Community Bancshares has no material assets or
liabilities other than its investment in the Bank. Provident Community Bancshares’ business activity primarily
consists of directing the activities of the Bank. Accordingly, the information set forth in this report, including
financial statements and related data, relates primarily to the Bank. Provident Community Bancshares and the Bank
are collectively referred to as the “Corporation” herein.

The Bank’s operations are conducted through its main office in Rock Hill, South Carolina and eight full-
service banking centers, all of which are located in the upstate area of South Carolina. The Bank is regulated by the
Office of the Comptroller of the Currency (the “OCC”), is a member of the Federal Home Loan Bank of Atlanta
(the “FHLB”) and its deposits are insured up to applicable limits by the Federal Deposit Insurance Corporation (the
“FDIC”). Provident Community Bancshares is subject to regulation by the Federal Reserve Board (the “FRB”).

The business of the Bank primarily consists of attracting deposits from the general public and originating
loans to consumers and businesses. The Bank also maintains a portfolio of investment securities. The principal
sources of funds for the Bank’s lending activities include deposits received from the general public, interest and
principal repayments on loans and, to a lesser extent, borrowings from the FHLB and other parties. The Bank’s
primary source of income is interest earned on loans and investments. The Bank’s principal expense is interest paid
on deposit accounts and borrowings and expenses incurred in operating the Bank.

On December 21, 2010, the Bank entered into a stipulation and consent to the issuance of a consent order
with the Office of the Comptroller of the Currency. The Order is a formal enforcement action pursuant to which the
Bank has agreed to address specific areas through the adoption and implementation of procedures, plans and
policies designed to enhance the safety and soundness of the Bank. These affirmative actions include management
assessment, implementation of plans to address capital, our interest in problem assets, asset concentration,
allowance for loan losses, loan portfolio management, strategic planning and liquidity and funds management. In
addition, the Bank is required to maintain specified capital levels, notify the Comptroller of director and
management changes and obtain prior approval of dividend payments.

Forward-Looking Statement

This annual report contains certain “forward-looking statements” within the meaning of the federal
securities laws. These forward-looking statements are generally identified by use of the words “believe,” “expect,”
“intend,” “anticipate,” “estimate,” “project” or similar expressions. These forward-looking statements include, but
are not limited to, estimates and expectations of future performance with respect to the financial condition and
results of operations of the Corporation and other factors. These forward-looking statements are not guarantees of
future performance and are subject to various factors that could cause actual results to differ materially from these
forward-looking statements. These factors include, but are not limited to: changes in general economic and market
conditions and the legal and regulatory environment in which the Corporation operates; the development of an
interest rate environment that adversely affects the Corporation’s interest rate spread or other income anticipated
from the Corporation’s operations; changes in consumer spending, borrowing and savings habits; adverse changes
in the securities markets; changes in accounting policies and practices; and increased competitive pressures among
financial services companies. These risks and uncertainties should be considered in evaluating forward-looking
statements and undue reliance should not be placed on such statements. The Corporation does not undertake—and
specifically disclaims any obligation—to publicly release the results of any revisions that may be made to any
forward-looking statements to reflect events or circumstances after the date of such statements or to reflect the
occurrence of anticipated or unanticipated events.



Competition

The Bank faces competition in both the attraction of deposit accounts and in the origination of mortgage,
commercial and consumer loans. Its most direct competition for savings deposits historically has been derived from
other commercial banks and thrift institutions located in and around Union, Laurens, Fairfield, Greenville and York
Counties, South Carolina. As of June 30, 2010, according to information presented on the Federal Deposit
Insurance Corporation’s website, the Bank held 41.5% of the deposits in Union County, which was the second
largest share of deposits out of five financial institutions in the county. Additionally, the Bank held 29.9% of the
deposits in Fairfield County, which was the second largest out of three financial institutions in the county, 6.6% of
the deposits in Laurens County, which was the sixth largest share of deposits out of nine financial institutions in the
county and 3.6% of the deposits in York County, which was the ninth largest out of 17 financial institutions in that
county. The Corporation held 0.2% of the deposits in Greenville County, which was 30" out of 34 financial
institutions in the county. The Bank competes with super-regional banks, such as BB&T, SunTrust and Carolina
First Bank (which is part of TD Bank), and large regional banks, such as First-Citizens Bank and Trust Company of
South Carolina. These competitors have substantially greater resources and lending limits than does the Bank and
offer services that the Bank does not provide. The Bank faces additional significant competition for investor funds
from money market instruments and mutual funds. It competes for savings by offering depositors a variety of
savings accounts, convenient office locations and other services.

The Bank competes for loans principally through the interest rates and loan fees it charges and the
efficiency and quality of the services it provides borrowers, real estate brokers and home builders. The Bank’s
competition for real estate loans comes principally from other commercial banks, thrift institutions and mortgage
banking companies.

Competition has increased and is likely to continue to increase as a result of legislative, regulatory and
technological changes and the continuing trend of consolidation in the financial services industry. Technological
advances, for example, have lowered barriers to market entry, allowed banks to expand their geographic reach by
providing services over the Internet and made it possible for non-depository institutions to offer products and
services that traditionally have been provided by banks. The Gramm-Leach-Bliley Act, which permits affiliation
among banks, securities firms and insurance companies, also has changed and may continue to change the
competitive environment in which the Bank conducts business.

Lending Activities

General. Set forth below is selected data relating to the composition of the Bank’s loan portfolio on the
dates indicated (dollars in thousands).

At December 31,
2010 2009 2008 2007 2006
Amount Percent Amount Percent Amount Percent  Amount Percent Amount Percent
Real estate loans:

Residential ............ccccovvenenene $ 14,166 712% $ 16,877 6.74% $ 20,235 7.26% $ 24,989 9.74% $29,482 12.71%
Commercial .............. 99,612 50.08 110,901 44.28 110,589 39.68 76,864 29.97 62,450 26.93
Construction loans 665 0.34 2,923 1.17 5,867 211 4,764 1.86 5,787 2.50

Total real estate loans...... 114,443 57.54 130,701 52.19 136,691 49.05 106,617 41.57 97,719 42.14
Consumer and installment

10aNS.....cooiiieic 45,269 22.76 52,287 20.88 57,002 20.45 51,846 20.21 46,136  19.90
Commercial loans................ 46,809 23.53 73,525 29.36 94,012 33.74 104,261 _40.65 93,562 _40.35

Total loans........cccceevvnnnne 206,521 103.83 256,513 10243 287,705 103.24 262,724 102.43 237,417 102.39
Less:
Undisbursed loans in

PrOCESS .o (143) 0.07) (320) (0.13) (1,926) (0.69) (2,379) (0.93) (2,238) (0.97)
Loan discount

unamortized...........cco.e.... (269) (0.13) (309) (0.12) (383) (0.14) (476) (0.18) (607) (0.26)
Allowance for loan

10SSES ..oovevvevereiecieieiene (7,379) (3.71) (5,579) (2.23) (6,778) (2.43) (3,344) (1.30) (2,754) (1.19)
Deferred loan fees............... 166 0.08 115 0.05 47 0.02 (38) _(0.02) 68 _0.03

Net loans receivable............ $198,896 100.00% $250,420 100.00% $278,665 100.00% $256,487 100.00%  $231,886 100.00%



The following table sets forth, at December 31, 2010, certain information regarding the dollar amount of
principal repayments for loans becoming due during the periods indicated (in thousands). 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
After
Due 1 Year
Within  Through Due After
One Year 5 Years 5 Years Total
Real estate loans:
Residential 10ans.........cooveiiiiiiii i $ 46 $ 1,040 $ 13,080 $ 14,166
CommErCial I0ANS..........cociiiiieiec et 27,779 50,977 20,856 99,612
Construction 10aNS (1) ...c.vevvverreirineiseesee s 665 - - 665
Consumer and installment 10ans..........cccocevveeie e, 6,495 17,587 21,187 45,269
Commercial [0aNS........ccveiviiiicicie e 20,792 14,925 11,092 46,809
B 0] - | R $ 55,777 $ 84529 $ 66,215 $ 206,521

(1) Includes construction/permanent loans.

The actual average life of mortgage loans is substantially less than their contractual term because of loan
repayments and because of enforcement of due-on-sale clauses that give the Bank the right to declare a loan
immediately due and payable if, among other things, the borrower sells the real property subject to the mortgage and
the loan is not repaid. The average life of mortgage loans tends to increase, however, when current mortgage loan
rates substantially exceed rates on existing mortgage loans.

The following table sets forth, at December 31, 2010, the dollar amount of loans due after December 31,
2011 which have fixed rates of interest and which have adjustable rates of interest (in thousands).

Fixed Adjustable Total

Real estate loans:
Residential 10anS..........cccooevvviviieeiecieee e, $ 9,080 $ 5,040 $ 14,120
Commercial 10ans.........ccoevevvevceeiiieeieene, 49,192 22,641 71,833
Consumer and installment loans.................... 17,719 21,055 38,774
Commercial 10ans.........coccvevvveeeieiiee e 14,277 11,740 26,017
TOtAl e $90,268 $60,476 $150,744

Real Estate Loans. The Bank originates residential mortgage loans to enable borrowers to purchase
existing single family homes or to construct new homes. At December 31, 2010, $14.2 million, or 7.1% of the
Corporation’s net loan portfolio consisted of loans secured by residential real estate (net of undisbursed principal,
excluding construction loans).

Regulations limit the amount that national banks may lend in relationship to the appraised value of the real
estate securing the loan, as determined by an appraisal at the time of loan origination. Federal banking regulations
permit a maximum loan-to-value ratio of 100% for one-to four-family dwellings and 85% for all other real estate
loans. The Bank’s lending policies, however, limit the maximum loan-to-value ratio on one-to four-family real
estate mortgage loans to 80% of the lesser of the appraised value or the purchase price. Any single-family loan
made in excess of an 80% loan-to-value ratio and any commercial real estate loan in excess of a 75% loan-to-value
ratio is required to have private mortgage insurance or additional collateral. In the past, the Bank has originated
some commercial real estate loans in excess of a 75% loan-to-value ratio without private mortgage insurance or
additional collateral.



The loan-to-value ratio, maturity and other provisions of the loans made by the Bank generally have
reflected a policy of making less than the maximum loan permissible under applicable regulations, market
conditions, and underwriting standards established by the Bank. Mortgage loans made by the Bank generally are
long-term loans (15-30 years), amortized on a monthly basis, with principal and interest due each month. In the
Bank’s experience, real estate loans remain outstanding for significantly shorter periods than their contractual terms.
Borrowers may refinance or prepay loans, at their option, with no prepayment penalty.

The Bank offers a full complement of mortgage lending products with both fixed and adjustable rates. Due
to the nature of the Bank’s marketplace, only a small percentage of residential loans are adjustable-rate mortgage
loans (“ARMSs”). The Bank offers ARMs tied to U.S. Treasury Bills with a maximum interest rate adjustment of 2%
annually and 6% over the life of the loan. At December 31, 2010, the Bank had approximately $5.1 million of
ARMs, or 2.5% of the Bank’s total loans receivable. At December 31, 2010, $9.1 million, or 4.6%, of the Bank’s
loan portfolio consisted of long-term, fixed-rate residential real estate loans.

Net interest income depends to a large extent on how successful the Bank is in “matching” interest-earning
assets and interest-bearing liabilities. The Corporation has taken steps to reduce its exposure to rising interest rates.
For a discussion of these steps, see “Management’s Discussion and Analysis of Financial Condition and Results of
Operations.”

Commercial real estate loans constituted approximately $99.6 million, or 50.1%, of the Bank’s net loan
portfolio at December 31, 2010. Commercial real estate loans consist of permanent loans secured by multi-family
loans, generally apartment houses, as well as commercial and industrial properties, including office buildings,
warehouses, shopping centers, hotels, motels and other special purpose properties. Commercial real estate loans are
originated and purchased for inclusion in the Bank’s portfolio. These loans generally have 20 to 30-year
amortization schedules and are callable or have balloon payments after five years. Typically, the loan documents
provide for adjustment of the interest rate every one to three years. Fixed-rate loans secured by multi-family
residential and commercial properties have terms ranging from 20 to 25 years.

Loans secured by multi-family and commercial real estate properties may involve greater risk than single-
family residential loans. Such loans generally are substantially larger than single-family residential loans. Further,
the payment experience on loans secured by commercial properties typically depends on the successful operation of
the properties, and thus may be subject to a greater extent to adverse conditions in the real estate market or in the
economy generally. Our largest commercial real estate loan relationship was a $4.4 million loan secured by
commercial real estate including land and buildings located in Rock Hill, South Carolina. This loan was performing
according to its original terms at December 31, 2010.

Construction Loans. The Bank engages in construction lending that primarily is secured by single family
residential real estate and, to a much lesser extent, commercial real estate. The Bank grants construction loans to
individuals with a takeout for permanent financing from one of our correspondent mortgage lenders or another
financial institution, and to approved builders on both presold and unsold properties.

Construction loans to individuals are originated for a term of one year or less or are originated to convert to
permanent loans at the end of the construction period. Construction loans are originated to builders for a term not to
exceed 12 months. Generally, draw inspections are handled by the appraiser who initially appraised the property;
however, in some instances the draw inspections are performed by a new appraisal firm.

Construction financing affords the Bank the opportunity to achieve higher interest rates and fees with
shorter terms to maturity than do single-family permanent mortgage loans. However, construction loans generally
are considered to involve a higher degree of risk than single-family permanent mortgage lending due to: (1) the
concentration of principal among relatively few borrowers and development projects; (2) the increased difficulty at
the time the loan is made of estimating the building costs and the selling price of the property to be built; (3) the
increased difficulty and costs of monitoring the loan; (4) the higher degree of sensitivity to increases in market rates
of interest; and (5) the increased difficulty of working out loan problems.



At December 31, 2010, the Bank had approximately $665,000 outstanding in construction loans, including
approximately $143,000 in undisbursed proceeds. Substantially all of these loans were secured by one- to four-
family residences.

Consumer Loans. The Bank’s consumer loan portfolio primarily consists of automobile loans on new and
used vehicles, mobile home loans, boat loans, second mortgage loans, loans secured by savings accounts and
unsecured loans. The Bank makes consumer loans to serve the needs of its customers and as a way to improve the
interest-rate sensitivity of the Bank’s loan portfolio.

Consumer loans tend to bear higher rates of interest and have shorter terms to maturity than residential
mortgage loans. However, consumer loans historically have tended to have a higher rate of default than residential
mortgage loans. Additionally, consumer loans entail greater risk than do residential mortgage loans, particularly in
the case of loans that are unsecured or secured by rapidly depreciating assets such as automobiles. In these cases,
any repossessed collateral for a defaulted consumer loan may not provide an adequate source of repayment of the
outstanding loan balance as a result of the greater likelihood of damage, loss or depreciation. The remaining
deficiency often does not warrant further substantial collection efforts against the borrower beyond obtaining a
deficiency judgment. In addition, consumer loan collections are dependent on the borrower’s continuing financial
stability, and thus are more likely to be affected adversely by job loss, divorce, illness or personal bankruptcy.

Commercial Loans. Commercial business loans are made primarily in our market area to small businesses
through our branch network. Each county location of the branch network has an experienced commercial lender that
is responsible for the generation of this product. In selective cases, we will enter into a loan participation within our
market area to purchase a portion of a commercial loan that meets the Bank’s underwriting criteria. We offer
secured commercial loans with maturities of up to 20 years. The term for repayment will normally be limited to the
lesser of the expected useful life of the asset being financed or a fixed amount of time, generally less than seven
years. These loans have adjustable rates of interest indexed to the prime rate as reported in The Wall Street Journal.
When making commercial loans, we consider the financial statements of the borrower, the borrower’s payment
history of both corporate and personal debt, the debt service capabilities of the borrower, the projected cash flows of
the business, the viability of the industry in which the customer operates and the value of the collateral. A
commercial loan generally is secured by a variety of collateral, primarily accounts receivable, inventory and
equipment, and generally are supported by personal guarantees. Depending on the collateral used to secure the
loans, commercial loans are made in amounts of up to 80% of the value of the collateral securing the loan. Our
largest commercial loan relationship was a $1.8 million loan secured by retail assets located in Rock Hill, South
Carolina. This loan was performing according to its original terms at December 31, 2010.

Unlike residential mortgage loans, which are generally 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 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. Further,
any collateral securing such loans may depreciate over time, may be difficult to appraise and may fluctuate in value.

Loan Solicitation and Processing. Loan originations come from walk-in customers, sales and solicitations
from loan officers and loan participations. The Bank utilizes various officers and loan committees for the approval
of real estate loans. The Board of Directors has appointed a Board Loan Committee comprised of two members
elected annually from the Board of Directors and four senior executive officers of the Bank. A quorum of three
members, including at least one Board member, is required for any action. This Committee has the authority to
approve all secured and unsecured loan requests with the exception of a single loan request exceeding $3.0 million,
which requires approval of the entire Board of Directors.



Loan Originations, Purchases and Sales. During 2001, we phased out broker loan purchases and
originations and reduced our mortgage lending operations to provide an increased capital allocation for consumer
and commercial lending. Consequently, the Bank did not securitize any loans in either the 2010, 2009, or 2008
fiscal years. The Bank does not have any current plans to sell a large volume of loans, other than fixed-rate
mortgage loans it originates through its retail branch network. The Bank purchases participation interests in loans
originated by other institutions. The Bank did not purchase any participation interests in 2010. These participation
interests are primarily on commercial properties and carry either a fixed or adjustable interest rate. The Bank
performs its own underwriting analysis on each of its participation interests before purchasing such loans and
therefore believes there is no greater risk of default on these obligations. However, in a purchased participation
loan, the Bank does not service the loan and thus is subject to the policies and practices of the lead lender with
regard to monitoring delinquencies, pursuing collections and instituting foreclosure proceedings. The Bank is
permitted to review all of the documentation relating to any loan in which the Bank participates, including any
annual financial statements provided by a borrower. Additionally, the Bank receives periodic updates on the loan
from the lead lender.

The following table sets forth the Bank’s loan origination activity for the periods indicated (in thousands):

Year Ended December 31,

2010 2009 2008
Loans originated:

Real estate loans:
Residential l0ans..........ccccccceevveeeviiierennnn. $ 150 $ 2,324 $ 3,504
Construction 10ans.........ccccoeveeveieereeenne. -- - 1,556
Commercial [0ans.........c.ccoceveveiennnnnn, 1,195 11,515 33,725
Total mortgage loans originated ......... 1,345 13,839 38,785
Consumer and installment loans.................. 2,692 5,419 20,769
Commercial 10ans .........ccccoevvvieiieeieeienn, 3,766 11,484 30,055
Total loans originated..............cccoeveaee. $7,803 30,742 $89,609
Loan participations purchased..............c........ $ - $ 3,400 $13,550
Loan participations sold ............cccceerirvreeennn. $ - $ - $ 1,000

Asset Quality. We maintain loan quality monitoring policies and systems that require detailed monthly and
quarterly analyses of delinquencies, non-performing loans, real estate owned and other repossessed assets. Reports
of such loans and assets by various categories are reviewed by management and the Board of Directors. The
majority of our loans are originated in upstate South Carolina.

We closely monitor trends in problem assets which include non-accrual loans, renegotiated loans, and real
estate and other assets acquired in the settlement of loans. Renegotiated loans, or troubled debt restructurings, are
those loans where the borrower is experiencing financial difficulties and we have agreed to concessions of the terms
such as changes in the interest rate charged and/or other concessions.

Problem Assets. The Bank determines a loan to be delinquent when payments have not been made
according to contractual terms, typically evidenced by nonpayment of a monthly installment by the due date. The
accrual of interest on loans is discontinued at the time the loan is 90 days delinquent. Subsequent payments are
either applied to the outstanding principal balance or recorded as interest income, depending on the assessment of
the ultimate collectability of the loan. See Notes 1 and 4 of Notes to Consolidated Financial Statements.

A loan is impaired when it is probable, based on current information, the Bank will be unable to collect all
contractual principal and interest payments due in accordance with the terms of the loan agreement. Management
has determined that, generally, a failure to make a payment within a 90-day period constitutes a minimum delay or
shortfall and generally does not constitute an impaired loan. However, management reviews each past due loan on a
loan-by-loan basis and may determine a loan to be impaired before the loan becoming over 90 days past due,
depending upon the circumstances of that particular loan. A loan is classified as non-accrual at the time
management believes that the collection of interest is improbable, generally when a loan becomes 90 days past due.



The Bank’s policy for charge-off of impaired loans is on a loan-by-loan basis. At the time management believes the
collection of interest and principal is remote, the loan is charged off. It is our policy to evaluate impaired loans
based on the fair value of the collateral. Interest income from impaired loans is recorded using the cash method.

Real estate acquired as a result of foreclosure or by deed in lieu of foreclosure is classified as real estate
owned. When such property is acquired it is recorded at the lower of the unpaid principal balance of the related loan
or its fair market value less selling costs. Any subsequent write-down of the property is charged to income.

The Bank adjusts balances on real estate acquired in settlement of loans to the lower of cost or market
based on appraised value when the property is received in settlement. These values reflect current market conditions
and sales experience. See Notes 1 and 15 of Notes to Consolidated Financial Statements.

The following table sets forth information with respect to the Bank’s non-performing assets for the
periods indicated (dollars in thousands).

At December 31,

2010 2009 2008 2007 2006
Non-accrual loans:
Real eState.......ccoovvveirieieeee e $ 1,534 $ 649 $ 389 $ 356 $ 459
Commercial .......cccovvrveniii e 15,353 19,045 13,345 2,445 631
CONSUMET ...ttt 1,939 1,175 2,267 171 205
TOtal oo 18,826 20,869 16,001 2,972 1,295
Accruing loans which are contractually
past due 90 days Or MOre ..........cceevverveirennns - - - - -
Troubled debt restructurings.........cccceeveveeinennen 5,667 3,320 316 102 113
Real estate owned, Net.........coceoveriicieniciinine, 10,618 5,917 667 856 148
Total non-performing assets ................... $35,111 $30,106 $16,984 $3,930 $1,556
Percentage of non-performing loans to loans
receivable, Net.........ccovevieinc 9.46% 8.33% 5.74% 1.16% 0.56%
As a percent of total assets..........ccovvvververirnnne. 8.59% 6.59% 3.91% 0.96% 0.40%
Allowance for loan losses as a percent of
Problem assets.........covvvverieieieiiciseee e 30.13% 23.06% 41.54% 108.78% 195.60%

Non-performing assets increased $5.0 million from $30.1 million at December 31, 2009 to $35.1 million at
December 31, 2010. This increase relates primarily to the foreclosure of commercial real estate properties including
commercial real estate construction projects that have been affected by the downturn in the residential housing
market. Slow housing conditions have affected these borrowers’ ability to sell the completed projects in a timely
manner. These loans are primarily supported by commercial real estate and are currently being carried at
management’s best estimate of net realizable value, although no assurance can be given that no further losses will
be incurred on these loans until the collateral has been acquired and liquidated or other arrangements can be made.

In addition to non-accrual loans of $18.8 million at December 31, 2010, management has identified
approximately $12.5 million in potential problem loans that could move to non-accrual status in future periods.
Potential problem loans are loans where known information about possible credit problems of the borrowers causes
management to have concerns as to the ability of such borrowers to comply with the present repayment terms and
may result in disclosure of such loans as non-accrual in future periods. Management is actively working a plan of
action to mitigate any loss exposure and will continue to monitor their respective cash flow positions.

According to GAAP, we are required to account for certain loan modifications or restructuring as a
troubled debt restructuring (“TDR”). In general, the modification or restructuring of a debt is considered a TDR if
we, for economic or legal reasons related to a borrower’s financial difficulties, grant a concession to the borrower
that we would not otherwise consider. Troubled debt restructurings increased $2.3 million from $3.3 million at
December 31, 2009 to $5.7 million at December 31, 2010. The majority of this increase relates primarily to
commercial real estate relationships that have been affected by the downturn in the commercial real estate market.



Real estate acquired through foreclosure increased $4.7 million to $10.6 million at December 31, 2010
from $5.9 million at December 31, 2009, as a result of foreclosure on commercial real estate properties.
Approximately 63.0%, or $3.0 million, of the increase was due to the foreclosure of one commercial real estate
project where the loan was made for retail development. The properties are being actively marketed and maintained
with the primary objective of liquidating the collateral at a value that provides for recovery of as much of the unpaid
balance as possible in a reasonable period of time. The carrying value of these assets are believed to be
representative of their fair market value, although there can be no assurance that the ultimate proceeds from the sale
of these assets will be equal to or greater than the carrying values.

Interest income that would have been recorded for the year ended December 31, 2010 had non-accruing
loans been current in accordance with their original terms amounted to approximately $1.3 million. There was no
interest included in interest income on such loans for the year ended December 31, 2010. Other than disclosed in the
table and narrative above, there are no other loans at December 31, 2010 that management has serious doubts about
the ability of borrowers to comply with present loan payment terms.

Allowance for Loan Losses. In originating loans, we recognize that losses will be experienced and that the
risk of loss will vary with, among other things, the type of loan being made, the creditworthiness of the borrower
over the term of the loan, general economic conditions and, in the case of a secured loan, the quality of the security
for the loan. To cover losses inherent in the portfolio of performing loans, the Bank maintains an allowance for
loan losses. Management’s periodic evaluation of the adequacy of the allowance is based on a number of factors,
including management’s evaluation of the collectability of the loan portfolio, the composition and size of the
portfolio, credit concentrations, trends in historical loss experience and economic conditions. Upon completion of
the qualitative adjustments, the allowance is allocated to the components of the portfolio based on the adjusted
factors. The amount of the allowance is based on the estimated value of the collateral securing the loan and other
analysis pertinent to each situation.

The unallocated component of the allowance exists to mitigate the imprecision inherent in management’s
estimates of expected credit losses and includes its determination of the amounts necessary for concentrations,
economic uncertainties and other subjective factors that may not have been fully considered in the allocated
allowance. The relationship of the unallocated component to the total allowance may fluctuate from period to
period. As of December 31, 2010, management has allocated the allowance to specific loan categories and, as a
result, there was not an unallocated component of the allowance.

The Bank increases its allowance for loan losses by charging provisions for loan losses against income.
The allowance for loan losses is maintained at an amount management considers adequate to absorb losses inherent
in the portfolio. Although management believes that it uses the best information available to make such
determinations, future adjustments to the allowance for loan losses may be necessary and results of operations could
be affected significantly and adversely if circumstances substantially differ from the assumptions used in making the
determinations.



The provision for loan loss calculation includes a segmentation of loan categories subdivided by residential
mortgage, commercial and consumer loans. Each category is rated for all loans including performing groups. The
weights assigned to each performing group are developed from previous loan loss experience and as the loss
experience changes, the category weight is adjusted accordingly. In addition, as the amount of loans in each
category increases and decreases, the provision for loan loss calculation adjusts accordingly.

While we believe that we have established the existing allowance for loan losses in accordance with
generally accepted accounting principles, there can be no assurance that regulators, in reviewing our loan portfolio,
will not request the Bank to increase significantly the allowance for loan losses. In addition, because future events
affecting borrowers and collateral cannot be predicted with certainty, there can be no assurance that the existing
allowance for loan losses is adequate or that a substantial increase will not be necessary should the quality of any
loans deteriorate as a result of the factors discussed above. Any material increase in the allowance for loan losses
may affect adversely the Corporation’s financial condition and results of operations. See Notes 1 and 4 of Notes to
Consolidated Financial Statements for information concerning the provision and allowance for loan losses.

The following table sets forth an analysis of the Bank’s allowance for loan losses for the periods indicated
(dollars in thousands):

For the Year Ended
December 31,

2010 2009 2008 2007 2006
Balance at beginning of year ..................... $5,579 $6,778 $3,344 $2,754 $2,394
Loans charged off:
Real estate.........ccoeeeieiiieieieceeee (695) (123) (28) - (25)
Commercial .........ccocovverinnnneciins (7,020) (8,460) (783) (668) (141)
CONSUMET ... (990) (1,533) (65) (45) (74)
Total charge-offs........c.coceieiiiiene (8,705) (10,116) 876 713 240
Recoveries:
Real estate.........ccoevvrvennernicneees 69 16 23 13 44
Commercial .......cooevveeviiieiiie e, 1,320 203 45 218 66
CONSUMET ....eeiiiiieiiiie e 26 3 32 6 20
Total reCOVENES .....covveveveereecvieerenne, 1,415 222 100 237 130
Net charge-0ffS ... (7,290) (9.894) (776) (476) (110)
Provision for loan 10s5eS (1) .....c.ccocevveenene 9,090 8,695 4,210 1,066 470
Balance at end of year ..........ccccooceveiienne $7,379 $5,579 $6,778 3,344 $2,754
Balance as a percent of loans..................... 3.58% 2.18% 2.36% 1.28% 1.17%
Ratio of net charge-offs to average gross
loans outstanding during the period..... 3.13% 3.64% 0.28% .20% 0.05%

(1) See “Management’s Discussion and Analysis of Financial Condition and Results of Operations” for a
discussion of the factors responsible for changes in the provision for loan losses between the periods.

National credit conditions have resulted in historically high credit cost levels in recent years. The markets
in which we operate are not immune from these difficult economic conditions which have impacted our
delinquencies, non-accrual loans, and charge-offs. The increasing trends in non-performing assets we have
experienced over the past three fiscal years and elevated level of charge-offs in the past two fiscal years has
warranted the increase in the provision for loan losses to $9.1 million for 2010 compared to $8.7 million for the year
ended December 31, 20009.

The Corporation experienced bad debt charge-offs, net of recoveries, of approximately $7.3 million for
fiscal 2010 compared to $9.9 million for fiscal 2009. The decrease in bad debt charge-offs from the previous year
relates primarily to lower write-downs required in the disposition of commercial real estate and consumer loans.



The following table sets forth the breakdown of the allowance for loan losses by loan category and the
percentage of loans in each category to total loans for the periods indicated. Management believes that the
allowance can be allocated by category only on an approximate basis. The allocation of the allowance to each
category is not necessarily indicative of further losses and does not restrict the use of the allowance to absorb losses
in any category (dollars in thousands):

At December 31,
2010 2009 2008 2007 2006
% of Loans % of Loans % of Loans % of Loans % of Loans
in Each in Each in Each in Each in Each
Category to Category to Category to Category to Category to
Amount  Total Loans Amount Total Loans Amount Total Loans Amount Total Loans Amount Total Loans
Real estate ............. 55.40% $2,842 50.95% $3,068 4751%  $1,297 40.58% $ 993 41.16%
Commercial 21.91 1,599 28.66 2,110 32.68 1,268 39.68 956 39.41
Consumer .............. 22.69 1,138 20.39 1,280 19.81 630 19.74 471 19.43
Unallocated N/A -- N/A 320 N/A 149 N/A 334 N/A
Total allowance
for loan losses.... $7.379 100.00%  $5,579 100.00%  $6,778 100.00% $3,344 100.00% $2,754  100.00%

Asset Classification. The Office of the Comptroller of the Currency requires national banks to classify
problem assets. Problem assets are classified as “substandard” or “impaired,” depending on the presence of certain
characteristics. Assets that currently do not expose the insured institution to sufficient risk to warrant classification
in the above-mentioned categories but possess weaknesses are designated “special mention.” An asset is considered
“substandard” if it is inadequately protected by the current net worth and paying capacity of the borrower or of the
collateral pledged, if any. “Substandard” assets include those characterized by the “distinct possibility” that the
institution will sustain some loss if the deficiencies are not corrected. Assets classified as “impaired” have all of the
weaknesses inherent in those classified as “substandard” with the added characteristic that the weaknesses present
make “collection or liquidation in full,” on the basis of currently existing facts, conditions, and values, “highly
questionable and improbable.”

When an institution classifies problem assets as either special mention or substandard, it is required to
establish general allowances for loan losses in an amount deemed prudent by management. General allowances
represent loss allowances that have been established to recognize the inherent risk associated with lending activities,
but which, unlike specific allowances, have not been allocated to particular problem assets. When an institution
classifies problem assets or a portion of assets as impaired, it is required either to establish a specific allowance for
losses equal to 100% of the amount of the asset or a portion thereof so classified or to charge-off such amount. An
institution’s determination as to the classification of its assets and the amount of its valuation allowances is subject
to review by the Comptroller of the Currency who can order the establishment of additional general or specific loss
allowances. The Corporation considers all non-accrual loans to be non performing. Therefore, at December 31,
2010, loans classified as non performing totaled $18.8 million.
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Investment Activities

The following table sets forth the Corporation’s investment and mortgage-backed securities portfolio at the
dates indicated (dollars in thousands):

At December 31,

2010 2009 2008
Carrying Percentof Carrying Percentof  Carrying Percent of
Available for sale: Value Portfolio Value Portfolio Value Portfolio
Investment securities:
U.S. Agency obligations..................... $ 2 0.01% $ 4 0.01% $ 6 0.01%
Government Sponsored Enterprises........ 54,772 36.89 78,471 53.08 28,230 28.11
Municipal securities...........ccccceeeruenne. - - 6,042 4.09 6,358 6.33
Trust Preferred securities............c........ 4,548 _3.06 5,912 4.00 8,392 _836
Total investment securities.............. 59,322 39.96 90,429 61.18 42,986 42.81
Mortgage-backed and
related SECUNLIES........ceveveveverreennes _89.147  _60.04 57,387 38.82 57,432 _57.19
Total o 148,469 100.00% $147,816 100.00% $100,418 100.00%
At December 31,
2010 2009 2008
Carrying Percentof Carrying Percentof  Carrying Percent of
Held to maturity: Value Portfolio Value Portfolio Value Portfolio
Municipal securities...........cccceevnee. $ - --% $3,934 100.00% $2,430 100.00%

The Corporation increased its level of investment securities over the previous year with funds from
signficant deposit growth above what was needed to fund loan growth.

The Corporation purchases mortgage-backed securities, both fixed-rate and adjustable-rate, from Freddie
Mac, Fannie Mae and Ginnie Mae with maturities from five to thirty years. The Corporation increased its level of
mortgage-backed securities in order to improve risk-based capital and increase liquidity and decreased its level of
government sponsored enterprises securities.

The Corporation in previous years purchased mortgage derivative securities in the form of collateralized
mortgage obligations (“CMQOs”) issued by financial corporations. The amortized cost of the CMOs at December
31, 2010 was approximately $448,000 with a fair value of $415,000.

The Corporation has in the past purchased trust preferred corporate securities, both fixed-rate and
adjustable-rate, with maturities up to thirty years. Trust preferred securities are issued by financial institutions
through a pooled trust preferred and single issue capital offerings. Because of the current trading dislocations in the
debt markets, the traditional methods of market quotes have become unreliable for the valuation of the pooled trust
preferred offerings. Accounting standards permit the use of reasonable management judgment regarding the
probability of collecting all projected cash flows generated by the financial instrument. An other than temporary
investment charge of $1.2 million was recorded for 2010 that was related to these pooled trust preferred securities.
The other than temporary impairment charge was due to write-downs recorded on pooled trust preferred securities
as a result of projected shortfalls of interest and principal payments in the cash flow analysis of the securities. The
total amortized cost of the trust preferred securities at December 31, 2010 was approximately $7.3 million with a
fair value of $4.5 million. See Note 2 of Notes to Consolidated Financial Statements for more information regarding
investment and mortgage-backed securities.

Management reviews securities for other-than-temporary impairment at least on a quarterly basis, and more
frequently when economic or market concerns warrant such evaluation. Consideration is given to (1) the length of
time and the extent to which the fair value has been less than cost, (2) the financial condition and near-term
prospects of the issuer, and (3) the intent and ability of the Corporation to retain its investment in the issuer for a
period of time sufficient to allow for any anticipated recovery in fair value.
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To determine which individual securities are at risk for other-than-temporary impairment, the Corporation
considers various characteristics of each security including but not limited to the credit rating, the duration and
amount of the unrealized loss, and any credit enhancements. The relative importance of this information varies
based on the facts and circumstances surrounding each security, as well as the economic environment at the time of
the assessment. As a result of this review, the Corporation identifies individual securities believed to be at risk for
other-than-temporary impairment. These securities are evaluated by estimating projected cash flows based on the
structure of the security and certain assumptions, such as prepayments, default rates, and loss severity to determine
whether the Corporation expects to receive all of the contractual cash flows as scheduled. The Corporation
recognizes an other-than-temporary impairment credit loss when the present value of the investment security’s cash
flows expected to be collected are less than the amortized cost basis.
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The following table sets forth at amortized cost (held to maturity) and market value (available for sale) the maturities and weighted average yields* of
the Corporation’s investment and mortgage-backed securities portfolio at December 31, 2010 (dollars in thousands):

Amount Due or Repricing within:

One Year Over One to Over Five to Over
or Less Five Years Ten Years Ten Years Total
Weighted Weighted Weighted Weighted Weighted
Carrying Average  Carrying Average Carrying Average  Carrying Average Carrying Average
Value Yield Value Yield Value Yield Value Yield Value Yield
Available for Sale:
Investment securities:
U.S. Agency obligations..........c.cccooeverenenenn. $ 2 8.07% $ - - % $ - - % $ - - % $ 2 8.07%
Government sponsored enterprises (1) ........... -- -- 12,787 2.35 30,917 2.98 11,068 3.33 54,772 2.90
Municipal SECUFITIES .....ccveveevreiiiiieieceieine -- -- -- -- - -- -- - -- --
Trust Preferred securities 3,233 6.01 - -- - -- 1,315 7.00 __ 4548 6.30
Total investment securities 3,235 6.01 12,787 2.35 30,917 2.98 12,383 3.72 59,322 3.16
Mortgage-backed and related securities ......... 1,049 2.43 7,959 1.99 4,133 2.68 76,006 2.68 89,147 3.14
Total available for sale ............covvrinnes 4,284 5.13 $20,746 2.21 $35,050 294 $88,389 3.36 $148,469 3.15
Held to Maturity:
Municipal SECUTItIES .......ccvvrvvvvrrrrecirienns $_--_ =%

(1)The following GSE issuers exceed 10% of shareholders’ equity at 12/31/10.

Issuer Book Value Market Value
Fannie Mae (FNMA) $25,396 $25,229
Federal Farm Credit Bureau (FFCB) 20,987 20,374
Federal Home Loan Bank (FHLB) 9,498 9,169
$55,881 $54,772

*The weighted average yield is based upon the cost value and the total income received of the instrument. The weighted average yield on tax-exempt securities is not presented
on a tax-equivalent basis.

At December 31, 2010, approximately $12.7 million of mortgage-backed securities were adjustable-rate securities.
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Deposits and Borrowings

General deposits are the major source of our funds for lending and other investment purposes. In addition
to deposits, we derive funds from principal repayments and interest payments on loans and investment and
mortgage-backed securities. Principal repayments and interest payments are a relatively stable source of funds,
although principal prepayments tend to slow when interest rates increase. Deposit inflows and outflows may be
influenced significantly by general market interest rates and money market conditions. During 2010, the Bank
experienced a net decrease in deposits of approximately $19.6 million due to a decrease in money market and
certificates of deposits, offset by an increase in savings accounts. The decrease was primarily to reductions in
municipal deposits.

Deposits. Local deposits are, and traditionally have been, the primary source of the Bank’s funds for use in
lending and for other general business purposes. We offer a number of deposit accounts including NOW accounts,
money market savings accounts, passbook and statement savings accounts, individual retirement accounts and
certificate of deposit accounts. Deposit accounts vary as to terms regarding withdrawal provisions, deposit
provisions and interest rates.

We adjust the interest rates offered on our deposit accounts as necessary so as to remain competitive with
other financial institutions in Union, Laurens, York, Greenville and Fairfield Counties in South Carolina.

The following table sets forth the time deposits of the Bank classified by rates as of the dates indicated (in
thousands):

At or For the Year Ended December 31,

2010 2009 2008

UP 10 2.0%...ccccviiiiiiiiiiiciece $ 102,081 $ 79,098 $ 13,254
2.01%1t04.0% ..o 41,687 76,850 107,641
4.01% t0 6.090 ..o 3,375 14,875 66,143
6.01% 10 8.0% ......cecvviiiiii, -- 28 28
Total time deposits .........cccevervrenen $147,143 $170,851 $187,066

The following table sets forth the maturities of time deposits at December 31, 2010 (in thousands):

Amount
Within three monthS........cccocevveiiiiiiicicicceis $ 26,712
After three months but within six months........... 41,632
After six months but within one year.................. 43,133
After one year but within three years.................. 35,489
After three years but within five years................ 177
TOtal o $147,143

Certificates of deposit with maturities of less than one year decreased to $111.5 million at December 31,
2010 from $119.7 million at December 31, 2009. Historically, we have been able to retain a significant amount of
deposits as they mature. In addition, we believe that we can adjust the offering rates of savings certificates to retain
deposits in changing interest rate environments.
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The following table indicates the amount of the Bank’s jumbo certificates of deposit by time remaining
until maturity as of December 31, 2010 (in thousands). Jumbo certificates of deposit are certificates in amounts of

$100,000 or more.

Maturity Period

Three months O 1SS ......ccocvveiiiieiini e
Over three through six months..........cc.cccceeerennee.
Over six months through twelve months ............
Over twelve months ..o

Total jumbo certificates........ccccevvevverererinnn,

Amount

$11,203
17,462
18,092
14,969
$61,726

See Note 6 of Notes to Consolidated Financial Statements for additional information about deposit

accounts.

Borrowings.

The Corporation utilizes advances from the FHLB agreements and other borrowings

(treasury, tax and loan deposits, security repurchase agreements and trust preferred capital obligations) to
supplement its supply of lendable funds for granting loans, making investments and meeting deposit withdrawal
requirements. See “Regulation and Supervision — Federal Home Loan Bank System.”

The following tables set forth certain information regarding borrowings by the Bank at the dates and for

the periods indicated (dollars in thousands):

At December 31,

Balance outstanding at end of period:
FHLB advanCes .......cccccooeveneneeienene e
Floating rate junior subordinated deferrable
interest debentures .........cccvevvvviiciciies
Securities sold under agreement to
FEPUICNASE ...

Weighted average rate paid on:
FHLB advanCes........cccovevvveiereenenesesiesieneens
Floating rate junior subordinated deferrable
interest debentures .........cccvcevvevviieiciiies
Securities sold under agreement to
FEPUICNESE ...ttt

2010 2009 2008
$59,500 $64,500 $69,500
12,372 12,372 12,372
10,028 18,520 19,005
4.14% 4.23% 4.16%
3.71% 3.77% 5.07%
0.10% 1.52% 1.70%
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For the Year Ended December 31,

2010 2009 2008

Maximum amount of borrowings

outstanding at any month end:

FHLB adVvances .........ccococevrvreeiererenrereeeens $64,500 $69,500 $77,500

Floating rate junior subordinated deferrable

interest debentures.........ccooveveieiiiiiiiiiee 12,372 12,372 12,372

Securities sold under agreement to

FEPUICNASE .. e 19,008 20,411 23,389
Approximate average borrowings

outstanding:

FHLB adVances .........c.ccoveervreeererneieneerenens $60,705 $65,862 70,107

Floating rate junior subordinated deferrable

interest debentures.........coovveeienci i 12,372 12,372 12,372

Securities sold under agreement to

FEPUICNASE ... vcvveeiecc e 12,932 18,134 21,588
Approximate weighted average rate paid on:

FHLB advances .......ccccoeevveriseneienenierisienens 4.22% 4.23% 4.23%

Floating rate junior subordinated deferrable

interest debentures.........ccoovevvevevcice e 3.87% 4.28% 5.83%

Securities sold under agreement to

FEPUICRASE ...eviveiieiieee s 0.67% 1.56% 2.53%

At December 31, 2010, the Corporation had unused short-term secured lines of credit to purchase federal
funds from unrelated banks totaling $4.0 million. These lines of credit are available on a one-to-ten day basis for
general purposes of the Corporation. All of the lenders have reserved the right to withdraw these lines at their
option. At December 31, 2010, the Bank had unused secured lines of credit for longer term advances totaling $28
million.

Subsidiary Activities

Under OCC regulations, the Bank generally may invest in operating subsidiaries, which may engage in
activities permissible for the Bank itself. The Bank currently holds Provident Financial Services, Inc. as a non-
active subsidiary.

Provident Community Bancshares maintains two subsidiaries other than the Bank. In fiscal year 2006,
Provident Community Bancshares Capital Trust | and Capital Trust Il were established as capital trusts under
Delaware law to issue trust preferred securities. Provident Community Bancshares Capital Trust I issued trust
preferred securities on July 21, 2006 while Capital Trust 11 issued trust preferred securities on December 15, 2006.
Employees

The Corporation has 69 full-time employees and 8 part-time employees. None of the employees are
represented by a collective bargaining unit. We believe that relations with our employees are excellent.
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REGULATION AND SUPERVISION
General

Provident Community Bancshares, which is a bank holding company, is required to file certain reports with
the Federal Reserve Board (“FRB”) and otherwise comply with the Bank Holding Company Act of 1956, as
amended (“BHCA”) and the rules and regulations promulgated thereunder. The FRB has supervisory and extensive
enforcement authority over bank holding companies.

The Bank, as a national bank, is subject to extensive regulation, examination and supervision by the Office
of the Comptroller of the Currency, as its primary regulator, and the Federal Deposit Insurance Corporation, as the
deposit insurer. The Bank’s deposit accounts are insured up to applicable limits by the Deposit Insurance Fund
managed by the FDIC. The Bank must file reports with the OCC and the FDIC concerning its activities and
financial condition in addition to obtaining regulatory approvals prior to entering into certain transactions such as
mergers with, or acquisitions of, other institutions. The OCC and/or the FDIC conduct periodic examinations to test
the Bank’s safety and soundness and compliance with various regulatory requirements. Many aspects of the Bank’s
operations are regulated by federal law including allowable activities, reserves against deposits, branching, mergers
and investments. This regulation and supervision establishes a comprehensive framework of activities in which an
institution can engage and is intended primarily for the protection of the insurance fund and depositors. The
regulatory structure also gives the regulatory authorities extensive discretion in connection with their supervisory
and enforcement activities and examination policies, including policies with respect to the classification of assets
and the establishment of adequate loan loss reserves for regulatory purposes. Any change in such regulatory
requirements and policies, whether by the OCC, the FDIC, or Congress, could have a material adverse impact on
Provident Community Bancshares or the Bank and their operations.

The Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 (the “Dodd-Frank Act™)
transferred responsibility for the implementation of financial consumer protection laws to a new independent agency
in the FRB. The new agency, the Consumer Financial Protection Bureau, will issue rules and regulations governing
consumer financial protection. However, depository institutions of less than $10 billion in assets, such as the Bank,
will continue to be examined for compliance with consumer protection laws by their prudential regulators, which
will also have enforcement authority.

Certain regulatory requirements applicable to the Bank and Provident Community Bancshares are referred
to below or elsewhere herein. This description of statutory provisions and regulations applicable to national banks
and their holding companies does not purport to be a complete description of such statutes and regulations and their
effects on the Bank and Provident Community Bancshares.

Holding Company Regulation

Federal Regulation. As a bank holding company, Provident Community Bancshares is subject to
examination, regulation and periodic reporting under the BHCA, as administered by the FRB. Provident
Community Bancshares is required to obtain the prior approval of the FRB to acquire all, or substantially all, of the
assets of any bank or bank holding company or merge with another bank holding company. Prior FRB approval is
also required for Provident Community Bancshares to acquire direct or indirect ownership or control of any voting
securities of any bank or bank holding company if, after giving effect to such acquisition, Provident Community
Bancshares would, directly or indirectly, own or control more than 5% of any class of voting shares of the bank or
bank holding company. In evaluating such transactions, the FRB considers such matters as the financial and
managerial resources of and future prospects of the companies and banks involved, competitive factors and the
convenience and needs of the communities to be served. Bank holding companies have authority under the BHCA
to acquire additional banks in any state, subject to certain restrictions such as deposit concentration limits. In
addition to the approval of the FRB, before any bank acquisition can be completed, prior approval may also be
required from other agencies having supervisory jurisdiction over the banks to be acquired.

A bank holding company generally is prohibited from engaging in, or acquiring direct or indirect control of
more than 5% of the voting securities of any company conducting non-banking activities. One of the principal

17



exceptions to this prohibition is for activities found by the FRB to be so closely related to banking or managing or
controlling banks to be a proper incident thereto. Some of the principal activities that the FRB has determined by
regulation to be closely related to banking are: (1) making or servicing loans; (2) performing certain data
processing services; (3) providing discount brokerage services; (4) acting as fiduciary, investment or financial
advisor; (5) finance leasing personal or real property; (6) making investments in corporations or projects designed
primarily to promote community welfare; and (7) acquiring a savings association, provided that the savings
association only engages in activities permitted by bank holding companies.

The Gramm-Leach-Bliley Act of 1999 authorizes a bank holding company that meets specified conditions,
including being “well-capitalized” and “well managed,” to opt to become a “financial holding company” and
thereby engage in a broader array of financial activities than previously permitted. Such activities may include
insurance underwriting and investment banking. The Gramm-Leach-Bliley Act also authorizes banks to engage
through “financial subsidiaries” in certain of the activities permitted for financial holding companies. Financial
subsidiaries are generally treated as affiliates for purposes of restrictions on a bank’s transactions with affiliates.

The FRB has adopted capital adequacy guidelines for bank holding companies (on a consolidated basis)
substantially similar to those of the OCC for the Bank. See “Capital Requirements.” Further, the Dodd-Frank Act
requires the FRB to issue consolidated capital requirements for bank holding companies that are at least as stringent
as those applicable to the bank subsidiaries. However, the FRB’s consolidated capital requirements, generally, do
not apply to bank holding companies with consolidated assets of less than $500 million, and the Dodd-Frank Act
incorporates that exception.

Bank holding companies are generally required to give the FRB prior written notice of any purchase or
redemption of its outstanding equity securities if the gross consideration for the purchase or redemption, when
combined with the net consideration paid for all such purchases or redemptions during the preceding 12 months, is
equal to 10% or more of their consolidated net worth. The FRB may disapprove such a purchase or redemption if it
determines that the proposal would constitute an unsafe and unsound practice, or would violate any law, regulation,
FRB order or directive, or any condition imposed by, or written agreement with, the FRB. There is an exception to
this approval requirement for well-capitalized bank holding companies that meet certain other conditions.

The FRB has issued a policy statement regarding the payment of dividends by bank holding companies. In
general, the FRB’s policies provide that dividends should be paid only out of current earnings and only if the
prospective rate of earnings retention by the Bank holding company appears consistent with the organization’s
capital needs, asset quality, and overall financial condition. The FRB’s policies also require that a bank holding
company serve as a source of financial strength to its subsidiary banks by standing ready to use available resources
to provide adequate capital funds to those banks during periods of financial stress or adversity and by maintaining
the financial flexibility and capital-raising capacity to obtain additional resources for assisting its subsidiary banks
where necessary. The Dodd-Frank Act codified the FRB’s source of strength and requires that regulations be issued
on the subject. Furthermore, the FRB has authority to prohibit a bank holding company from paying a capital
distribution where a subsidiary bank is undercapitalized. These regulatory policies could affect the ability of
Provident Community Bancshares to pay dividends or otherwise engage in capital distributions.

The FRB has general authority to enforce the BHCA as to Provident Community Bancshares and may
require a bank holding company to cease any activity or terminate control of any subsidiary engaged in an activity
that the FRB believes constitutes a serious risk to the safety, soundness or stability of its bank subsidiaries.

Provident Community Bancshares and its subsidiaries are affected by the monetary and fiscal policies of
various agencies of the United States Government, including the Federal Reserve System. In view of changing
conditions in the national economy and money markets, it is impossible for the management of Provident
Community Bancshares accurately to predict future changes in monetary policy or the effect of such changes on the
business or financial condition of Provident Community Bancshares or the Bank.
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Acquisition of Provident Community Bancshares

Federal Regulation. Federal law requires that a notice be submitted to the FRB if any person (including a
company), or group acting in concert, seeks to acquire 10% or more of Provident Community Bancshares’
outstanding voting stock, unless the FRB has found that the acquisition will not result in a change in control of
Provident Community Bancshares. The FRB has 60 days from the filing of a complete notice to act, taking into
consideration certain factors, including the financial and managerial resources of the acquirer and the anti-trust
effects of the acquisition.

Under the BHCA, any company would be required to obtain prior approval from the FRB before it may
obtain “control” of Provident Community Bancshares within the meaning of the BHCA. “Control” generally is
defined to mean the ownership or power to vote 25% or more of any class of voting securities of Provident
Community Bancshares or the ability to control in any manner the election of a majority of Provident Community
Bancshares’ directors. An existing bank holding company would be required to obtain the FRB’s prior approval
under the BHCA before acquiring more than 5% of Provident Community Bancshares’ voting stock. See “Holding
Company Regulation.”

Federal Banking Regulations

Capital Requirements. The OCC’s capital regulations require national banks to meet two minimum capital
standards: a 4% Tier 1 capital to total adjusted assets ratio for most banks (3% for national banks with the highest
examination rating) (the “leverage” ratio) and an 8% risk-based capital ratio. In addition, the prompt corrective
action standards discussed below also establish, in effect, a minimum 2% tangible capital to total assets standard, a
4% leverage ratio (3% for institutions receiving the highest rating on the financial institution examination rating
system) and, together with the risk-based capital standard itself, a 4% Tier 1 capital to risk-based assets standard.
“Tier 1 capital” is generally defined as common stockholders’ equity (including retained earnings), certain
noncumulative perpetual preferred stock and related surplus and minority interests in equity accounts of
consolidated subsidiaries, less intangibles (other than certain mortgage servicing rights and credit card
relationships), a percentage of certain non-financial equity investments and certain other specified items.

The risk-based capital standard requires the maintenance of Tier 1 and total capital (which is defined as
Tier 1 capital plus Tier 2 capital) to risk-weighted assets of at least 4% and 8%, respectively. In determining the
amount of risk-weighted assets, all assets, including certain off-balance sheet activities, are multiplied by a risk-
weight factor of 0% to 100%, as assigned by the OCC capital regulation based on the risks that the agency believes
are inherent in the type of asset. The regulators have recently added a market risk adjustment to cover a bank’s
trading account, foreign exchange and commaodity positions. Tier 2 capital may include cumulative preferred stock,
long-term perpetual preferred stock, mandatory convertible securities, subordinated debt and intermediate preferred
stock, the allowance for loan and lease losses limited to a maximum of 1.25% of risk-weighted assets, and up to
45% of unrealized gains on available-for-sale equity securities with readily determinable fair market values.
Overall, the amount of Tier 2 capital included as part of total capital cannot exceed 100% of Tier 1 capital.

Both the OCC and the FRB have the discretion to establish higher capital requirements on a case-by-case
basis where deemed appropriate in the circumstances of a particular bank or bank holding company.

At December 31, 2010, the Bank met each of the capital requirements required by regulations, but were not
in compliance with the capital requirements imposed by the OCC in its Consent order.

Prompt Corrective Regulatory Action. Under the prompt corrective action regulations, the OCC is
required to take certain supervisory actions against undercapitalized institutions under its jurisdiction, the severity of
which depends upon the institution’s degree of undercapitalization. Generally, an institution that has a ratio of total
capital to risk-weighted assets of less than 8%, a ratio of Tier 1 (core) capital to risk-weighted assets of less than 4%
or a ratio of core capital to total assets of less than 4% (3% or less for institutions with the highest examination
rating) is considered to be “undercapitalized.” An institution that has a total risk-based capital ratio less than 6%, a
Tier 1 capital ratio of less than 3% or a leverage ratio that is less than 3% is considered to be “significantly
undercapitalized” and an institution that has a tangible capital to assets ratio equal to or less than 2% is deemed to
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be “critically undercapitalized.” Subject to a narrow exception, the OCC is required to appoint a receiver or
conservator within specified time frames for an institution that is “critically undercapitalized.” The regulation also
provides that a capital restoration plan must be filed with the OCC within 45 days of the date an institution receives
notice that it is “undercapitalized,” “significantly undercapitalized” or “critically undercapitalized.” Compliance
with the plan must be guaranteed by any parent holding company in the amount of the lesser of 5% of the bank’s
total assets or the amount necessary to achieve compliance with applicable capital regulations. In addition,
numerous mandatory supervisory actions become immediately applicable to an undercapitalized institution,
including, but not limited to, increased monitoring by regulators and restrictions on growth, capital distributions and
expansion. The OCC could also take any one of a number of discretionary supervisory actions, including the
issuance of a capital directive and the replacement of senior executive officers and directors.

Insurance of Deposit Accounts. The Bank’s deposits are insured up to applicable limits by the Deposit
Insurance Fund of the FDIC. Under the FDIC’s existing risk-based assessment system, insured institutions are
assigned to one of four risk categories based on supervisory evaluations, regulatory capital levels and certain other
factors with less risky institutions paying lower assessments. An institution’s assessment rate depends upon the
category to which it is assigned and certain potential adjustments established by FDIC regulations. Effective
April 1, 2009, assessment rates range from seven to 77.5 basis points of assessable deposits. The FDIC may adjust
the scale uniformly from one quarter to the next, except that no adjustment can deviate more than three basis points
from the base scale without notice and comment. The Dodd-Frank Act requires the FDIC to revise its assessment
system to base it on total assets less tangible equity instead of deposits. The FDIC has issued a proposed rule
which, if adopted in final, would implement that change as of the second quarter of 2011. No institution may pay a
dividend if in default of the federal deposit insurance assessment.

Due to stress on the Deposit Insurance Fund caused by bank failures, the FDIC imposed on all insured
institutions a special emergency assessment of five basis points of total assets minus Tier 1 capital, as of June 30,
2009 (capped at ten basis points of an institution’s deposit assessment base), to cover losses to the Deposit
Insurance Fund. That special assessment was collected on September 30, 2009. In lieu of further special
assessments, the FDIC required insured institutions to prepay estimated quarterly risk-based assessments for the
fourth quarter of 2009 through the fourth quarter of 2012. The estimated assessments, which include an assumed
annual assessment base increase of 5%, were recorded as a prepaid expense asset as of December 30, 2009. As of
December 31, 2009, and each quarter thereafter, a charge to earnings is recorded for each regular assessment with
an offsetting credit to the prepaid asset.

Because of the recent difficult economic conditions, deposit insurance per account owner had been
temporarily raised to $250,000 for all types of accounts. That level was made permanent by the Dodd-Frank Act.
In addition, the FDIC adopted an optional Temporary Liquidity Guarantee Program (“TLGP”) under which, for a
fee, noninterest-bearing transaction accounts would receive unlimited insurance coverage until June 30, 2010,
subsequently extended to December 31, 2010. The Dodd-Frank Act extended the unlimited coverage of certain
noninterest-bearing transaction accounts until December 31, 2012 without providing an opt out.

In addition to the assessment for deposit insurance, institutions are required to make payments on bonds
issued in the late 1980s by the Financing Corporation to recapitalize a predecessor deposit insurance fund. This
payment is established quarterly and during the four quarters ended December 31, 2010 averaged 1.04 basis points
of assessable deposits.

The FDIC has authority to increase insurance assessments. In addition, the Dodd-Frank Act requires that
the FDIC amend its assessment system to base it on total assets less tangible equity rather than deposits. A
significant increase in insurance premiums would likely have an adverse effect on the operating expenses and
results of operations of the Bank. Management cannot predict what insurance assessment rates will be in the future.

Insurance of deposits may be terminated by the FDIC upon a finding that the institution has engaged in
unsafe or unsound practices, is in an unsafe or unsound condition to continue operations or has violated any
applicable law, regulation, rule, order or condition imposed by the FDIC. The management of the Bank does not
know of any practice, condition or violation that might lead to termination of deposit insurance.
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Loans to One Borrower. National banks are subject to limits on the amount that they may lend to single
borrowers. Generally, banks may not make a loan or extend credit to a single or related group of borrowers in
excess of 15% of its capital and surplus (including Tier 1 capital, Tier 2 capital and the amount of the allowance for
loan and lease losses not included in Tier 2 capital). An additional amount may be lent, equal to 10% of capital and
surplus, if such loan is secured by readily-marketable collateral, which is defined to include certain financial
instruments and bullion. At December 31, 2010, the Bank’s limit on loans to one borrower was $4.6 million and the
Bank’s largest aggregate outstanding balance of loans to one borrower was $4.4 million.

Limitation on Capital Distributions. National banks may not pay dividends out of their permanent capital
and may not, without OCC approval, pay dividends in excess of the total of the bank’s retained net income for the
year combined with retained net income for the prior two years less any transfers to surplus and capital
distributions. A national bank may not pay a dividend that would cause it to fall below any applicable regulatory
capital standard.

Branching. National banks are authorized to establish branches within the state in which they are
headquartered to the extent state law allows branching by state banks. Federal law also provides for interstate
branching for national banks. Interstate branching by merger was authorized as of June 1, 1997 unless the state in
which the bank is to branch has enacted a law opting out of interstate branching or expedites the effective date by
passing legislation. De novo interstate branching is permitted to the extent the state into which the bank is to branch
has enacted a law authorizing banks chartered by that state to establish de novo branches.

Transactions with Related Parties. The authority of a depository institution to engage in transactions with
related parties or “affiliates” (e.g., any company that controls or is under common control with an institution,
including, in this case, Provident Community Bancshares) is limited by Sections 23A and 23B of the Federal
Reserve Act (“FRA”). Section 23A limits the aggregate amount of covered transactions with any individual
affiliate to 10% of the capital and surplus of the depository institution. The aggregate amount of covered
transactions with all affiliates is limited to 20% of the depository institution’s capital and surplus. Certain
transactions with affiliates are required to be secured by collateral in an amount and of a type described in Section
23A and the purchase of low quality assets from affiliates is generally prohibited. Section 23B generally provides
that certain transactions with affiliates, including loans and asset purchases, must be on terms and under
circumstances, including credit standards, that are substantially the same or at least as favorable to the institution as
those prevailing at the time for comparable transactions with non-affiliated companies.

The authority of the Bank to extend credit to executive officers, directors and 10% or greater shareholders
(“insiders™), as well as entities such persons control, is governed by Sections 22(g) and 22(h) of the FRA and
Regulation O thereunder. Among other things, such loans are required to be made on terms substantially the same
as those offered to unaffiliated individuals and are not to involve more than the normal risk of repayment. There is
an exception to this requirement for loans made pursuant to a benefit or compensation program that is widely
available to all employees of the institution and does not give preference to insiders over other employees.
Regulation O also places individual and aggregate limits on the amount of loans that institutions may make to
insiders based, in part, on the institution’s capital position and requires certain board approval procedures to be
followed. Extensions of credit to executive officers are subject to additional restrictions.

Enforcement. The OCC has primary enforcement responsibility over national banks and has the authority
to bring actions against such banks and all institution-affiliated parties, including directors, officers, stockholders,
and any attorneys, appraisers and accountants who knowingly or recklessly participate in wrongful action likely to
have an adverse effect on an insured institution. Formal enforcement action may range from the issuance of a
capital directive or cease and desist order to removal of officers and/or directors to institution of receivership or
conservatorship. Civil penalties cover a wide range of violations and can amount to $25,000 per day, or even $1.0
million per day in especially egregious cases. The FDIC has the authority to recommend to the OCC that it take
enforcement action with respect to a national bank. If action is not taken by the agency, the FDIC has authority to
take such action under certain circumstances. Federal law also establishes criminal penalties for certain violations.
The FRB has generally similar enforcement authority with respect to Provident Community Bancshares.
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Assessments. National banks are required to pay assessments to the OCC to fund the agency’s operations.
The general assessments, paid on a semi-annual basis, are computed based upon the national bank’s (including
consolidated subsidiaries) total balance sheet assets and financial condition.

Standards for Safety and Soundness. The federal banking agencies have adopted Interagency Guidelines
Prescribing Standards for Safety and Soundness (“Guidelines”) and a final rule to implement safety and soundness
standards required under federal law. The Guidelines set forth the safety and soundness standards that the federal
banking agencies use to identify and address problems at insured depository institutions before capital becomes
impaired. The standards address internal controls and information systems; internal audit system; credit
underwriting; loan documentation; interest rate risk exposure; asset quality and growth; earnings; and compensation,
fees and benefits. If the appropriate federal banking agency determines that an institution fails to meet any standard
prescribed by the Guidelines, the agency may require the institution to submit to the agency an acceptable plan to
achieve compliance with the standard. The final rule establishes deadlines for the submission and review of such
safety and soundness compliance plans when such plans are required.

Community Reinvestment Act. The Community Reinvestment Act, (“CRA”), as implemented by OCC
regulations, provides that a national bank has a continuing and affirmative obligation consistent with its safe and
sound operation to help meet the credit needs of its entire community, including low and moderate income
neighborhoods. The CRA does not establish specific lending requirements or programs for financial institutions nor
does it limit an institution’s discretion to develop the types of products and services that it believes are best suited to
its particular community, consistent with the CRA. The CRA requires the OCC, in connection with its examination
of a bank, to assess the institution’s record of meeting the credit needs of its community and to take such record into
account in its evaluation of certain corporate applications by such institution, such as mergers and branching. The
Bank’s most recent rating was “satisfactory.”

USA Patriot Act. The USA Patriot Act of 2001 (the “Patriot Act”), designed to deny terrorists and others
the ability to obtain anonymous access to the United States financial system, has significant implications for
depository institutions, brokers, dealers and other businesses involved in the transfer of money. The Patriot Act
mandated that financial institutions implement additional policies and procedures with respect to, or additional
measures designed to address matters such as: money laundering, suspicious activities and currency transaction
reporting.

Federal Reserve System

The FRB regulations require savings institutions to maintain non-interest earning reserves against their
transaction accounts (primarily NOW and regular checking accounts). For 2010, the regulations generally provided
that reserves be maintained against aggregate transaction accounts as follows: for accounts aggregating $55.2
million or less (subject to adjustment by the FRB) the reserve requirement was 3%; and for accounts aggregating
greater than $55.2 million, a reserve requirement of 10% (subject to adjustment by the FRB between 8% and 14%)
was applied against that portion of total transaction accounts in excess of $44.4 million. The first $10.7 million of
otherwise reservable balances (subject to adjustments by the FRB) were exempted from the reserve requirements.
These amounts are adjusted annually and, for 2011, require a 3% ratio for up to $50.8 million and an exemption of
$10.7 million. The Bank complies with the foregoing requirements.

Federal Home Loan Bank System

The Bank is a member of the Federal Home Loan Bank System, which consists of 12 regional Federal
Home Loan Banks. The Federal Home Loan Bank provides a central credit facility primarily for member
institutions. The Bank, as a member of the Federal Home Loan Bank of Atlanta, is required to acquire and hold
shares of capital stock in the Federal Home Loan Bank of Atlanta. The Bank was in compliance with this
requirement with an investment in Federal Home Loan Bank stock at December 31, 2010 of $3.5 million.

The Federal Home Loan Banks are required to provide funds for the resolution of insolvent thrifts in the

late 1980s and to contribute funds for affordable housing programs. These requirements, or general financial
results, could reduce the amount of dividends that the Federal Home Loan Banks pay to their members and could
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also result in the Federal Home Loan Banks imposing a higher rate of interest on advances to their members. If
dividends were reduced, or interest on future Federal Home Loan Bank advances increased, the Bank’s net interest
income would likely also be reduced. The Federal Home Loan Bank of Atlanta’s dividends have been significantly
reduced in 2009 and 2010 from prior years.

Regulatory Restructuring Legislation

The Dodd-Frank Act contains a wide variety of provisions affecting the regulation of depository
institutions. Those include the creation of the previously referenced Consumer Financial Protection Bureau, the
elimination of the Office of Thrift Supervision, and the transfer of the regulation of federal savings associations and
savings and loan holding companies to, respectively, the OCC and the FRB. Other provisions include new
restrictions related to mortgage originations, risk retention requirements as to securitized loans, authorization of the
payment of interest on business checking accounts, a reduction in the federal preemption of state laws afforded to
federally chartered institutions such as national banks, and FRB regulation of debit card interchange fees. Many of
the statutory requirements require the issuance of implementing regulations. The full impact of the Dodd-Frank Act
on the business of the Bank and Provident Community Bancshares may not be known for many years. The Dodd-
Frank Act may well have a material impact on operations, including increased compliance and interest expense.

Item 1A. Risk Factors

An investment in shares of our common stock involves various risks. Before deciding to invest in our
common stock, you should carefully consider the risks described below in conjunction with the other information in
this annual report, including the items included as exhibits. Our business, financial condition and results of
operations could be harmed by any of the following risks or by other risks that have not been identified or that we
may believe are immaterial or unlikely. The value or market price of our common stock could decline due to any of
these risks, and you may lose all or part of your investment. The risks discussed below also include forward-
looking statements, and our actual results may differ substantially from those discussed in these forward-looking
statements.

Our provision for loan losses increased during the past fiscal year and we may be required to make further
increases in our provision for loan losses and to charge-off additional loans in the future, each of which could
adversely affect our results of operations.

For the year ended December 31, 2010, we recorded a provision for loan losses of $9.1 million. We also
recorded net loan charge-offs of $7.3 million. We are experiencing increasing loan delinquencies and credit losses.
The deterioration in the general economy and our market area has become a significant contributing factor to the
increased levels of loan delinquencies and non-performing assets. General economic conditions, decreased home
prices, slower sales and excess inventory in the housing market have caused the increase in delinquencies.

At December 31, 2010, our non-performing loans totaled $18.8 million, representing 9.1% of total loans.
Total loans that we have classified as impaired, substandard or special mention including our non-performing loans
totaled $44.7 million, representing 21.7% of total loans. If these loans do not perform according to their terms and
the collateral is insufficient to pay any remaining loan balance, we may experience loan losses, which could have a
material effect on our operating results. Like all financial institutions, we maintain an allowance for loan losses to
provide for loans in our portfolio that may not be repaid in their entirety. We believe that our allowance for loan
losses is maintained at a level adequate to absorb probable losses inherent in our loan portfolio as of the
corresponding balance sheet date. However, our allowance for loan losses may not be sufficient to cover actual
loan losses, and future provisions for loan losses could materially adversely affect our operating results.

In evaluating the adequacy of our allowance for loan losses, we consider numerous quantitative factors,
including our historical charge-off experience, growth of our loan portfolio, changes in the composition of our loan
portfolio and the volume of delinquent and classified loans. In addition, we use information about specific
borrower situations, including their financial position and estimated collateral values, to estimate the risk and
amount of loss for those borrowers. Finally, we also consider many qualitative factors, including general and
economic business conditions, current general market collateral valuations, trends apparent in any of the factors we
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take into account and other matters, which are by nature more subjective and fluid. Our estimates of the risk of loss
and amount of loss on any loan are complicated by the significant uncertainties surrounding our borrowers’ abilities
to successfully execute their business models through changing economic environments, competitive challenges and
other factors. Because of the degree of uncertainty and susceptibility of these factors to change, our actual losses
may vary from our current estimates.

At December 31, 2010, our allowance for loan losses as a percentage of total loans was 3.6%. Our
regulators, as an integral part of their examination process, periodically review our allowance for loan losses and
may require us to increase our allowance for loan losses by recognizing additional provisions for loan losses
charged to expense, or to decrease our allowance for loan losses by recognizing loan charge-offs, net of recoveries.
Any such additional provisions for loan losses or charge-offs, as required by these regulatory agencies, could have a
material adverse effect on our financial condition and results of operations.

Our compliance with the provisions of a Consent Order recently entered into with the Office of the
Comptroller of the Currency may adversely affect our financial condition and results of operations.

We entered into a stipulation and consent to the issuance of a consent order with the Office of the
Comptroller of the Currency. The Order is a formal enforcement action pursuant to which the Bank has agreed to
address specific areas through the adoption and implementation of procedures, plans and policies designed to
enhance the safety and soundness of the Bank. These affirmative actions include management assessment,
implementation of plans to address capital, our interest in problem assets, asset concentration, allowance for loan
losses, loan portfolio management, strategic planning and liquidity and funds management. In addition, the Bank is
required to maintain specified capital levels, notify the Comptroller of director and management changes and obtain
prior approval of dividend payments. The Order specifies certain timeframes for meeting these requirements, and
we must furnish periodic progress reports to the Comptroller regarding its compliance. While we intend to take
such actions as may be necessary to enable the Bank to comply with the requirements of the Order, there can be no
assurance that the Bank will be able to comply fully with the provisions of the Order, or to do so within the
timeframes required, that compliance with the Order will not be more time consuming or more expensive than
anticipated, or that compliance with the Order will enable us to resume profitable operations, or that efforts to
comply with the Order will not have adverse effects on our financial condition and operations. Failure to comply
with the Order could result in further regulatory enforcement actions and further restrictions on our operations.

The recent economic recession could result in increases in our level of non-performing loans and/or reduce
demand for our products and services, which would lead to lower revenue, higher loan losses and lower
earnings.

Our business activities and earnings are affected by general business conditions in the United States and in
our local market area. These conditions include short-term and long-term interest rates, inflation, unemployment
levels, monetary supply, consumer confidence and spending, fluctuations in both debt and equity capital markets,
and the strength of the economy in the United States generally and in our market area in particular. The national
economy has recently experienced a recession, with rising unemployment levels, declines in real estate values and
an erosion in consumer confidence. Dramatic declines in the U.S. housing market over the past few years, with
falling home prices and increasing foreclosures, have negatively affected the performance of mortgage loans and
resulted in significant write-downs of asset values by many financial institutions, including the Bank. A prolonged
or more severe economic downturn, continued elevated levels of unemployment, further declines in the values of
real estate, or other events that affect household and/or corporate incomes could further impair the ability of our
borrowers to repay their loans in accordance with their terms. Nearly all of our loans are secured by real estate or
made to businesses in northwestern South Carolina. As a result of this concentration, a prolonged or more severe
downturn in the local economy could result in significant increases in nonperforming loans, which would negatively
impact our interest income and result in higher provisions for loan losses, which would hurt our earnings.
Continuation of the economic downturn could also result in reduced demand for credit or fee-based products and
services, which would hurt our revenues.
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We may have experienced losses in each of the last three years and may not return to profitability.

We have experienced losses for each of the past three fiscal years. These losses primarily resulted from
our high level of non-performing assets and the resultant increased provision for loan losses. We may continue to
suffer further losses as a result of these factors. As a result of these factors and other conditions, such as weakness
in our local economy, we may not be able to be able to return to profitability or do so in the near future.

Further economic downturns may adversely affect our investment securities portfolio and profitability.

At December 31, 2010, the cost basis of our available for sale investment portfolio was $152.7 million,
including $448,000 of collateralized mortgage obligations (“CMOs”) and $3.3 million of collateralized debt
obligations (“CDOQs") secured by trust preferred securities issued by various financial institutions. These CMOs are
secured by first lien residential jumbo mortgage loans geographically dispersed across the United States with a
significant amount of the CMOs secured by properties located in California.

At December 31, 2010, the fair value of these securities was $148.5 million. Under U.S. generally accepted
accounting principles, declines in the fair value of held-to-maturity and available-for-sale securities below their cost
that are deemed to be other than temporary are reflected in earnings as realized losses to the extent the impairment is
related to credit losses. The amount of the impairment related to other non-credit related factors is recognized in
other comprehensive income.

For the year ended December 31, 2010, we recognized a $1.2 million OTTI charge on CDOs of which the
entire amount was identified as credit related. These OTTI charges were determined by, among other things, a
constant default rate, prepayments and loss severity of the security.

We closely monitor these and our other investment securities for changes in credit risk. The valuation of
our investment securities and the determination of any OTTI with respect to such securities are highly complex and
involve a comprehensive process, including quantitative modeling and significant judgment. The valuation of our
investment securities will also continue to be influenced by external markets and other factors, including
implementation of Securities and Exchange Commission and Financial Accounting Standards Board guidance on
fair value accounting, and default rates of specific CMOs and CDOs, rating agency actions, and the prices at which
observable market transactions occur. The current market environment significantly limits our ability to mitigate our
exposure to valuation changes in our CMO and CDO securities by selling them. Accordingly, if market conditions
do not improve or deteriorate further and we determine our holdings of these or other investment securities have
additional OTTI, our future earnings and shareholders’ equity could be materially adversely affected.

We may need to raise additional capital in the future, but that capital may not be available when it is needed.

We are required by the Consent Order to maintain Tier 1 capital at least equal to 8% of adjusted total assets
and total capital of at least 12% of risk-weighted assets. To satisfy our capital requirements, we may need to raise
additional capital. If we raise capital through the issuance of additional shares of our common stock or other
securities, it would dilute the ownership interests of existing shareholders and may dilute the per share book value
of our common stock. New investors may also have rights, preferences and privileges senior to our current
shareholders, which may adversely impact our current shareholders.

Our ability to raise additional capital, if needed, will depend on conditions in the capital markets at that time,
which are outside of our control, and on our financial performance. Accordingly, we may not be able to raise
additional capital, if needed, on terms acceptable to us. If we cannot raise additional capital when needed, we may
become subject to additional regulatory restrictions or have to shrink our balance sheet.

Our increased emphasis on commercial lending may expose us to increased lending risks.

At December 31, 2010, 50.1% of our loan portfolio consisted of commercial real estate loans and 23.5% of
our loan portfolio consisted of commercial business loans. We have increased our emphasis on these types of loans
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since we converted to a national bank charter in July 2003. These types of loans generally expose a lender to
greater risk of non-payment and loss than one- to four-family residential mortgage loans because repayment of the
loans often depends on the successful operation of the property and the income stream of the borrowers. Such loans
typically involve larger loan balances to single borrowers or groups of related borrowers compared to one- to four-
family residential mortgage loans. Commercial business loans expose us to additional risks since they typically are
made on the basis of the borrower’s ability to make repayments from the cash flow of the borrower’s business and
are secured by non-real estate collateral that may depreciate over time. In addition, since such loans generally entail
greater risk than one- to four-family residential mortgage loans, we may need to increase our allowance for loan
losses in the future to account for the likely increase in probable incurred credit losses associated with the growth of
such loans. Also, many of our commercial borrowers have more than one loan outstanding with us. Consequently,
an adverse development with respect to one loan or one credit relationship can expose us to a significantly greater
risk of loss compared to an adverse development with respect to a one- to four-family residential mortgage loan.

The unseasoned nature of a significant portion of our commercial loan portfolio may result in errors in
judging its collectability, which may lead to additional loan charge-offs and provisions for loan losses, which
would hurt our profits.

Our commercial loan portfolio, which includes loans secured by commercial real estate as well as business
assets, has increased from $116.3 million, or 58.9% of total loans, at December 31, 2005 to $146.4 million, or
70.9% of total loans, at December 31, 2010. A large portion of our commercial loan portfolio is unseasoned and
does not provide us with a significant payment history pattern with which to judge future collectability. These loans
have also not been subjected to unfavorable economic conditions. As a result, it is difficult to predict the future
performance of this part of our loan portfolio. These loans may have delinquency or charge-off levels above our
historical experience, which could adversely affect our future performance. Further, commercial loans generally
have larger balances and involve a greater risk than one- to four-family residential mortgage loans. Accordingly, if
we make any errors in judgment in the collectability of our commercial loans, any resulting charge-offs may be
larger on a per loan basis that those incurred with our residential mortgage loan portfolio.

Our market area limits our growth potential.

Some of our offices are located in areas that have experienced population and economic decline. Thus, our
ability to originate loans and grow deposits in these areas may be limited. To counter this, we have attempted to
expand our operations into communities that are experiencing population growth and economic expansion. This
was the impetus for the opening of our banking centers in Rock Hill in York County and Simpsonville in Greenville
County and the relocation of our main office to Rock Hill. However, we may not be able to successfully enter new
markets with similar growth potential. If we are unable to do so, our ability to grow our business and our earnings
will be restricted.

Recently enacted regulatory reform may have a material impact on our operations.

On July 21, 2010, the President signed into law The Dodd-Frank Wall Street Reform and Consumer
Protection Act (the “Dodd-Frank Act”). The Dodd-Frank Act restructures the regulation of depository institutions.
Under the Dodd-Frank Act, the Office of Thrift Supervision will be merged into the Office of the Comptroller of the
Currency, which regulates national banks. Savings and loan holding companies will be regulated by the Board of
Governors of the Federal Reserve System. The Dodd-Frank Act also creates a new federal agency to administer
consumer protection and fair lending laws, a function that is now performed by the depository institution regulators.
The federal preemption of state laws currently accorded federally chartered depository institutions, such as the
Bank, will be reduced as well, and State Attorneys General will have greater authority to bring a suit against a
federally chartered institution for violations of certain state and federal consumer protection laws. The Dodd-Frank
Act also will impose consolidated capital requirements on savings and loan holding companies effective in five
years. The Dodd-Frank Act contains various other provisions designed to enhance the regulation of depository
institutions and prevent the recurrence of a financial crisis such as occurred in 2008-2009. The full impact of the
Dodd-Frank Act on our business and operations will not be known for years until regulations implementing the
statute are written and adopted. The Dodd-Frank Act may have a material impact on our operations, particularly
through increased regulatory burden and compliance costs.
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Increased and/or special FDIC assessments will hurt our earnings.

The recent economic recession has caused a high level of bank failures, which has dramatically increased
Federal Deposit Insurance Corporation resolution costs and led to a significant reduction in the balance of the
Deposit Insurance Fund. As a result, the Federal Deposit Insurance Corporation has significantly increased the
initial base assessment rates paid by financial institutions for deposit insurance. Increases in the base assessment rate
have increased our deposit insurance costs and negatively impacted our earnings. In addition, in May 2009, the
Federal Deposit Insurance Corporation imposed a special assessment on all insured institutions. Our special
assessment, which was reflected in earnings for the quarter ended June 30, 2009, was $211,000. In lieu of imposing
an additional special assessment, the Federal Deposit Insurance Corporation required all institutions to prepay their
assessments for all of 2010, 2011 and 2012, which for us totaled $2.0 million. Additional increases in the base
assessment rate or additional special assessments would negatively impact our earnings.

The limitations on executive compensation imposed through our participation in the Capital Purchase
Program may restrict our ability to attract, retain and motivate key employees, which could adversely affect
our operations.

As part of our participation in the TARP Capital Purchase Program, we agreed to be bound by certain
executive compensation restrictions, including limitations on severance payments and the clawback of any bonus
and incentive compensation that were based on materially inaccurate financial statements or any other materially
inaccurate performance metric criteria. The American Recovery and Reinvestment Act of 2010 provides more
stringent limitations on severance pay and the payment of bonuses to certain officers and highly compensated
employees. To the extent that any of these compensation restrictions do not permit us to provide a comprehensive
compensation package to our key employees that is competitive in our market area, we have difficulty in attracting,
retaining and motivating our key employees, which could have an adverse effect on our results of operations.

The exercise of the warrant by Treasury will dilute existing shareholders’ ownership interest and may make
it more difficult for us to take certain actions that may be in the best interests of shareholders.

In addition to the issuance of preferred shares, we also granted the Treasury a warrant to purchase 179,110
shares of common at a price of $7.77 per share. If the Treasury exercises the entire warrant, it would result in a
significant dilution to the ownership interest of our existing stockholders and dilute the earnings per share value of
our common stock. Further, if the Treasury exercises the entire warrant, it will become the largest shareholder of
the Company. The Treasury has agreed that it will not exercise voting power with regard to the shares that it
acquires by exercising the warrant. However, Treasury’s abstention from voting may make it more difficult for us
to obtain shareholder approval for those matters that require a majority of total shares outstanding, such as a
business combination involving the Company.

The terms governing the issuance of the preferred stock to Treasury may be changed, the effect of which may
have an adverse effect on our operations.

The Securities Purchase Agreement that we entered into with the Treasury provides that the Treasury may
unilaterally amend any provision of the agreement to the extent required to comply with any changes in applicable
federal statutes that may occur in the future. The American Recovery and Reinvestment Act of 2010 placed more
stringent limits on executive compensation for participants in the TARP Capital Purchase Program and established a
requirement that compensation paid to executives be presented to shareholders for a “non-binding” vote. Further
changes in the terms of the transaction may occur in the future. Such changes may place further restrictions on our
business or results of operations, which may adversely affect the market price of our common stock.

Our inability to raise capital at attractive rates may restrict our ability to redeem the preferred stock we
issued, which may lead to a greater cost of that investment.

The terms of the preferred stock issued to the Treasury provide that the shares pay a dividend at a rate of
5% per year for the first five years after which time the rate will increase to 9% per year. It is our current goal to
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repay the Treasury before the date of the increase in the dividend rate on the preferred stock. However, our ability
to repay the Treasury will depend on our ability to raise capital, which will depend on conditions in the capital
markets at that time, which are outside of our control. We can give no assurance that we will be able to raise
additional capital or that such capital will be available on terms more attractive to us than the Treasury’s investment.

Strong competition within our market area could hurt our profits and slow growth.

We face intense competition both in making loans and attracting deposits. This competition has made it
more difficult for us to make new loans and has occasionally forced us to offer higher deposit rates. Price
competition for loans and deposits might result in us earning less on our loans and paying more on our deposits,
which reduces net interest income. According to the Federal Deposit Insurance Corporation, as of June 30, 2010,
we held 2.4% of the deposits in Fairfield, Greenville, Laurens, Union and York Counties, in South Carolina, which
was the 11™ largest market share of deposits out of the 38 financial institutions that held deposits in these counties.
Some of the institutions with which we compete have substantially greater resources and lending limits than we
have and may offer services that we do not provide. We expect competition to increase in the future as a result of
legislative, regulatory and technological changes and the continuing trend of consolidation in the financial services
industry. Our profitability depends upon our continued ability to compete successfully in our market area.

Changes in interest rates could reduce our net interest income and earnings.

Our net interest income is the interest we earn on loans and investments less the interest we pay on our
deposits and borrowings. Our net interest margin is the difference between the yield we earn on our assets and the
interest rate we pay for deposits and our other sources of funding. Changes in interest rates—up or down—could
adversely affect our net interest margin and, as a result, our net interest income. Although the yield we earn on our
assets and our funding costs tend to move in the same direction in response to changes in interest rates, one can rise
or fall faster than the other, causing our net interest margin to expand or contract. Our liabilities tend to be shorter in
duration than our assets, so they may adjust faster in response to changes in interest rates. As a result, when interest
rates rise, our funding costs may rise faster than the yield we earn on our assets, causing our net interest margin to
contract until the yield catches up. Changes in the slope of the “yield curve”—or the spread between short-term and
long-term interest rates—could also reduce our net interest margin. Normally, the yield curve is upward sloping,
meaning short-term rates are lower than long-term rates. Because our liabilities tend to be shorter in duration than
our assets, when the yield curve flattens or even inverts, we could experience pressure on our net interest margin as
our cost of funds increases relative to the yield we can earn on our assets.

The trading history of our common stock is characterized by low trading volume. Our common stock may
be subject to sudden decreases.

Although our common stock trades on Nasdaq Capital Market, it has not been regularly traded. We cannot
predict whether a more active trading market in our common stock will occur or how liquid that market might
become. A public trading market having the desired characteristics of depth, liquidity and orderliness depends upon
the presence in the marketplace of willing buyers and sellers of our common stock at any given time, which
presence is dependent upon the individual decisions of investors, over which we have no control.

The market price of our common stock may be highly volatile and subject to wide fluctuations in response
to numerous factors, including, but not limited to, the factors discussed in other risk factors and the following:

. actual or anticipated fluctuations in our operating results;

. changes in interest rates;

. changes in the legal or regulatory environment in which we operate;

. press releases, announcements or publicity relating to us or our competitors or relating to trends in

our industry;
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. changes in expectations as to our future financial performance, including financial estimates or
recommendations by securities analysts and investors;

. future sales of our common stock;

o changes in economic conditions in our marketplace, general conditions in the U.S. economy,
financial markets or the banking industry; and

. other developments affecting our competitors or us.

These factors may adversely affect the trading price of our common stock, regardless of our actual
operating performance, and could prevent you from selling your common stock at or above the price you desire. In
addition, the stock markets, from time to time, experience extreme price and volume fluctuations that may be
unrelated or disproportionate to the operating performance of companies. These broad fluctuations may adversely
affect the market price of our common stock, regardless of our trading performance.

We operate in a highly regulated environment and we may be adversely affected by changes in laws and
regulations.

The Bank is subject to extensive regulation, supervision and examination by the Office of the Comptroller
of the Currency, its chartering authority and federal regulator, and by the Federal Deposit Insurance Corporation, as
insurer of its deposits. Provident Community Bancshares is subject to regulation and supervision by the Federal
Reserve Board. Such regulation and supervision govern the activities in which an institution and its holding
company may engage, and are intended primarily for the protection of the insurance fund and for the depositors and
borrowers of the Bank. The regulation and supervision by the Office of the Comptroller of the Currency, the
Federal Reserve Board and the Federal Deposit Insurance Corporation are not intended to protect the interests of
investors in Provident Community Bancshares common stock. Regulatory authorities have extensive discretion in
their supervisory and enforcement activities, including the imposition of restrictions on our operations, the
classification of our assets and determination of the level of our allowance for loan losses. Any change in such
regulation and oversight, whether in the form of regulatory policy, regulations, legislation or supervisory action,
may have a material impact on our operations.

Provisions of our certificate of incorporation, bylaws and Delaware law, as well as federal banking
regulations, could delay or prevent a takeover of us by a third party.

Provisions in our certificate of incorporation and bylaws and the corporate law of the State of Delaware
could delay, defer or prevent a third party from acquiring us, despite the possible benefit to our shareholders, or
otherwise adversely affect the price of our common stock. These provisions include: supermajority voting
requirements for certain business combinations; the election of directors to staggered terms of three years; and
advance notice requirements for nominations for election to our board of directors and for proposing matters that
shareholders may act on at shareholder meetings. In addition, we are subject to Delaware laws, including one that
prohibits us from engaging in a business combination with any interested shareholder for a period of three years
from the date the person became an interested shareholder unless certain conditions are met. These provisions may
discourage potential takeover attempts, discourage bids for our common stock at a premium over market price or
adversely affect the market price of, and the voting and other rights of the holders of, our common stock. These
provisions could also discourage proxy contests and make it more difficult for you and other shareholders to elect
directors other than the candidates nominated by our Board.

We currently are unable to pay dividends on our common stock.

In the third quarter of 2010, we exercised our right to defer regularly scheduled interest payments on our
outstanding junior subordinated debentures related to trust preferred securities. We also elected to defer payment of
the quarterly cash dividend on our Fixed Rate Cumulative Perpetual Preferred Stock, Series A issued to the U.S.
Treasury Department in connection with the Corporation’s participation in the Treasury’s TARP Capital Purchase
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Program. Distributions on the trust preferred securities and dividends on the preferred stock are cumulative. We
may not pay any cash dividends on our common stock until we have paid all missed interest and dividend payments
on our outstanding junior subordinated debentures and preferred stock. In addition, cash dividends from the Bank
are the primary source of funds for interest and dividend payments on our junior subordinated debentures and
preferred stock and for payment of cash dividends to our shareholders. Under the Consent Order issued by the
OCC, the Bank is currently prohibited from paying cash dividends without the prior consent of the OCC. We
anticipate that the OCC will not approve any capital distributions by the Bank until the Bank demonstrates
consistent profitability and, in such event, only if the Bank remains well capitalized.

Item 1B. Unresolved Staff Comments

None.

Item 2. Properties

The Corporation owns two banking offices and an operations center in Union, South Carolina, one banking
office in Winnsboro, South Carolina, two banking offices in Rock Hill, South Carolina and a banking office in each
of Laurens, Jonesville and Simpsonville, South Carolina. The net book value of the Corporation’s investment in
premises and equipment totaled approximately $5.1 million at December 31, 2010. See Note 5 of Notes to
Consolidated Financial Statements. All property is in good condition and meets the operating needs of the
Corporation.

Item 3. Legal Proceedings

Neither Provident Community Bancshares nor the Bank is engaged in any legal proceedings of a material
nature at the present time. From time to time, the Bank is involved in routine legal proceedings occurring in the
ordinary course of business wherein it enforces the Bank’s security interest in mortgage loans the Bank has made.

Iltem 4. [Removed and Reserved]

PART Il

Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of
Equity Securities

Common Stock Information
Provident Community Bancshares, Inc.’s common stock is listed on the Nasdaq Capital Market under the

symbol PCBS. As of March 25, 2011, there were 660 shareholders of record and 1,790,599 shares of common stock
issued and outstanding.
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The following table contains the range of high and low sales prices of Provident Community Bancshares’
common stock as reported by the Nasdaq Global Market (prior to December 9, 2009) and by the Nasdaq Capital
Market (beginning December 9, 2009) and per share dividend as declared during each quarter of the last two
calendar years.

2010 High Low Dividend
Fourth Quarter $ 171 $ 0.52 $ -
Third Quarter 2.47 1.00 -
Second Quarter 3.25 2.16 -
First Quarter 2.74 2.00 -

2009 High Low Dividend
Fourth Quarter $ 3.25 $ 1.99 $ -
Third Quarter 4.00 2.60 -
Second Quarter 5.00 2.00 0.03
First Quarter 10.00 1.50 0.03

Provident Community Bancshares is subject to the requirements of Delaware law, which generally limits
dividends to an amount equal to the excess of the net assets of Provident Community Bancshares (the amount by
which total assets exceed total liabilities) over its statutory capital or, if there is no excess, to its net profits for the
current year and the immediately preceding fiscal year. See Note 14 to the Consolidated Financial Statements for
information regarding certain limitations imposed on the Bank’s ability to pay cash dividends to the holding
company. Further, under the Consent Order, the Bank is prohibited from paying a cash dividend to the Company
without prior regulatory approval.

As part of the Company’s participation in the Capital Purchase Program of the U.S. Department of
Treasury’s Troubled Asset Relief Program, prior to the earlier of March 6, 2012 or the date on which the preferred
stock issued in that transaction has been redeemed in full or the Treasury has transferred its shares to non-affiliates,
the Company cannot increase its quarterly cash dividend above $0.03 per share, without prior approval by the
Treasury. InJuly 2010, the Company exercised its right to defer the regularly scheduled quarterly distribution on its
$12.4 million in subordinated debentures related to its two outstanding trust preferred security issuances and its
regular quarterly cash dividend on its Fixed Rate Cumulative Perpetual Preferred Stock, Series A issued to the U.S.
Treasury Department in connection with the Company’s participation in the Treasury’s TARP Capital Purchase
Program. The Company is prohibited from any dividends to its holders of common stock until it resumes payment
of such obligations.

Purchases of Equity Securities By Issuer

In May 2005, the Corporation implemented a share repurchase program under which the Corporation may
repurchase up to 5% of the outstanding shares or 98,000 shares. In August 2006, the program was expanded by an
additional 5% or 92,000 shares. As of December 31, 2010, 37,120 shares remained available for repurchase under
the plan. However, as part of the Company’s participation in the Capital Purchase Program of the U.S. Department
of Treasury’s Troubled Asset Relief Program, prior to the earlier of March 6, 2012 or the date on which the
preferred stock issued in that transaction has been redeemed in full or the Treasury has transferred its shares to non-
affiliates, the Company cannot repurchase any shares of its common stock, without the prior approval of the
Treasury. The Company did not repurchase any shares of its common stock in the fourth quarter of 2010.
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Item 6. Selected Financial Data

Years Ended December 31,

2010 2009 2008 2007 2006

Operations Data:
INterest INCOME ......ccovvevierieeie e $ 16,653 $ 20,899 $ 22,785 $ 26,009 $ 23,491
INterest eXPENSE ........ccvveiveeeee e (8,211) (11,593) _(13,206) (15,214) (12,967)
Net interest iNCOME.......ocovvvrerverireiienes 8,442 9,306 9,579 10,795 10,524
Provision for [0an 10SSeS..........ccocevvvireiinnnns (9,090) (8,695) (4,210) (1,066) (470)
Net interest (loss) income after provision

fOr 10an 10SSES ......veveviiiiciicecc e (648) 611 5,369 9,729 10,054
Other INCOME .......ccovviieireniesesee e 3,488 34 3,684 3,162 2,876
Other EXPENSE ......ccvveirieieirieieeee s (11,939) (12,047)  (10,046) (10,167) (9,178)
(Loss) income before income taxes............... (9,099) (11,402) (993) 2,724 3,752
Income tax expense (benefit) .........ccccccvveneen 4,715 (4,011) (596) 534 949
Net (10SS) INCOME......cccveveeeeere e, (13,814) (7,391) (397) 2,190 2,803
Preferred stock dividends and accretion........ 475 382 - - -
(Loss) income available to common shares... $ (14,289) $ (7,773) $ (397) $ 2,190 $ 2803
Net (loss) income per common share

(BASIC) ..vvveeeiiiiiieiesieie e ($7.98) ($4.34) ($0.22) $1.21 $1.50
Net (loss) income per common share

(Diluted) ...ovevveeeieeece e ($7.98) ($4.34) ($0.22) $1.19 $1.48
Dividends paid per common shares............... $ - $0.06 $0.46 $0.45 $0.43
Weighted average number of

common shares outstanding (Basic)........... 1,790,599 1,789,743 1,784,412 1,810,916 1,865,951
Weighted average number of common shares

outstanding (Diluted) .........ccocoevvrerrierinine. 1,790,599 1,789,743 1,784,412 1,846,980 1,893,203

At December 31,
2010 2009 2008 2007 2006

Financial Condition: (Dollars In Thousands)
ASSEES ..o $408,718 $457,003  $434,218 $407,641 $387,630
Cash and due from banks...........c..cccuevu.e 24,865 15,631 21,370 11,890 9,124
SECUNLIES ... 148,469 151,750 102,848 111,187 122,185
L0oans (Net) ..cooevveerereineneceeneeie e 198,896 250,420 278,665 256,487 231,886
DEPOSITS. ..o 313,128 332,762 306,821 270,399 248,440
Advances from Federal Home Loan  k

Bank and other borrowings................. 59,500 64,500 69,500 69,500 70,000
Securities sold under agreement to

FEPUICNASE ...t 10,028 18,520 19,005 24,131 28,533
Floating rate junior subordinated

deferrable interest debentures ............. 12,372 12,372 12,372 12,372 12,372
Shareholders’ equity.......cccceeveververinrnnn 10,269 26,121 23,924 27,313 25,967

32



Years Ended December 31,

2010 2009 2008 2007 2006

Other Selected Data:
Average interest rate spread.................... 2.12% 2.13% 2.37% 2.70% 2.81%
Net interest margin.........c.ccocevveeienieeienenn, 2.14 2.20 2.51 2.91 3.01
Return on average assets.........ccccevvvernnnn, (3.16) (1.61) (0.10) 0.55 0.75
Return on average shareholders’ equity... (56.15) (28.89) (1.46) 8.25 11.19
Operating expense to average assets........ 2.75 2.25 2.33 2.42 2.28
Ratio of average shareholders’ equity to

AVErage aSSetS........covvrvreriniieeiennens 5.63 5.62 6.60 6.63 6.68

Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations

Critical Accounting Policies

The Corporation has adopted various accounting policies that govern the application of accounting
principles generally accepted in the United States of America in the preparation of financial statements. The
significant accounting policies of the Corporation are described in the footnotes to the consolidated financial
statements.

Certain accounting policies involve significant judgments and assumptions by management that could have
a material impact on the carrying value of certain assets and liabilities. Management considers such accounting
policies to be critical accounting policies. The judgments and assumptions used by management are based on
historical experience and other factors, which are believed to be reasonable under the circumstances. Because of the
nature of the judgments and assumptions made by management, actual results could differ from these judgments and
estimates, which could have a material impact on the carrying values of assets and liabilities and the results of
operations of the Corporation.

Allowance for Loan Losses

The Corporation believes the allowance for loan losses is a critical accounting policy that requires
significant judgments and estimates used in the preparation of consolidated financial statements. Management
reviews the level of the allowance on a monthly basis and establishes the provision for loan losses based on the size
and composition of the loan portfolio, overall portfolio quality, delinquency levels, a review of specific problem
loans, loss experience, economic conditions, and other factors related to the collectability of the loan portfolio. A
portion of the allowance is established by segregating the loans by residential mortgage, commercial and consumer
loans and assigning allocation percentages based on historical loss experience and delinquency trends. The applied
allocation percentages are reevaluated at least annually to ensure their relevance in the current economic
environment. Accordingly, increases in the size of the loan portfolio and the increased emphasis on commercial real
estate and commercial business loans, which carry a higher degree of risk of default and, thus, a higher allocation
percentage, increases the allowance. Additionally, a portion of the allowance is established based on the level of
specific classified assets.

Although the Corporation believes that it uses the best information available to establish the allowance for
loan losses, future additions to the allowance may be necessary based on estimates that are susceptible to change as
a result of changes in economic conditions and other factors. In addition, the Office of the Comptroller of the
Currency, as an integral part of its examination process, will periodically review the Corporation’s allowance for
loan losses. Such agency may require the Corporation to recognize adjustments to the allowance based on its
judgments about information available to it at the time of its examination. See Notes 1 and 4 of the Notes to the
Consolidated Financial Statements included in this annual report for a detailed description of the Corporation’s
estimation process and methodology related to allowance for loans losses.
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Fair Value Measurements

A number of valuation techniques are used to determine the fair value of assets and liabilities in our
financial statements. These include quoted market prices for securities, interest rate valuations based on the
modeling of termination values adjusted for credit spreads with counterparties, and appraisals of real estate from
independent licensed appraisers, among other valuation techniques. Fair value measures for assets and liabilities
where there exists limited or no observable market data are based primarily on estimates, and are often calculated
based on the economic and competitive environment, the characteristics of the asset or liability, and other
factors. Therefore, the results cannot be determined with precision and may not be realized in an actual sale or
immediate settlement of the asset or liability. Additionally, there are inherent weaknesses in any calculation
technique, and changes in the underlying assumptions used, including discount rates and estimates of future cash
flows, could significantly affect the results of current or future values. Significant changes in the aggregate fair
value of assets or liabilities required to be measured at fair value or for impairment will be recognized in the
statement of operations. See Note 13 to the Consolidated Financial Statements for additional information.

OTTI

The evaluation and recognition of other-than-temporary impairment ("OTTI") on certain investments
including our private label mortgage-backed securities and other corporate debt security holdings requires
significant judgment and estimates. Some of the more critical judgments supporting the evaluation of OTTI include
projected cash flows including prepayment assumptions, default rates and severities of losses on the underlying
collateral within the security. Under different conditions or utilizing different assumptions, the actual OTTI
recognized by us may be different from the actual amounts recognized in our consolidated financial statements. See
Note 2 to the financial statements for the disclosure of certain of the assumptions used as well as OTTI recognized
in the financial statements for the year ended December 31, 2010.

Income Taxes

Some of the more critical judgments supporting the deferred tax asset amount include judgments about the
recovery of these accrued tax benefits. Deferred income tax assets are recorded to reflect the tax effect of the
difference between the book and tax basis of assets and liabilities. These differences result in future deductible
amounts that are dependent on the generation of future taxable income through operations or the execution of tax
planning strategies. Due to the doubt of our ability to utilize the portion of the deferred tax asset that is not able to
be offset against net operating loss carry backs and reversals of future taxable temporary differences projected to
occur in 2010, management has established a valuation allowance for the portion of the net deferred tax asset that is
not recoverable through loss carrybacks.
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Average Balances, Interest and Average Yields/Cost

The following table sets forth certain information for the periods indicated regarding: (1) average balances of assets and liabilities; (2) the total dollar
amounts of interest income from average interest-earning assets and interest expense on average interest-bearing liabilities; and (3) average yields and costs.
Such yields and costs for the periods indicated are derived by dividing income or expense by the average monthly balance of assets or liabilities, respectively, for
the periods presented.

Years Ended December 31,

2010 2009 2008

Average Average Average Average Average Average
Balance Interest Yield/Cost Balance Interest Yield/Cost Balance Interest Yield/Cost

(Dollars in thousands)
Interest-earning assets:

Loans receivable, Net (1) ...ccococevervrvriveeeciniirnns $230,279 $11,572 5.03% $274,662 $14,230 5.18% $275,238 $17,230 6.26%
Mortgage-backed securities 42,777 1,615 3.78 73,619 3,616 491 50,255 2,710 5.39
Investment securities:
TaXabIe ..o 96,838 3,256 3.36 53,507 2,573 4.81 41,147 2,319 5.64
Nontaxable 3,792 174 4.61 9,285 430 4.63 9,991 471 4.71
Total investment SECUTItIES. ........coovveevcvcvrvceninnne 100,630 3,430 3.41 62,792 3,003 4.78 51,138 2,790 5.46
Deposits and federal funds sold ..............c.ccce.... 20,909 36 0.17 12,185 50 0.41 4,364 55 1.26
Total interest-earning assets.... . 394,595 16,653 4.22 423,258 20,899 4.94 380,995 22,785 5.98
Non-interest-earning assets........... 42,280 36,941 31,509
TOtal @SSELS ...vevvreeceieiceie e $436,875 $460,199 $412,504
Interest-bearing liabilities:
SaVINGS ACCOUNLS ....veverieiieeieereesie e $ 24,596 203 0.83 $ 13,508 69 0.51 $12,888 83 0.64
Negotiable order of withdrawal accounts (2)..... 122,438 2,009 1.64 117,381 2,385 2.03 83,966 2,147 2.55
Certificate accounts ..........ccoevveennee 157,296 2,875 1.83 185,452 5,541 2.99 164,077 6,729 4.10
FHLB advances and other borrowings 86,009 3,124 3.63 96,368 3,598 3.73 104,496 4,247 4.06
Total interest-bearing liabilities ................... 390,339 8,211 2.10 412,709 11,593 2.81 365,427 13,206 3.61
Noninterest-bearing sources:
Non-interest-bearing depositS ..........cccoceevrvrnnne 18,775 18,659 16,807
Non-interest-bearing liabilities ... . 3,161 3,249 3,026
Total liabilities...........c.co..... 412,275 434,617 385,260
Shareholders’ eqUItY........coeeerernvieiceerereesiees 24,600 25,582 27,244
Total liabilities and shareholders’
EQUILY v eeseee s $436,875 $460,199 $412,504
Net interest iNCOME.........cccvveuvrrrniicieieesnne 8,442 9,306 $9,579
Interest rate spread (3)......ccccoeevviererennne 2.12% 2.13% 2.37%
Impact of noninterest-bearing sources 0.02 0.07 0.14
Net interest margin (4) ....oocveeerereveeseieinnesesenens 2.14% 2.20% 2.51%
Ratio of average interest-earning assets to
average interest-bearing liabilities ........c............ 1.01x 1.03x 1.04x

Q) Average loans receivable includes non-accruing loans. Interest income does not include interest on loans 90 days or more past due.

2) Average costs include the affects of non-interest bearing deposits.

?3) Represents difference between weighted average yield on all interest-earning assets and weighted average rate on all interest-bearing liabilities.
4) Represents net interest income before provision for loan losses as a percentage of average interest-earning assets.



Rate/VVolume Analysis

The following table sets forth certain information regarding changes in interest income and interest
expense of the Corporation for the periods indicated. For each category of interest-earning assets and interest-
bearing liabilities, information is provided on changes attributable to (1) changes in volume (changes in volume
multiplied by prior rate) and (2) changes in rate (changes in rate multiplied by prior volume). The net change
attributable to the combined impact of rate and volume has been allocated to rate and volume variances
consistently on a proportionate basis.

Years Ended December 31, Years Ended December 31,
2010 vs. 2009 2009 vs. 2008
Volume Rate Total Volume Rate Total

(Dollars in Thousands)
Change in interest income:

LOANS ...veeiieieieie s $(2,314) $ (344) $(2,658) $ (36) $ (2,964) $ (3,000)

Mortgage-backed securities........ (1,515) (486) (2,001) 1,260 (354) 906

Investment securities (1)............. 1,891 (1,478) 413 998 (790) 208
Total interest income ............ (1,938) (2,308) (4,246) 2,222 (4,108) (1,886)

Change in interest expense:

DEPOSItS ..vvveveeeirieieisieesieins (731)  (2,177) (2,908) 1,847 (2,811) (964)

Borrowings and other ................. (387) (87) (474) (330) (319) (649)
Total interest expense............ (1,118)  (2,264) (3,382) 1,517 (3,130) (1,613)

Change in net interest income ... $ (820) $ (44) $ (864) $ 705 $ (978) $ (273)

(1) Includes fed funds and overnight deposits.
Results of Operations
Comparison of Years Ended December 31, 2010 and December 31, 2009

The Corporation recorded a net loss to common shareholders for the year ended December 31, 2010 of
$14.3 million compared to a net loss of $7.8 million for the year ended December 31, 2009. Net loss to common
shareholders per share was ($7.98) per share (basic and diluted) for the year ended December 31, 2010 compared
to ($4.34) per share (basic and diluted) for the year ended December 31, 2009. Operating results were impacted
by a $5.6 million charge for the recording of a valuation allowance for the write-down of deferred tax assets.
Operating results were further impacted by an increase of $2.1 million in expenses related to the disposition of
foreclosed properties, offset by an increase in non-interest income due to lower charges for other than temporary
impairment on securities and the absence of an impairment charge on intangible assets in 2010. Net interest
income before the loan loss provision for the year ended December 31, 2010 decreased $864,000, or 9.3%, to
$8.4 million compared to $9.3 million for the previous year. The decrease was due primarily to a compression of
the net interest margin caused by declining interest rates.

Interest Income. Total interest income decreased $4.2 million, or 20.3%, from $20.9 million for the
year ended December 31, 2009 to $16.6 million for the year ended December 31, 2010. Interest income on loans
decreased $2.7 million, or 18.7%, from $14.2 million for 2009 to $11.6 million for 2010 due primarily to
declining market rates and a decrease in the average balance of loans due to a significant decline in loan
originations due to higher underwriting standards and slower demand. Interest income on deposits, federal funds
sold and investment securities decreased $1.6 million, or 23.8%, from $6.7 million for 2009 to $5.1 million for
2010. The decrease was due primarily to lower investment yields due to declining market interest rates, offset by
higher average balances of taxable investment securities, deposits and fed funds sold.
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Interest Expense. Interest expense decreased $3.4 million from $11.6 million for 2009 to $8.2 million
for 2010. Interest expense decreased $2.9 million for deposits and decreased $474,000 for other borrowings and
floating rate junior subordinated deferrable interest debentures. Interest expense decreased due to lower market
interest rates and lower average balances.

Provision for Loan Losses. We have developed policies and procedures for evaluating the overall quality
of our credit portfolio and the timely identification of potential problem credits. The Board of Directors reviews
and approves the appropriate level for our allowance for loan losses quarterly based upon management’s
recommendations, the results of the internal monitoring and reporting system, quarterly external independent loan
reviews and the analysis of economic conditions in our local markets. Additions to the allowance for loan losses,
which are expensed as the provision for loan losses on our income statement, are periodically made to maintain the
allowance at an appropriate level based on our analysis of the potential risk in the loan portfolio. Loan losses,
which include write downs and charge offs are charged directly to the allowance while recoveries are credited
against the allowance. The amount of the provision is a function of the size and composition of loans outstanding,
the level of non-performing loans, historical loan loss experience, the amount of loan losses actually charged
against the reserve during the given period, and current and anticipated economic conditions.

Our allowance for loan losses is based upon judgments and assumption of risk elements in the portfolio,
future economic conditions and other factors affecting borrowers. The process includes identification and analysis
of loss potential in various portfolio segments utilizing a credit risk grading process and specific reviews and
evaluations of significant problem credits. In addition, we monitor overall portfolio quality through observable
trends in delinquencies, charge-offs, and general and economic conditions in the market area. The adequacy of the
allowance for loan losses and the effectiveness of our monitoring and analysis system are also reviewed
periodically by the banking regulators, which may require that we increase the allowance for loan losses. Risks are
inherent in making all loans, including risks with respect to the period of time over which loans may be repaid,
risks resulting from changes in economic and industry conditions, risks inherent in dealing with individual
borrowers, and, in the case of a collateralized loan, risks resulting from uncertainties about the future value of the
collateral.

Our judgment about the adequacy of the allowance is based upon a number of assumptions about future
events, which we believe to be reasonable, but which may not prove to be accurate. Thus, charge-offs in future
periods could exceed the allowance for loan losses, or substantial additional increases in the allowance for loan
losses could be required. Additions to the allowance for loan losses would result in a decrease of our net income
and our capital. Based on present information, we believe the allowance for loan losses is adequate at December
31, 2010 to meet presently known and inherent risks in the loan portfolio. See “Item 1-Business Lending
Activities-Allowance for Loan Losses” for more information on the determination of the allowance for loan losses.

The provision for loan losses increased from $8.7 million for 2009 to $9.1 million for 2010 primarily due
to an increase in non-performing and classified assets. The allowance for loan losses increased $1.8 million to $7.4
million as of December 31, 2010 compared to $5.6 million as of December 31, 2009. Non-performing assets
increased $5.0 million from $30.1 million at December 31, 2009 to $35.1 million at December 31, 2010. The
majority of this increase relates primarily to commercial and construction real estate relationships that have been
affected by the downturn in the residential housing market. Slow housing conditions have affected these borrowers
ability to sell the completed projects in a timely manner. Management continues to evaluate and assess all non-
performing assets on a regular basis as part of its well-established loan monitoring and review process. At
December 31, 2010, criticized and classified loans, including non-performing loans, totaled $44.7 million,
compared to $37.2 million at September 30, 2010 and $51.4 million at December 31, 2009. The majority of this
decrease is offset by a $4.7 million increase in other real estate owned that consists primarily of foreclosed
commercial real estate properties. Management has sought to provide an amount estimated to be necessary to
maintain an allowance for loan losses that is adequate to cover the level of loss that management believed to be
inherent in the portfolio as a whole, taking into account the Corporation’s experience, economic conditions and
information about borrowers available at the time of the analysis. However, if economic conditions in the
Corporation’s market areas are worse than currently anticipated, especially with respect to real estate related
activities and real property values, further provisions for loan losses could be needed in the future.
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The Corporation experienced loan charge-offs, net of recoveries, of approximately $7.3 million for 2010
compared to $9.9 million for 2009. The loan charge-offs for 2010 related primarily to write-downs of
commercial loans. The allowance for loan losses to total loans at December 31, 2010 was 3.58% compared to
2.18% at December 31, 2009. The allowance for loan losses to non-performing loans at December 31, 2010 was
39.2% compared to 26.7% at December 31, 2009.

Our non-performing loans totaled $18.8 million at December 31, 2010 compared to $20.9 million at
December 31, 2009. Nonperforming loans totaled $27.4 million at June 30, 2010 and $21.9 million at March 31,
2010. While management uses the best information available to establish the allowance for loan losses, future
adjustments to the allowance may be necessary if economic conditions differ substantially from the assumptions
used in making the valuations. Such adjustments would be made in the relevant period and may be material to the
financial statements.

Non-Interest Income
(Dollars in thousands)
Year ended December 31

2010 2009 % Change
Net gain on sale of investments..........ccoccceeevreierncnnne $ 1,824 $ 775 135.4%
Fees for financial SErViCes ........c.ccoovvvvviviivciercre s 2,805 2,932 (4.3)
Other—than-temporary-impairment write-down on
securities (1,202) (3,756) 68.0
Other feeS, NBL......cvce e 61 83 (26.5)
Total NoN-iNterest INCOME.........ccccoveiiereieneiseseeeieas $3,488 $ 34 N/M

The increase in non-interest income was due primarily to a reduction in other-than-temporary
impairment charges of $2.5 million. The charges in each period relate to write-downs recorded on pooled trust
preferred securities as a result of projected shortfalls of interest and principal payments in the cash flow analysis
of the securities. Gains on sale of investments were $1.8 million for 2010 as the Corporation sold $87.9 million in
investment securities to restructure the portfolio to move to a higher concentration of mortgage-backed securities
to increase liquidity and risk-based capital. The Corporation increased its level of mortgage-backed securities for
the year ended December 31, 2010 to $89.1 million compared to $57.4 million for the period ended December 31,
2009. This increase was partially offset with reductions in Government Sponsored Enterprises securities to $54.8
million at December 31, 2010 compared to $78.5 million at December 31, 2009. Fees for financial services
decreased primarily due to lower fees from a reduction in loan volumes along with lower fees generated from
third party investment brokerage and financing receivables programs as a result of lower product volumes.
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Non-Interest Expense
(Dollars in thousands)
Year ended December 31

2010 2009 % Change
Compensation and employee benefits...........c..cccveennen. $ 4,286 $ 4,512 (5.0)%
Occupancy and eqUIPMENt.........ccccovverieresieseeeereereeniens 2,515 2,685 (6.3)
Deposit insurance premiums ..........ococeeevveeenneennnennenns 586 871 (32.7)
Professional SErVICeS .........c.cuvreeiriiieie e 549 371 48.0
Advertising and public relations............ccccevevviennininnns 41 85 (51.8)
OREOQO and 10an operations.........cccccevevvresvseeseereeneneenns 2,683 555 383.4
Telephone ..o 171 192 (10.9)
[tEMS PrOCESSING ...vcvevvveviiierere et 332 338 (1.8)
Intangible amortization...........cccocevvieveinenci s - 324 (100.0)
Impairment of intangible assets........ccoovvvveiiiencineen - 1,349 (100.0)
OthEE . 776 765 1.4
Total NoN-iNterest EXPENSE......cccvcveeeivereieseresre e $11,939 $12,047 (0.9)

Compensation and employee benefits decreased 5.0%, or $226,000 compared to the year ended
December 31, 2009 due primarily to reductions in staffing levels and reductions in employee pension benefit
costs. Occupancy and equipment expenses decreased 6.3%, or $170,000, due primarily to reductions in
depreciation expense as a result of lower fixed asset purchases. Deposit insurance premiums decreased 32.7%, or
$285,000, due primarily to prior year special assessments and reductions in total deposits. Professional services
expense increased 48.0%, or $178,000, due primarily to higher legal and consultant expenses associated with
increased foreclosure and regulatory activity. Advertising and public relations expense decreased 51.8%, or
$44,000, due primarily to lower product and promotion expenses. OREO and loan operations costs increased $2.1
million, or 383.4%, due to higher disposition costs associated with foreclosed real estate properties. All intangible
assets were written off in 2009. Telephone expense decreased $21,000, or 10.9%, due to efficiency improvements
in systems.

Income Tax Expense. Income tax expense for the year ended December 31, 2010 includes a $5.6
million charge for the recording of a valuation allowance for the write-down of deferred tax assets. As a result of
this charge and due to the net loss that the Corporation recorded for the year ended December 31, 2010, the net
income tax expense was $4.7 million compared to a net income tax benefit of $4.0 million for the year ended
December 31, 2009.

Financial Condition, Liquidity and Capital Resources
Financial Condition

Assets. At December 31, 2010, assets totaled $408.7 million, a decrease of $48.3 million, or 10.6%, as
compared to $457.0 million at December 31, 2009. In 2010 and, as part of its strategic plan, the Corporation
implemented program to shrink its balance sheet in order to increase its regulatory capital ratios. This shrinkage
was accomplished with reductions in borrowings and higher cost deposits and was primarily funded with
reductions in loans. Cash and cash equivalents increased $9.2 million to $24.9 million from $15.6 million at
December 31, 2009. The increase was due primarily to an increase in overnight deposits due to reductions in
loans and sales of investment securities. Investment and mortgage-backed securities decreased $3.3 million to
$148.5 million from $151.8 million at December 31, 2009 due to the sale of municipal securities as a result of
credit concerns of this segment of the investment portfolio. In addition, the Corporation sold $87.9 million in
investment securities to restructure the portfolio to move to a higher concentration of mortgage-backed securities
to increase liquidity and risk-based capital. The Corporation increased its level of mortgage-backed securities for
the year ended December 31, 2010 to $89.1 million compared to $57.4 million for the period ended December 31,
2009. This increase was partially offset with reductions in Government Sponsored Enterprises securities to $54.8
million at December 31, 2010 compared to $78.5 million at December 31, 2009.
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Total loans, net, decreased $51.5 million, or 20.6%, to $198.9 million at December 31, 2010 from $250.4
million at December 31, 2009. The decrease was due to a significant reduction in loan demand as a result of
economic conditions currently present in South Carolina and higher underwriting standards. Consumer loans
decreased $7.0 million, or 13.4%, during 2010, commercial loans decreased $37.9 million, or 20.6%, and
residential mortgage loans decreased $4.9 million or 25.1%.

Real estate acquired through foreclosure increased $4.7 million to $10.6 million at December 31, 2010
from $5.9 million at December 31, 2009, as a result of foreclosure on commercial real estate properties.
Approximately 63.1%, or $3.0 million of the increase was due to the foreclosure of one commercial real estate
project where the loan was made for a retail commercial development. The properties are being actively marketed
and maintained with the primary objective of liquidating the collateral at a level which most accurately
approximates fair market value and allows recovery of as much of the unpaid balance as possible. The carrying
value of these assets are believed to be representative of their fair market value, although there can be no
assurance that the ultimate proceeds from the sale of these assets will be equal to or greater than the carrying
values.

Other assets decreased $5.3 million, or 45.9%, to $6.2 million at December 31, 2010 from $11.5 million
at December 31, 2009 due primarily to a decrease in deferred income taxes as a result of a $5.6 million charge for
the recording of a valuation allowance for the write-down of deferred tax assets.

Liabilities. Total liabilities decreased $32.4 million, or 7.5%, to $398.4 million at December 31, 2010
from $430.9 million at December 31, 2009. Total deposits decreased $19.6 million, or 5.9%, from $332.8 million
at December 31, 2009 to $313.1 million at December 31, 2010. Time deposits decreased $23.7 million, or 13.9%,
from $170.8 million at December 31, 2009 to $147.1 million at December 31, 2010 while transaction deposit
accounts increased $4.1 million, or 2.5%, from $161.9 million at December 31, 2009 to $166.0 million at
December 31, 2010. The increase in transaction accounts was due primarily to a special account promotion.
FHLB advances decreased $5.0 million, or 7.7%, from $64.5 million at December 31, 2009 to $59.5 million at
December 31, 2010. Securities sold under agreement to repurchase decreased $8.5 million, or 45.9%, from $18.5
million at December 31, 2009 to $10.0 million at December 31, 2010.

Shareholders’ Equity. Shareholders’ equity decreased $15.8 million, or 60.7%, to $10.3 million at
December 31, 2010 from $26.1 million at December 31, 2009 due to a net loss of $14.3 million and a $1.8
increase in unrealized losses on securities available for sale.

Liquidity

Liquidity is the ability to meet demand for loan disbursements, deposit withdrawals, repayment of debt,
payment of interest on deposits and other operating expenses. The primary sources of liquidity are deposits, loan
sales and repayments, borrowings, maturities, prepayment and sales of securities and interest payments.

The Corporation incorporates a liquidity management forecasting model to ensure adequate liquidity is
maintained for current and future funding needs. The model projects forecasted loan growth for three and six
month periods and projects funds that will be provided from deposits, investments and loan prepayments. Any
projected shortfalls would utilize alternative funding sources such as available borrowing lines from the fed
discount window or fed funds lines from other correspondent banks.

While maturities and scheduled amortization of loans and securities are predictable sources of funds,
deposit outflows and mortgage prepayments are greatly influenced by general interest rates, economic conditions
and competition. The primary investing activities of the Corporation are the origination of commercial and
consumer loans and the purchase of investment and mortgage-backed securities. These activities are funded
primarily by principal and interest payments on loans and investment securities, deposit growth, securities sold
under agreements to repurchase, and the utilization of FHLB advances. During 2010, the Corporation originated
$7.8 million in loans. At December 31, 2010, the Corporation’s holdings of investment and mortgage-backed
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securities totaled $148.5 million, all of which was available for sale. Approximately $78.5 million and $94.6
million of investment securities at December 31, 2010 and December 31, 2009, respectively, were pledged as
collateral to secure deposits of the State of South Carolina, and Union, Laurens and York counties along with
additional borrowings and repurchase agreements.

During 2010, total deposits decreased $19.6 million. Deposit flows are affected by the overall level of
interest rates, the interest rates and products offered by the Corporation and its local competitors and other factors.
The Corporation closely monitors its liquidity position on a daily basis. Certificates of deposit, which are
scheduled to mature in one year or less from December 31, 2010, totaled $111.5 million. The Corporation relies
primarily on competitive rates, customer service, and long-standing relationships with customers to retain
deposits. From time to time, the Corporation will also offer competitive special products to its customers to
increase retention and to attract new deposits. Based upon the Corporation’s experience with deposit retention and
current retention strategies, management believes that, although it is not possible to predict future terms and
conditions upon renewal, a significant portion of such deposits will remain with the Corporation. If the
Corporation requires funds beyond its ability to generate them internally, additional external sources of funds are
available through FHLB advances, lines of credit and wholesale deposits. At December 31, 2010, the Corporation
had outstanding $59.5 million of FHLB borrowings and $10.0 million of securities sold under agreements to
repurchase. At December 31, 2010, the Corporation had unused short-term secured lines of credit to purchase
federal funds from unrelated banks totaling $4.0 million and the ability to borrow an additional $28.0 million
from secured borrowing lines. Lines of credit are available on a one-to-ten day basis for general purposes of the
Corporation. All of the lenders have reserved the right to withdraw these lines at their option.

See Note 17 to the Consolidated Financial Statements for further information about commitments and
contingencies.

Parent Company Liquidity

Provident Community Bancshares, Inc. is a separate legal entity from the Bank and must provide for its
own liquidity. In addition to its operating expenses, Provident Community Bancshares is responsible for paying
any dividends declared to its shareholders and paying the obligations on its outstanding debentures and preferred
stock. The Corporation did not pay cash dividends to common shareholders in 2010 compared to $0.06 per share
paid in 2009. The payment of cash dividends for common shares was suspended after the first quarter of 2009 to
retain capital and it is unknown at this time when or if the program will resume. In July 2010, the Corporation
exercised its right to defer the regularly scheduled quarterly distribution on its $12.3 million in subordinated
debentures related to its two outstanding trust preferred security issuances and its regular quarterly cash dividend
on its Fixed Rate Cumulative Perpetual Preferred Stock, Series A issued to the U.S. Treasury Department in
connection with the Company’s participation in the Treasury’s TARP Capital Purchase Program. The
Corporation is prohibited from any dividends to its holders of common stock until it resumes payment of such
obligations. Provident Community Bancshares’ primary sources of income are proceeds that it retained from its
offering of preferred stock and dividends received from the Bank. The amount of dividends that the Bank may
declare and pay to Provident Community Bancshares in any calendar year, without the receipt of prior approval
from the Office of the Comptroller of the Currency, cannot exceed retained net income for that year combined
with retained net income for two years less any transfers to surplus and capital distributions. Further, under the
Consent Order, the Bank is prohibited from paying a cash dividend to the Corporation without prior regulatory
approval. At December 31, 2010, Provident Community Bancshares, Inc. had liquid assets of $293,000.

Capital Resources

At December 31, 2010, the Bank exceeded the OCC’s and the FRB’s capital requirements. See Note 19
to the Consolidated Financial Statements for further discussion of these capital requirements.
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Off-Balance Sheet Arrangements and Contractual Obligations

In the normal course of operations, the Corporation engages in a variety of financial transactions that, in
accordance with generally accepted accounting principles are not recorded in its financial statements. These
transactions involve, to varying degrees, elements of credit, interest rate and liquidity risk. Such transactions are
used primarily to manage customers’ requests for funding and take the form of legally binding agreements to lend
money to customers at predetermined interest rates for a specified period of time. Outstanding loan commitments
(including commitments to fund credit lines) totaled $29.6 million at December 31, 2010. Management of the
Corporation anticipates that it will have sufficient funds available to meet its current loan commitments. Each
customer’s credit worthiness is evaluated on a case-by-case basis. The amount of collateral obtained, if deemed
necessary by the Corporation upon extension of credit, is based on the credit evaluation of the borrower.
Collateral varies but may include accounts receivable, inventory, property, plant and equipment, commercial and
residential real estate. The credit risk on these commitments is managed by subjecting each customer to normal
underwriting and risk management processes.

At December 31, 2010, the undisbursed portion of construction loans was $143,000 and the unused
portion of credit lines was $28.5 million. Funding for these commitments is expected to be provided from
deposits, loan and mortgage-backed securities principal repayments, maturing investments and income generated
from operations.

For the year ended December 31, 2010, the Corporation did not engage in any off-balance sheet
transactions reasonably likely to have a material effect on its financial condition, results of operation and cash
flows.

Contractual Obligations

The table below summarizes future contractual obligations.

As of December 31, 2010
Payments Due by Period

Within Overoneto Overtwoto Over threeto After five

one year two years three years five years years Total
Contractual Obligations
(in thousands)
Certificate accounts.............. $111,477  $34,920 $ 569 $ 177 $ - $147,143
BOrrowings.......ccocevveevieriennns - 22,000 - - 37,500 59,500
Operating leases .........c....... 469 469 469 939 1,901 4,247
Total .o $111,946 $57,389 1,038 $1,116 $39,401 $210,890

Impact of Inflation and Changing Prices

The financial statements and related data presented herein have been prepared in accordance with
accounting principles generally accepted in the United States of America, which require the measurement of
financial position and operating results in terms of historical dollars without considering changes in the relative
purchasing power of money over time due to inflation. Unlike industrial companies, virtually all of the assets and
liabilities of a financial institution are monetary in nature. As a result, interest rates have a more significant impact
on a financial institution’s performance than the effects of general levels of inflation. Interest rates do not
necessarily move in the same direction or in the same magnitude as the prices of goods and services. However,
non-interest expenses do reflect general levels of inflation.

Iltem 7A. Quantitative and Qualitative Disclosures About Market Risk

Not applicable as issuer is a smaller reporting company.
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Item 8. Financial Statements and Supplementary Data

Management’s Report on Internal Control Over Financial Reporting

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

Management conducted an assessment of the effectiveness of the Company’s internal control over
financial reporting as of December 31, 2010, utilizing the framework established in Internal Control — Integrated
Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission (COSO). Based
on this assessment, management has determined that the Company’s internal control over financial reporting as of
December 31, 2010 is effective.

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

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

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors
Provident Community Bancshares, Inc.
Rock Hill, South Carolina

We have audited the accompanying consolidated balance sheets of Provident Community Bancshares,
Inc. and Subsidiaries (the “Company”) as of December 31, 2010 and 2009, and the related consolidated
statements of income (loss), changes in shareholders’ equity and comprehensive income (loss) and cash
flows for the years then ended. These consolidated financial statements are the responsibility of the
Company's management. Our responsibility is to express an opinion on these financial statements
based on our audits.

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

In our opinion, the consolidated financial statements referred to above present fairly, in all material
respects, the financial position of Provident Community Bancshares, Inc. and Subsidiaries as of
December 31, 2010 and 2009, and the results of their operations and their cash flows for the years then
ended, in conformity with U.S. generally accepted accounting principles.

/s/ Elliott Davis, LLC

Columbia, South Carolina
March 28, 2011
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PROVIDENT COMMUNITY BANCSHARES, INC. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS

As of December 31,
2010 2009
(Dollars In Thousands)

Assets
Cash and due from DANKS ........cccveeeieeeiecece e $ 10,393 $10,344
Federal funds SO ..........oovvvicieiiie e 14,472 5,287
Investments and mortgage-backed securities

Held to maturity (fair value of $3,976 at December 31, 2009) ............ -- 3,934

AVaIlabIe TOr SAlE......ceiieicie e 148,469 147,816
Total investments and mortgage-backed Securities ...........c.ccoceceveririenen 148,469 151,750
Loans, net of allowance for loan losses of $7,379 in 2010 and

$5,579 at December 31, 2009........cccoviieiiiiieeee e 198,896 250,420
Real estate acquired through foreclosure.........cccccevevivvieiivsivereese s 10,618 5,917
Federal Home Loan Bank Stock, at COSt.........coccevveiivieiieeiieece e 3,526 3,947
Federal Reserve Bank Stock, at COSt.........cccvvvviiiieeiiiieiiec e 832 832
Office properties and eqUIPMENL, NEL .......cccociveiieieiere e 5,101 5,447
Accrued interest reCeivable .......cc.oveiviieeie e 1,575 2,238
Cash surrender value of life INSUFANCE .......cccccvvveerieiceiicie e, 8,623 9,332
OtNBE ASSBES... . veeireiiree ettt ettt e e e s rbe e ebb e e s taeeebae e sbeeeteeas 6,213 11,489
TOLAL ASSELS ..vvveviereiie ettt sbe e ere et $408,718 $457,003
Liabilities
DBPOSIES 1.ttt sttt sttt bennens $313,128 $332,762
Advances from the Federal Home Loan Bank ........ccccccceevveveiieciie e, 59,500 64,500
Securities sold under agreements to repurchase ..........cccceeeveieieniennnnnns 10,028 18,520
Floating rate junior subordinated deferrable interest debentures ............ 12,372 12,372
Accrued interest Payable ... 663 581
Other [HADIITIES ...vveiivee it 2,758 2,147
Total HADIIIES ....ccviicvi i 398,449 430,882

Commitments and contingencies — Notes 12 and 17

Shareholders’ equity
Serial preferred stock, no par value, authorized — 500,000 shares,

issued and outstanding — 9,266 at December 31, 2010 and

December 31, 2009..........coiiieiriiieiesiee e s 9,250 9,245
Common stock — $0.01 par value, authorized — 5,000,000 shares, issued

and outstanding — 1,790,599 shares at December 31, 2010 and

December 31, 2009 ........oooeeiiee e 20 20
ComMMON STOCK WAITANTS ......veiueeiieiiierie sttt 25 25
Additional paid-in Capital ..........ccocvreiiiiniii s 12,919 12,919
Accumulated other comprehensive 10SS ........cccvcveviiveievine e (2,778) (972)
Retained earnings, (loss) substantially restricted............ccccovvniiniinnnn. (2,867) 11,184
Treasury StOCK, @t COSE .....ooiiiiiiiiieiieiee et (6,300) (6,300)
Total Shareholders” EQUILY ......cccvivie i 10,269 26,121
Total liabilities and shareholders” eqUItY.........cccooivvivvievivsienieeccrcsese s $408,718 $457,003

See Notes to Consolidated Financial Statements.
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PROVIDENT COMMUNITY BANCSHARES, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF INCOME (L0OSS)

Interest Income:

Deposits and federal funds sold ...........ccooervieiininiiiiieins
Securities available for sale:

State and municipal (non taxable) .........cccccvvevirivivniicieen,
Other investments (taxable) ...

Securities held to maturity and FHLB/FRB
StOCK dIVIAENTS .....cvovviiee e

Total iNterest INCOME ....ooivvviceiiicie e

Interest Expense:

DepPOSit ACCOUNTS......cueiiiiiieeie et

Floating rate junior subordinated deferrable
interest deDENtUIES ........oviiicii e
Advances from the FHLB and other borrowings....................

Total INtErest EXPENSE ......coververerieriereee et
Net INterest INCOME .....uvvvviiiiiiiiciie e
Provision for 10an [0SSES.........cocveveeeeiiie i

Net interest (loss) income after provision for loan losses...........
Non-Interest Income:

Fees for financial SErVICES ........covvevveeiiiiicie e

Other fEeS, NEL.......vciiieree e

Other-than-temporary-impairment write-down on securities

Net gain on sale of INVeStMeNts ..........c.cocvvirinieienccc e

Total NON-INterest INCOME ........cocvreiriereireee e,
Non-Interest Expense:

Compensation and employee benefits .......cc.ccoovveveieniinnnns
Occupancy and eqUiPMEeNt..........ccceierereeieiese e
Deposit inSurance PremMilMS........cccvceerverrereresreseseeieeseeneenns
Professional SEIVICES........couiriiiiice s
Advertising and public relations............ccocoevvineinencinens
OREO and 10an Operations ...........ccoeeeereieneneseseseesiese s
TelEPhONE ..o
[tEMS PrOCESSING ..vvevveeiieriestese e eeree e see e e re e see e nnens
Intangible amortization ..o
Impairment of intangible assets ...........ccooviiiiiicieicicee

OENET e e
Total NON-INtErest EXPENSE.....cvververiererrseeeee e

Loss before iNCOME taXES ......covivirreierieise e
Expense (benefit) for inCOme taxes ........cccceveveneienineniicinens

NEL TOSS ottt
Accretion of preferred stock to redemption value and preferred

QIVIABNGS ...
Net loss to common shareholders...........ccoceeieieiiniic i
Net loss per common share (DasiC).........ccoevevveivevieienerieseseseeas
Net loss per common share (diluted).........ccccevveverencrcviiennnnn,
Cash dividends per common Share ...
Weighted average number of common shares

outstanding (DASIC)......cccviveveieiieie e
Weighted average number of common shares

outstanding (diUtEd) .........ccooveiririirieree s
See Notes to Consolidated Financial Statements.
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Years Ended
December 31,

2010 2009

(In Thousands, Except Share Data)

$11,572 $ 14,230
36 21

104 286
4,793 6,150
148 212
16,653 20,899
5,087 7,995
479 530
2,645 3,068
8,211 11,593
8,442 9,306
9,090 8,695
(648) 611
2,805 2,932
61 83
(1,202) (3,756)
1,824 775
3,488 34
4,286 4,512
2,515 2,685
586 871

549 371

41 85
2,683 555
171 192

332 338

- 324

- 1,349

776 765
11,939 12,047
(9,099) (11,402)
4,715 (4,011)
$(13,814) $(7,391)
475 382
$(14,289) $(7,773)
$(7.98) 4.34
$(7.98) 4.34

$ -- $0.06
1,790,599 1,789,743
1,790,599 1,789,743



PROVIDENT COMMUNITY BANCSHARES, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CHANGES IN SHAREHOLDERS’ EQUITY AND COMPREHENSIVE INCOME (LOSS)

Preferred Stock

Shares

TWELVE MONTHS ENDED DECEMBER 31, 2010 AND 2009

Total
Shareholder’s
Equity

Balance at December 31, 2008................ --
Net Income (10SS).....c.cvrvirvririeerireriririinns -

Other comprehensive loss, net
of tax on unrealized holding
gains arising during period................ -
Less reclassification adjustment for
gains and other than temporary
investment charge in net loss........... -
Comprehensive 10SS.........cccovieniiiniininnns -

Dividend plan contributions.................. -
Issuance of preferred stock, net............... 9,266
Issuance of common stock warrants........ -

Accretion of preferred stock to -
redemption value ...........cocovvvcicennnnn
Preferred stock dividend..............c.coe...... -

Cash dividend ($0.06 per share).............. -
Balance at December 31, 2009................ 9,266
Net Income (10SS).....c.cvrvirvririverreririnienns -

Other comprehensive loss, net
of tax on unrealized holding
gains arising during period................ -
Less reclassification adjustment for
gains and other than temporary
investment charge in net loss........... -
Comprehensive 10SS.........cccovieniiiniininnns -

Accretion of preferred stock to
redemption value ..o -
Preferred stock dividend.........c...c.cccvuenn. -

Balance at December 31, 2010................ 9,26

See Notes to Consolidated Financial Statements.

Retained
Common Additional Earnings (loss),
Stock Paid-In Substantially
Warrants Capital Restricted
(Dollars in Thousands, Except Share Data)
$ - $12,903 $18,997
- -- (7,391)
- 16 -
25 -- -
- - ®)
- - (310)
- - 107
$25 $12,919 $11.184
- -- (13,814)
- - ®)
- - (232)
$25 $12,919 $(2,867)
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$23,924

(7,391)

2,572

(1.848)
(6,667)

16
9,240
25

(310)
107
$26,121

(13,814)

(2,192)

386
(15,620)

232
$10,269



PROVIDENT COMMUNITY BANCSHARES, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOwWS

Years Ended
December 31,

2010 2009
(In Thousands)
Operating activities:
NEL 0SS .ottt $(13,814) $(7,391)
Adjustments to reconcile net loss to net cash provided (used) by operating activities:
Provision fOr 108N 10SSES........coiiiiiiiiiiieieiee e 9,090 8,695
AMOTtiZation Of SECUTILIES .....oviviiiiieiiiiicisee e 964 663
AMOItiZAtION BXPENSE ...vvveevrerieee e ste st se ettt na e e e e s -- 324
DEPreciation EXPENSE. ....c.veiiverieierte ettt ettt 459 534
Recognition of deferred income, net of COSES ......ccvviiiiiiiiiiiiiee e (179) (325)
Deferral of fee income, Net OF COSES......oiviiiriiiiiii e 26 255
Other than temporary impairment charge on AFS SeCurities...........c.ccoevvevrvarnnne. 1,202 3,756
Impairment of iNtangible aSSEtS.........cviiiiiie e -- 1,349
GaiN ON INVESTMENTS .....eviiiiiiie e (1,824) (775)
Decrease (increase) in accrued interest receivable ..........cccccovvvviieciciciciecceen, 663 (151)
L0ss (gain) 0N OREQ SAIES ......cecveieieierie et 83 4
OREQ IMPAIMENT ...ttt sttt e e eneeeenees 1,831 675
Increase in bank owned life INSUrANCE.........ccooveiiriiiiii e (373) (400)
Decrease (increase) iN Other aSSELS ......civvcivivieieiene e 6,248 (4,913)
Increase (decrease) in accrued interest payable...........cccceveviviivvieninnie e 82 (120)
Increase in other Habilities.......ccccvviviieieiice e 611 253
Net cash provided by operating aCtivities...........coceveiirinieiiiicree e 5,069 2,433
Investing activities:
PUrchase Of AFS SECUTITIES ..ovvivieeeeieiese s nne s (247,170) (161,107)
Purchase of HTM SECUFITIES ........oiveiiirieisieiee e -- (1,504)
Maturities Of AFS SECUIMTIES. ......eiiiieieieie et 141,144 42,252
Proceeds from the sales 0f AFS SECUMLIES .....cviveiierieiiie et 85,798 41,479
Proceeds from the sales 0f HTM SECUFTIES........oovvireiiiiieiic e 3,953 --
Principal repayment on mortgage-backed securities AFS ..........cccoooiviviniinenne 16,436 27,448
Net deCrease IN TOANS.........couiiiiiie e b 33,316 13,811
(Purchase) redemption of FHLB/FRB StOCK..........ccccovviieiiniie e 421 (251)
Proceeds from sales of OREOQ, net of costs and improvements............cc.ccoeveveneen. 2,656 (120)
Purchase of office properties and equIPMENt ..........ccoevvireirienerneee e (112) (144)
Net cash provided (used) in iNVesting aCtiVities..........cccoceeereniriene s 36,442 (38,136)
Financing activities:
Proceeds from dividend reinvestment plan ...........cccccoovvvvieiiv e -- 16
Proceeds from the issuance of preferred stock, Net.........ccooveveie i -- 9,240
Proceeds from the issuance of Warrants...........cccoeiiieiiniiieie e -- 25
Accretion of Preferred Stock to redemption value...........ccccoeceveviiiiinnincincieieen, Q --
Dividends paid in cash on common StOCK.........cccccererierivnieeieriere s -- (107)
Dividends paid on preferred StOCK ... (232) (310)
Repayment of term borrowings, Net.........ccooooeiiiiieiiieee e (13,492) (5,485)
Proceeds from redemption of life INSUrANCe ..........cccovvveieeiiccie e 1,082 644
(Decrease) increase in depoSit aCCOUNTS......ccvivererirrireeseeierieseesie e sresre e sreeneans (19,634) 25,941
Net cash provided (used) by financing activities ............ccoceevenvineneiienec e (32,277) 29,964
Net increase (decrease) in cash and due from banks.............ccoccooiiiniiiiinn 9,234 (5,739)
Cash and cash equivalents at beginning of period ...........cccccoeviviieiiii i 15,631 21,370
Cash and cash equivalents at end of period .........cccccocvvivviviiveieicnc s $24,865 $15,631

See Notes to Consolidated Financial Statements.
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PROVIDENT COMMUNITY BANCSHARES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. Summary of Significant Accounting Policies

Organization - Provident Community Bancshares, Inc. (“Provident Community Bancshares”) is the bank
holding company for Provident Community Bank, N.A., a national bank (the “Bank”). Provident Community
Bancshares and the Bank are collectively referred to as the Corporation in this annual report. The Bank, founded in
1934, offers a complete array of financial products and services through nine full-service banking centers in five
counties in South Carolina, including checking, savings, time deposits, individual retirement accounts (IRAS),
investment services, and secured and unsecured consumer loans. The Bank originates and services home loans and
provides financing for small businesses and affordable housing.

Estimates - The accounting and reporting policies of the Corporation conform to accounting principles
generally accepted in the United States of America and to general practice within the banking industry. In
preparing the consolidated financial statements, management is required to make estimates and assumptions that
affect the reported amounts of assets, liabilities, revenues and expenses and disclosure of commitments and
contingencies. Actual results could differ from those estimates. The following summarizes the more significant
policies.

Basis of Consolidation - The accompanying consolidated financial statements include the accounts of
Provident Community Bancshares and the Bank. All inter-company amounts and balances have been eliminated in
consolidation.

Disclosure Regarding Segments - The Corporation reports as one operating segment, as the Chief
Executive Officer reviews the results of operations of the Corporation as a single enterprise.

Advertising - Advertising, promotional, and other business development costs are generally 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.

Cash and Cash Equivalents - Cash and cash equivalents include cash on hand and amounts due from
depository institutions, federal funds sold and short term, interest-earning deposits. From time to time, the
Corporation’s cash deposits with other financial institutions may exceed the FDIC insurance limits.

Investments and Mortgage-backed Securities - The Corporation accounts for investment securities in
accordance with FASB ASC Topic 320: Investments in Debt and Equity Securities. In accordance with FASB
ASC Topic 320, debt securities that the Corporation has the positive intent and ability to hold to maturity are
classified as “held to maturity” securities and reported at amortized cost. Debt and equity securities that are bought
and held principally for the purpose of selling in the near term are classified as “trading” securities and reported at
fair value, with unrealized gains and losses included in earnings. Debt and equity securities not classified as either
held to maturity or trading securities are classified as “available for sale” securities and reported at fair value with
unrealized gains and losses excluded from earnings and reported as a separate component of shareholders’ equity.
No securities have been classified as trading securities.

Purchases and sales of securities are accounted for on a settlement date basis. Premiums and discounts on
debt securities are amortized or accreted as adjustments to income over the estimated life of the security using a
method approximating the level yield method. Gains or losses on the sale of securities are based on the specific
identification method. The fair value of securities is based on quoted market prices or dealer quotes. If a quoted
market price is not available, fair value is estimated using quoted market prices for similar securities.

Loans - Loans are stated at the principal balance outstanding. Mortgage loans consist principally of
conventional one-to four-family residential loans and interim and permanent financing of non-residential loans that
are secured by real estate. Commercial loans are made primarily on the strength of the borrower’s general credit
standing, the ability to generate repayment from income sources and the collateral securing such loans. Consumer
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1. Summary of Significant Accounting Policies (continued)

loans generally consist of home equity loans, automobile and other personal loans. In many lending transactions,
collateral is taken to provide an additional measure of security. Generally, the cash flows or earning power of the
borrower represents the primary source of repayment, and collateral liquidation serves as a secondary source of
repayment. The Corporation determines the need for collateral on a case-by-case or product-by-product basis.
Factors considered include the current and prospective credit worthiness of the customer, terms of the instrument
and economic conditions.

The Corporation generally originates single-family residential loans within its primary lending area. The
Corporation’s underwriting policies require such loans to be 80% loan to value based upon appraised values unless
private mortgage insurance is obtained. These loans are secured by the underlying properties. Loans receivable that
management has the intent and ability to hold for the foreseeable future or until maturity or pay-off are stated at the
amount of unpaid principal, reduced by unearned discount and fees and an allowance for loan losses. Unearned
interest on loans is amortized to income over the life of the loan, using the interest method. For all other loans,
interest is accrued daily on the outstanding balances.

Loan origination and commitment fees and certain direct loan origination costs are deferred and the net
amount amortized as an adjustment of the related loan’s yield. The Corporation is generally amortizing these
amounts over the contractual life. Commitment fees and costs are generally based upon a percentage of the
customer’s unused line of credit and are recognized over the commitment period when the likelihood of exercise is
remote. If the commitment is subsequently exercised during the commitment period, the remaining unamortized
commitment fee at the time of exercise is recognized over the life of the loan as an adjustment of the yield.

For impaired loans, accrual of interest is discontinued on a loan when management believes, after
considering collection efforts and other factors that the borrower’s financial condition is such that collection of
interest is doubtful. Cash collections on impaired loans are credited to the loan receivable balance, and no interest
income is recognized on those loans until the principal balance has been collected.

The Corporation determines a loan to be delinquent when payments have not been made according to
contractual terms, typically evidenced by nonpayment of a monthly installment by the due date. The accrual of
interest on loans is discontinued at the time the loan is 90 days delinquent.

All interest accrued but not collected for loans that are placed on non-accrual status or charged off are
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 the principal and interest
amounts contractually due are brought current and future payments are reasonably assured.

Loans on non-accrual status as well as real estate acquired through foreclosure or deed taken in lieu of
foreclosure are considered non-performing assets.

Allowance for Loan Losses - The Corporation maintains an allowance for loan losses. The allowance for
loan losses is established through a provision for loan losses charged to expense. Loans are charged against the
allowance for loan losses when management believes that collectability of the principal is unlikely. Subsequent
recoveries, if any, are credited to the allowance.

The allowance is an amount that management believes will be adequate to absorb estimated losses relating
to specifically identified loans, as well as probable credit losses inherent in the balance of the loan portfolio, based
on an evaluation of the collectability of existing loans and prior loss experience. This evaluation also takes into
consideration such factors as changes in the nature and volume of the loan portfolio, overall portfolio quality,
review of specific problem loans, and current economic conditions that may affect the borrower’s ability to pay. The
allowance for loan loss calculation includes a segmentation of loan categories by residential mortgage, commercial
and consumer loans. Each category is rated for all loans. The weights assigned to each performing group are
developed from previous loan loss experience and as the loss experience changes, the category weight is adjusted
accordingly. As the loan categories increase and decrease in balance, the provision for loan loss calculation will
adjust accordingly. The evaluation also includes a component for expected losses on groups of loans that are related
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1. Summary of Significant Accounting Policies (continued)

to future events or expected changes in economic conditions. While management uses the best information available
to make its evaluation, future adjustments to the allowance may be necessary if there are significant changes in
economic conditions. In addition, regulatory agencies, as an integral part of their examination process, periodically
review the Corporation’s allowance for loan losses, and may require the Corporation to make additions to the
allowance based on their judgment about information available to them at the time of their examinations.

The allowance consists of specific, general and unallocated components. The specific component relates to
loans that are classified as either impaired, substandard or special mention. For such loans that are also accounted
for as impaired, an allowance is established when the discounted cash flows (or collateral value or observable
market price) of the impaired loan is lower than the carrying value of that loan. The general component covers non-
classified loans and is based on historical loss experience adjusted for qualitative factors. An unallocated
component is maintained to cover uncertainties that could affect management’s estimate of probable losses. The
unallocated component of the allowance reflects the margin of imprecision inherent in the underlying assumptions
used in the methodologies for estimating specific and general losses in the portfolio.

Recovery of the carrying value of loans is dependent to some extent on the future economic environment
and operating and other conditions that may be beyond the Corporation’s control. Unanticipated future adverse
changes in such conditions could result in material adjustments to allowances (and future results of operations).

Accounting for Impaired Loans - Impaired loans are measured based on the present value of expected
future cash flows discounted at the loan’s effective interest rate or, as a practical matter, at the loan’s observable
market value or fair value of the collateral if the loan is collateral dependent. If the resulting value of the impaired
loan is less than the recorded balance, the impairment must be recognized by creating a valuation allowance for the
difference and recognizing a corresponding bad debt expense. The risk characteristics used to aggregate loans are
collateral type, borrower’s financial condition and geographic location.

The Corporation generally determines a loan to be impaired at the time management believes that it is
probable that the principal and interest may be uncollectible. Management has determined that, generally, a failure
to make a payment within a 90-day period constitutes a minimum delay or shortfall and does not generally
constitute an impaired loan. However, management reviews each past due loan and may determine a loan to be
impaired prior to the loan becoming over 90 days past due, depending upon the circumstances of that particular
loan. The Corporation’s policy for charge-off of impaired loans is on a loan-by-loan basis. The Corporation’s policy
is to evaluate impaired loans based on the fair value of the collateral. Interest income from impaired loans is
recorded using the cash method. At December 31, 2010, impaired loans totaled $18.8 million and the Corporation
had recognized no interest income from impaired loans. The average balance in impaired loans was $22.3 million
for 2010.

Office Properties and Equipment - Office properties and equipment are presented at cost less accumulated
depreciation. Depreciation is provided on the straight-line basis over the estimated useful lives of the assets.
Estimated useful lives are twenty to thirty nine years for buildings and improvements and generally five to ten years
for furniture, fixtures and equipment.

The cost of maintenance and repairs is charged to expense as incurred, and improvements and other
expenditures, which materially increase property lives, are capitalized. The costs and accumulated depreciation
applicable to office properties and equipment retired or otherwise disposed of are eliminated from the related
accounts, and any resulting gains or losses are credited or charged to income.

Securities Sold Under Agreements to Repurchase - The Corporation enters into sales of securities under
agreements to repurchase. Fixed-coupon reverse repurchase agreements are treated as financings, with the
obligations to repurchase securities sold being reflected as a liability and the securities underlying the agreements
remaining as an asset. The securities are delivered by appropriate entry by the Corporation’s safekeeping agent to
the counterparties’ accounts. The dealers may have sold, loaned or otherwise disposed of such securities to other
parties in the normal course of their operations, and have agreed to resell to the Corporation substantially identical
securities at the maturities of the agreements.
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1. Summary of Significant Accounting Policies (continued)

Federal Home Loan Bank Stock - The Bank, as a member institution of Federal Home Loan Bank of
Atlanta (the “FHLB”), is required to own capital stock in the FHLB based generally upon the Bank’s balances of
residential mortgage loans and FHLB advances. No ready market exists for this stock and it has no quoted market
value. However, redemption of this stock historically has been at par value. The Bank carries this investment at its
original cost.

Federal Reserve Bank Stock - The Bank, as a member institution of the Federal Reserve Bank of
Richmond (the “FRB”), is required to own capital stock in the FRB based upon the Bank’s capital and surplus. No
ready market exists for this stock and it has no quoted market value. However, redemption of this stock historically
has been at par value. The Bank carries this investment at its original cost.

Real Estate Acquired Through Foreclosure - Real estate acquired through foreclosure is stated at the lower
of cost or estimated fair value less estimated costs to sell. Any accrued interest on the related loan at the date of
acquisition is charged to operations. Costs relating to the development and improvement of property are capitalized
to the extent that such costs do not exceed the estimated fair value less selling costs of the property, whereas those
relating to holding the property are charged to expense.

Intangible Assets - Intangible assets consist of core deposit premiums resulting from the Bank’s branch
acquisitions in 1997 and 1999 and the excess of cost over the fair value of net assets resulting from the acquisition
of South Carolina Community Bancshares, Inc. in 1999.

Goodwill and identified intangible assets with indefinite lives related to acquisitions are not subject to
amortization. Core deposit intangible assets are amortized over their estimated useful lives using methods that
reflect the pattern in which the economic benefits are utilized.

The Corporation’s unamortized goodwill and other intangible assets are reviewed annually to determine
whether there have been any events or circumstances to indicate that the recorded amount is not recoverable from
projected undiscounted net operating cash flows. If the projected undiscounted net operating cash flows are less
than the carrying amount, a loss is recognized to reduce the carrying amount to fair value, and when appropriate, the
amortization period is also reduced. Based on the impairment analysis performed, due to the Corporation’s current
market capitalization, all goodwill and deposit premiums were charged off in 2009.

Interest Income - Interest on loans is accrued and credited to income monthly based on the principal
balance outstanding and the contractual rate on the loan. The Corporation places loans on non-accrual status when
they become greater than 90 days delinquent or when in the opinion of management, full collection of principal or
interest is unlikely. All interest that was accrued prior to the loan being placed on non-accrual status is automatically
reversed after the 90 day delinquency period. The loans are returned to accrual status when full collection of
principal and interest appears likely.

Income Taxes - Deferred income taxes reflect the net tax effects of temporary differences between the
carrying amounts of assets and liabilities for financial reporting purposes and the amounts used for income tax
purposes. A valuation allowance is established for deferred tax assets that may not be realized. Also, on a
prospective basis, the exception from the requirement to record deferred taxes on tax basis bad debt reserves in
excess of the base year amounts is eliminated. The tax basis bad debt reserve that arose prior to the fiscal year 1988
(the base year amount) is frozen, and the book reserves at that date and all subsequent changes in book and tax basis
reserves are included in the determination of deferred taxes.

Per-Share Data - Basic earnings per common share is computed by dividing net income by the weighted-
average number of common shares outstanding for the period. Diluted earnings per common share is similar to the
computation of basic earnings per common share except that the denominator is increased to include the number of
additional common shares that would have been outstanding if the dilutive potential common shares had been
issued.
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1. Summary of Significant Accounting Policies (continued)

The dilutive effect of options outstanding under Provident Community Bancshares’s stock option plan is
reflected in diluted earnings per common share by the application of the treasury stock method. There were no
common stock equivalents included in the diluted earnings per share calculation at December 31, 2010 or 2009 as
the effect would have been anti-dilutive.

Fair Values of Financial Instruments - The following methods and assumptions were used by the
Corporation in estimating fair values of financial instruments as disclosed herein:

Cash and cash equivalents - The carrying amounts of cash and due from banks approximate their fair
value.

Available for sale and held to maturity securities - Fair values for securities are based on quoted market
prices. The carrying values of restricted equity securities approximate fair values. If quoted prices are not available,
fair values are measured using independent pricing models or other model-based valuation techniques such as the
present value of future cash flows, adjusted for the security’s credit rating, prepayment assumptions and other
factors such as credit loss assumptions.

Loans - The Corporation is predominantly an asset based lender with real estate serving as collateral on a
substantial majority of loans. The Corporation does not record loans at fair value on a recurring basis. However,
from time to time, a loan is considered impaired and the related impairment is charged against the allowance or a
specific allowance is established. Loans for which it is probable that payment of interest and principal will not be
made in accordance with the contractual terms of the loan agreement are considered impaired. Loans which are
deemed to be impaired are primarily valued at the fair values of the underlying real estate collateral. Such fair
values are obtained using collateral net liquidation value, market value of similar debt, enterprise value, and
discounted cash flows. Those impaired loans not requiring a specific allowance represent loans for which the fair
value of the expected repayment or collateral meet or exceed the recorded investment in such loans. The
Corporation considers all non-accrual loans and troubled debt restructurings to be impaired.

Cash surrender value of life insurance - The carrying amounts of cash surrender values of life insurance
approximate their fair value.

Deposit liabilities - The fair values disclosed for demand deposits are, by definition, equal to the amount
payable on demand at the reporting date (that is, their carrying amounts). The carrying amounts of variable-rate,
fixed-term money-market accounts and certificates of deposit (CDs) approximate their fair values at the reporting
date. Fair values for fixed-rate CDs are estimated using a discounted cash flow calculation that applies interest rates
currently being offered on certificates to a schedule of aggregated expected monthly maturities on time deposits.

Advances from the FHLB and other borrowings - The fair values of the Corporation’s borrowings are
estimated using discounted cash flow analysis based on the Corporation’s current incremental borrowing rates for
similar types of borrowing arrangements.

Securities sold under agreements to repurchase - The fair values of the Corporation’s repurchase
agreements are estimated using discounted cash flow analysis based on the Corporation’s current incremental
borrowing rates for similar types of borrowing arrangements.

Accrued interest - The carrying amounts of accrued interest approximate their fair values.

Floating rate junior subordinated deferrable interest debentures - The fair values of the Corporation’s
floating rate debentures are estimated using discounted cash flow analysis based on the Corporation’s current
incremental borrowing rates for similar types of borrowing arrangements.

Off-balance-sheet instruments - Fair values for 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 counter parties’ credit standings.
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1. Summary of Significant Accounting Policies (continued)

Risks and Uncertainties - In the normal course of its business, the Corporation encounters two significant
types of risk: economic and regulatory. There are three main components of economic risk: interest rate risk, credit
risk and market risk. The Corporation is subject to interest rate risk to the degree that its interest-bearing liabilities
mature or reprice at different speeds, or on different bases, than its interest-earning assets.

Credit risk is the risk of default on the Corporation’s loan portfolio that results from the borrowers’
inability or unwillingness to make contractually required payments. Credit risk also applies to investment securities
and mortgage-backed securities should the issuer of the security be unable to make principal and interest payments.
Market risk reflects changes in the value of collateral underlying loans receivable, the valuation of real estate held
by the Corporation and the valuation of investment securities.

The Corporation is subject to the regulations of various government agencies. These regulations can and do
change significantly from period to period. The Corporation also undergoes periodic examinations by the regulatory
agencies, which may subject it to further changes with respect to asset valuations, amounts of required loss
allowances and operating restrictions resulting from the regulators’ judgments based on information available to
them at the time of their examination.

In preparing the consolidated financial statements, management is required to make estimates and
assumptions that affect the reported amounts of assets and liabilities and disclosures of contingent assets and
liabilities as of the dates of the balance sheets and revenues and expenses for the periods covered. Actual results
could differ from those estimates and assumptions.

Reclassifications - Certain amounts in prior year’s financial statements have been reclassified to conform
with current year classifications. These reclassifications had no effect on previously reported net income or
shareholders’ equity.

Stock-Based Compensation - The Corporation accounts for the compensation costs for its stock option plan
under the fair value recognition provisions of Financial Accounting Standards Board FASB ASC 718-10-10
“Compensation-Stock Compensation”.

There were no stock options granted in 2010 or 20009.
2. Investments and Mortgage-backed Securities
There were no securities classified as held to maturity as to December 31, 2010.

Available for Sale - Securities classified as available for sale consisted of the following (in thousands):

As of December 31, 2010

Amortized Gross Unrealized Fair
Cost Gains Losses Value
Investment Securities:
U.S. Agency Obligations.................... $ 2 $ - $ - $ 2
Government Sponsored Enterprises ... 55,881 49 (1,158) 54,772
Trust Preferred Securities................... 7,271 -- (2,723) 4,548
Total Investment Securities ................... 63,154 49 (3,881) 59,322
Mortgage-backed Securities:
Fannie Mae.........ccccvevvvvivnineiencienens 11,307 270 (119) 11,458
GinNNie Mae.....cocovvevierieeie e 61,617 180 (485) 61,312
Freddie Mac.........cccoevvvvivevicicncienens 16,216 10 (264) 15,962
Collateralized Mortgage Obligations . 448 -- (33) 415
Total Mortgage-backed Securities......... 89,588 460 (901) 89,147
Total available for sale ...........cccevvvne. $152,742 $ 509 $(4,782) $148,469
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2.

Investments and Mortgage-backed Securities (continued)

Held to Maturity - Securities classified as held to maturity consisted of the following (in thousands):

As of December 31, 2009

Amortized Gross Unrealized Fair
Cost Gains Losses Value
Municipal Securities.........cccc..... 3,934 $52 ($10) $3,976

Available for Sale - Securities classified as available for sale consisted of the following (in thousands):

As of December 31, 2009

Amortized Gross Unrealized Fair
Cost Gains Losses Value

Investment Securities:

U.S. Agency Obligations.................... $ 4 $ - $ - $ 4

Government Sponsored Enterprises ... 79,162 217 (908) 78,471

Municipal Securities..........cccovvevrnrnnnn. 5,781 261 -- 6,042

Trust Preferred Securities................... 8,570 -- (2,658) 5,912
Total Investment Securities.................... 93,517 478 3,566 90,429
Mortgage-backed Securities:

Fannie Mae........cccccevevvvennsinciciennens 35,561 1,162 -- 36,723

Ginnie Mae.......ccocevveenenieieseniee e 16,569 461 - 17,030

Freddie Mac ......ccccoevevvevenccece e, 3,068 86 -- 3,154

Collateralized Mortgage Obligations . 597 -- (117) 480
Total Mortgage-backed Securities......... 55,795 1,709 (117) 57,387
Total available for sale .......c..cccceervnee. $149,312 2,187 3,683 $147,816

The following table shows gross unrealized losses and fair value, aggregated by investment category, and
length of time that individual securities have been in a continuous unrealized loss position at December 31, 2010 (in

thousands).
Less than 12 Months 12 Months or More Total
Fair Unrealized Fair Unrealized Fair Unrealized
Value Losses Value Losses Value Losses
Securities Available

for Sale

Government Sponsored
ENterprises......ccovvvevevvevennnn, $ 43,531
Trust Preferred Securities..... --
Mortgage-backed

SECUNtIES ..oeivvieeecieee e, 59,963
Total..oooeeeeeeece e $103,494

$1,158
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The following table shows gross unrealized losses and fair value, aggregated by investment category, and

length of time that individual securities have been in a continuous unrealized loss position at December 31, 2009 (in
thousands).

Less than 12 Months

12 Months or More Total
Fair Unrealized Fair Unrealized Fair Unrealized
Value Losses Value Losses Value Losses
Held to Maturity
Municipal Securities............. $494 $9 $833 $1 $1,327 $10
Total oo, 494 $9 833 $1 $1,327 $10



2. Investments and Mortgage-backed Securities (continued)

Less than 12 Months 12 Months or More Total
Fair Unrealized Fair Unrealized Fair Unrealized
Value Losses Value Losses Value Losses
Securities Available
for Sale
Government
Sponsored Enterprises.......... $41,040 $908 $- $- $41,040 $908
Municipal Securities............. - - - - - -
Trust Preferred Securities..... - - 5,912 2,658 5,912 2,658
Mortgage-backed
SECUNITIES voveveeeviiciie e - - 532 117 532 117
Total ceveeeeeeeeeeeeee e, $41,040 $908 $6,444 $2,775 $47,484 3,683

Management reviews securities for other-than-temporary impairment at least on a quarterly basis, and more
frequently when economic or market concerns warrant such evaluation. Consideration is given to (1) the length of
time and the extent to which the fair value has been less than cost, (2) the financial condition and near-term
prospects of the issuer, and (3) the intent and ability of the Corporation to retain its investment in the issuer for a
period of time sufficient to allow for any anticipated recovery in fair value.

To determine which individual securities are at risk for other-than-temporary impairment, the Corporation
considers various characteristics of each security including but not limited to the credit rating, the duration and
amount of the unrealized loss, and any credit enhancements. The relative importance of this information varies
based on the facts and circumstances surrounding each security, as well as the economic environment at the time of
the assessment. As a result of this review, the Corporation identifies individual securities believed to be at risk for
other-than-temporary impairment. These securities are evaluated by estimating projected cash flows based on the
structure of the security and certain assumptions, such as prepayments, default rates, and loss severity to determine
whether the Corporation expects to receive all of the contractual cash flows as scheduled. The Corporation
recognizes an other-than-temporary impairment credit loss when the present value of the investment security’s cash
flows expected to be collected are less than the amortized cost basis.

To determine impairment charges for the Corporation’s collateralized debt obligations (“CDO”), we
performed discounted cash flow valuations through a static default model test. The default model used assumed a
3.6% rate, which is three times the historic default rates for all collateralized debt obligations (“CDO”), a 0%
recovery on all banks in deferral of interest payments and a 0% prepayment rate. Cash flow valuations with a
premium mark up of 300 basis points were also used to determine the fair market values of the Corporation’s
collateralized debt obligations. Valuation documentation for the cash flow analysis is provided by an independent
third party.
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2. Investments and Mortgage-backed Securities (continued)

The following table presents the Corporation’s investments by category and the related unrealized gains or
losses, net of tax, recognized in other comprehensive losses, credit losses recognized in and credit ratings for each
classification of security. Trust preferred securities are divided into pooled and single issue securities. All trust
preferred pooled securities are in the mezzanine tranche. Private label trust preferred securities are $2.0 million each
and are evaluated each quarter based on the financial stability of the institution. These securities have no credit
rating included in the table below. Agency MBS and agency securities are government guaranteed and therefore,
their risk is relatively low.

Amounts in the following table are in millions.

Below
Security Amortized Fair Not  Investment

Classification Cost Value OClI OTTI AAA AA A Baal Ba3 Rated Grade
Single issuer trust
preferred securities $4.0 $26 %09 $- $- $- $- $- $- $26 $ -
Pooled trust
preferred securities 3.3 1.9 (0.9) (5.0 -- -- -- -- -- -- 19
Agency MBS 89.1 88.7 (0.3) - - -- - - - - -
Private label CMO 0.4 0.4 - - 0.4 - - - - - -
Treasury/Agency 55.9 54.8 (0.7) -- 54.8 -- -- -- -- -- --
Total $152.7 $1484  $(2.8) $5.0 $552 $ - $ -- $ -- $ - $26 $1.9

OCI-Other Comprehensive Income (loss) OTTI-Other Than Temporary Impairment

For the year ended December, 31, 2010, the Corporation experienced a credit-related other-than-temporary
impairment of $1.2 million on the pooled trust preferred securities portfolio and have recorded $5.0 cumulatively
since 2008 in this portfolio. All of these securities are in the Corporation’s available for sale portfolio. This was
charged to earnings in non-interest income as “Other-than-temporary-impairment write-down on securities”. The
total securities impacted by credit-related other-than-temporary impairment have a current carrying value of $1.9
million and represent approximately 1.28% of available for sale securities. We do not intend to sell the remaining
debt securities and we believe more likely than not, we will not be required to sell the debt securities before their
anticipated recovery.

Proceeds, gross gains and gross losses realized from the sales of securities were as follows for the periods
ended (in thousands):

Years Ended December 31,

2010 2009
ProCeeds......ccccveevvveeresiereesiereenas $80,516 $39,987
GroSS gaiNS ...ccevveeveeeeieriesesieseeneas 1,824 775
Gross [0SSES ....cvveveieeiieeieeieecreene, = =
Net gain (loss) on investment
transactions........cccceeeveeeeieenieenne. 1,824 775

The maturities of securities at December 31, 2010 are as follows (in thousands):

Available for Sale

Amortized Fair
Cost Value
Due in one year or less .........ccccceveervennane. $ 2 $ 2
Due after one year through five years ..... 43 45
Due after five years through ten years..... 37,670 36,751
Due after ten years.........ccocvvvveeriecieiennns 115,027 111,671
Total investment and mortgage-backed
SECUNILIES wvevverrecre e, $152,742 $148,469
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2. Investments and Mortgage-backed Securities (continued)

The mortgage-backed securities held at December 31, 2010 mature between one and thirty years. The
actual lives of those securities may be significantly shorter as a result of principal payments and prepayments. All
mortgage-backed securities are U.S. Government securities issued through Fannie Mae, Ginnie Mae, or Freddie
Mac.

At December 31, 2010 and 2009, $78.5 million and $94.6 million, respectively, of securities recorded at
book value were pledged as collateral for certain deposits and borrowings.

At December 31, 2010, approximately $12.7 million of mortgage-backed securities were adjustable rate
securities. The adjustment periods range from monthly to annually and rates are adjusted based on the movement of
a variety of indices.

Investments in collateralized mortgage obligations (“CMQOs™) had a fair market value of $415,000 at
December 31, 2010. These are private label CMO securities that were issued by a large regional bank. Therefore,
the fair market value is determined by the current available broker supplied price as an estimate of the amount the
Corporation could expect to receive in the open market. These securities are not actively traded as a result of the
economic crisis.

3. Federal Home Loan Bank Capital Stock

Provident Community Bank, as a member institution of Federal Home Loan Bank of Atlanta (“FHLB”), is
required to own capital stock in the FHLB of Atlanta based generally upon a membership-based requirement and an
activity-based requirement related to the level of advances that the Corporation borrows from the FHLB. No ready
market exists for this stock and it has no quoted market value. However, redemption of this stock historically has
been at par value. The carrying value (which approximates fair value) of this stock was $3.5 million at December
31, 2010 and $3.9 million at December 31, 2009.

In evaluating other-than-temporary impairment of the FHLB stock, the Corporation considered the most
recent financial results of the FHLB, the resumption of paying dividends on common stock, its ability to repurchase
the stock at par value throughout the year in a timely manner based on the level of advances that the Corporation
maintains, and the baseline credit assessment rating given by Moody’s Investors Service of AAA. The Corporation
believes that the resumption of the common stock dividend and the investment grade rating of AAA indicate that
there is no impairment in the investment in the FHLB stock as of December 31, 2010.
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4, Loans, Net

Loans receivable consisted of the following (in thousands):

As of December 31,
2010 2009

Mortgage loans:

Fixed-rate residential.............ccooevevieiiiiiiiiice e $9,102 $ 10,675

Adjustable-rate residential .............ccooiiiiiiiiii 5,064 6,202

Commercial real EState .........ecvveieeiiiiieee s 99,612 110,901

(O070] 013 1 (003 ([ ] o IS HTE ST 665 2,923
Total Mortgage 10anS.......cccveveeeiererere s 114,443 130,701
Commercial loans:

Commercial NON-real EStAte.........ccvuviieiieeiicie e 23,137 34,429

Commercial [in€S of Credit ........cveviveeeii e 23,672 39,096
Total commercial I0aNS .........cocoevvieeiiiiie e 46,809 73,525
Consumer loans:

L o T U SO 16,409 17,395

Consumer and inStallMeNt.........ccoovveeiii i 28,553 34,578

Consumer lines of Credit ........coveveeiiiicce e 307 314
Total CONSUMET J0ANS..........vieiieiii it 45,269 52,287
B 0] = I 0= 206,521 256,513
Less:

Undisbursed portion of interim construction loans...................... (143) (320)

Unamortized 10an diSCOUNT ..........ccooiiiiiiiiieic e (269) (309)

Allowance for 10an 10SSES .......cccvevvriviieiiererer s (7,379) (5,579)

Net deferred loan origination COSLS .........c.coireiicieiencne e 166 115
B 0] - | =) PO $198,896 $250,420
Weighted-average interest rate of 10anS ...........ccocoovieiiic s 4.97% 4.87%

Under OCC regulations, the Bank may not make loans to one borrower in excess of 15% of unimpaired
capital. This limitation does not apply to loans made before August 9, 1989. At December 31, 2010, the Bank had
loans outstanding to one borrower ranging up to $4.5 million.

Adjustable-rate residential real estate loans (approximately $5.1 million and $6.2 million at December 31,
2010 and 2009, respectively) are subject to rate adjustments annually and generally are adjusted based on movement
of the Federal Home Loan Bank National Monthly Median Cost of Funds rate or the Constant Maturity Treasury
index. The maximum loan rates can be adjusted is 200 basis points in any one year with a lifetime cap of 600 basis
points.

Non-refundable deferred origination fees and cost and discount points collected at loan closing, net of
commitment fees paid, are deferred and recognized at the time of sale of the mortgage loans. Gain or loss on sales of
mortgage loans is recognized based upon the difference between the selling price and the carrying amount of the
mortgage loans sold. Other fees earned during the loan origination process are also included in net gain or loss on
sales of mortgage loans.

Until 2002, the Bank originated both fixed rate and adjustable rate mortgage loans with terms generally
ranging from fifteen to thirty years and generally sold the loans while retaining servicing on loans originated. The
Bank discontinued the origination of loans held for sale in 2002. The underlying value of loans serviced for others
was $8.9 million and $10.6 million at December 31, 2010 and 2009, respectively.

Loans that management identifies as impaired generally will be non-performing loans. At December 31,
2010 and 2009, loans which are accounted for on a non-accrual basis or are contractually past due ninety days or
more totaled approximately $18.8 million and $20.9 million, respectively. The amount the Corporation will
ultimately realize from these loans could differ materially from their carrying value because of future developments
affecting the underlying collateral or the borrower’s ability to repay the loans. During the years ended December 31,
2010 and 2009, the Corporation recognized no interest income on loans past due 90 days or more, whereas, under
the original terms of these loans, the Corporation would have recognized additional interest income of
approximately $1.3 million and $1.4 million, respectively.
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4. Loans, net (continued)
Information about impaired loans as of and for the years ended December 31, 2010 and 2009, is as follows:

Years Ended December 31,

2010 2009

Loans receivable for which there is a related
allowance for credit losses determined in accordance
WIith ASC 310-10....cciiiiieiiiiieeeeeeee e $6,301 $1,829
Other impaired 10anS ..........ccccvveiviieieccece e 12,525 19,040

Total impaired 10ans..........ccccoceveiiineiiencee $18,826 $20,869
Average monthly balance of impaired loans.................. $22,280 $20,006
Specific allowance for credit 10SSeS...........cccoevevevinnane. $ 1,788 $ 675

Impaired Loans
For the Years Ended December 31, 2010 and 2009

Unpaid Average
Recorded Principal Related Recorded
Investment Balance Allowance Investment

December 31, 2010
With no related allowance recorded:
Commercial
Commercial Real Estate $ 3,729 $ 3,729 $ - $ 3,729
Commercial Real Estate

Construction 3,195 3,195 -- 3,195
Commercial

Non Real Estate 440 440 -- 440
Consumer
Consumer — other 1,167 1,167 -- 1,167
Consumer — home equity 147 147 -- 147
Residential Real Estate
1-4 family 1,148 1,148 -- 1,148
With an allowance recorded:
Commercial
Commercial Real Estate $ 5,005 $2,174 $ 2,831 $ 3,590
Commercial Real Estate

Construction 8,127 5,206 2,921 6,667
Commercial

Non Real Estate 845 608 237 726

Consumer
Consumer — other 1,355 625 730 990
Residential Real Estate
1-4 family 575 386 189 481
Total: $25,733 $18,826 6,908 $22,280

Commercial 21,341 15,352 5,989 18,347

Consumer 2,669 1,939 730 2,304

Residential 1,723 1,535 189 1,629
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4. Loans, net (continued)

December 31, 2009

With no related allowance recorded:

Commercial
Commercial Real Estate
Commercial Real Estate
Construction
Commercial
Non Real Estate
Consumer
Consumer — other
Consumer — automobile
Consumer — home equity
Residential Real Estate
1-4 family

With an allowance recorded:

Commercial
Commercial Real Estate
Commercial Real Estate
Construction
Commercial
Non Real Estate

Total:
Commercial
Consumer
Residential

Unpaid Average
Recorded Principal Related Recorded
Investment Balance Allowance Investment

$2,155 $2,155 $ - $2,155
3,092 3,092 -- 3,092
969 969 - 969
1,121 1,121 - 1,121
22 22 -- 22
32 32 - 32
649 649 - 649
$ 9,083 $ 6,087 $ 2,996 $ 7,585
9,524 6,275 3,249 7,900
622 467 155 545
$27,269 $20,869 $6,400 $24,070
25,445 19,045 6,400 22,246
1,175 1,175 - 1,175
649 649 - 649

Loans classified as impaired generally will be non-performing loans and the accrual of interest is
discontinued at the time the loan is 90 days delinquent. At December 31, 2010, there were loans in the amount of
$125,000 that were 90 days or more past due and accruing interest. There were no loans at December 31, 2009 that
were 90 days past due and still accruing interest. At December 31, 2010 and 2009, loans which are accounted for on
a non-accrual basis:

Loans Receivable on Nonaccrual Status
As of December 31, 2010 and 2009

2010 2009

Commercial
Commercial real estate $ 5,904 $ 8,242
Commercial real estate construction 8,401 9,367
Commercial real estate other 1,048 1,436
Consumer
Consumer — other 1,792 1,121
Consumer — automobile -- 22
Consumer — home equity 147 32
Residential Real Estate
1-4 family 1,534 649

Total 18,826 $20,869
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4. Loans, net (continued)
The changes in allowance for loan losses consisted of the following (in thousands):

Years Ended December 31,

2010 2009
Balance at beginning of Period............cccccceevevieveivenenenn. $5,579 $6,778
Provision for 10an 10SSES.........cccccvvvrieiiniinrieie e 9,090 8,695
Net chargeoffs ... (7,290) 9,894
Balance at end of period..........ccoeoeiveiiineiiincies 7,379 5,579

Allowance for Loan Losses and Recorded Investment in Loans Receivable
For the Years Ended December 31, 2010 and 2009

Commercial
Commercial Real Estate  Consumer  Residential Total

December 31, 2010

Allowance for loan losses:

Beginning balance $1,947 $2,773 $ 502 $ 357 $5,579
Chargeoffs (976) (6,044) (1,423) (262) (8,705)
Recoveries 118 1,203 25 69 1,415
Provisions 1,077 6,670 1,231 112 9,090

Ending balance $2,166 $4,602 $ 335 276 $7,379

Loans receivable:

Ending balance - total $ 46,809 $99,612 $ 45,269 $14,831 $206,521

Ending balances:

Individually evaluated
for impairment $ 1,048 $ 14,304 1,939 1,535 $18,826
Collectively evaluated
for impairment $ 45,761 $ 85,308 $43,330 $13,296 $187,695

December 31, 2009

Allowance for loan losses:

Beginning balance $ 2,377 $ 3,877 $ 117 $ 407 $6,778
Chargeoffs (853) (7,607) (1,533) (123) (10,116)
Recoveries 104 99 3 16 222
Provisions 319 6,404 1,915 57 8,695

Ending balance $1,947 $ 2,773 $ 502 357 $5,579

Loans receivable:

Ending balance - total $ 73,525 $110,901 $52,287 $19,800 $256,513
Ending balances:
Individually evaluated
for impairment $ 1,436 $18,258 1,175 $ -- $ 20,869
Collectively evaluated
for impairment $72,089 $92,643 $51,112 $19,800 $235,644
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4. Loans, net (continued)

Renegotiated loans, or troubled debt restructurings, are those loans where the borrower is experiencing
financial difficulties and we have agreed to concessions of the terms such as changes in the interest rate charged
and/or other concessions. Troubled debt restructurings increased $2.3 million from $3.3 million at December 31,
2009 to $5.7 million at December 31, 2010. The majority of this increase relates primarily to commercial real estate
relationships that have been affected by the downturn in the commercial real estate market.

The following are credit quality indicators for the Corporation’s loans receivable for the years ended
December 31, 2010 and 2009.
Credit Quality Indicators
As of December 31, 2010 and 2009

Corporate Credit Exposure
Credit Risk Profile by Creditworthiness Category

Commercial Commercial Real
Commercial-Other Construction Estate
2010 2009 2010 2009 2010 2009
Grade 1 Superior Quality $ 4 $ - $ - $ - $ - $ -
Grade 2 Good Quality 340 199 -- 1 -- --
Grade 3 Satisfactory 1,879 7,821 1,818 4,203 7,000 24,784
Grade 4 Acceptable 14,925 22,838 7,785 14,271 72,885 65,064
Grade 5 Special Mention 2,866 1,601 1,302 4,922 8,304 6,837
Grade 6 Substandard 3,901 2,306 11,989 14,889 11,423 13,469
Grade 7 Doubtful -- 474 -- - -- 747
Total $23,915 $35,239 $22,894 $ 38,286 $99,612 $110,901
Consumer Credit Exposure
Credit Risk Profile by Internally Assigned Grade
Residential Consumer
2010 2009 2010 2009
Grade:
Pass $13,282 $17,633 $42,273 $ 48,926
Special mention -- 1,754 -- 2,448
Substandard 1,549 413 2,996 913
Total 14,831 $19,800 $ 45,269 $ 52,287
Consumer Credit Exposure
Credit Risk Profile Based on Payment Activity
Consumer Residential real estate
Other Automobile Home equity 1-4 family
2010 2009 2010 2009 2010 2009 2010 2009
Performing $ 25,366 $31,324 $ 1,502 $2,205 $16462  $17,583  $13,297  $19,151
Nonperforming 1,792 _ 1121 -- 22 147 32 1,534 649
Total $27,158 $32,445 $1,502 $2227 $16,609 $17,615 $14,831  $19,800

Directors and officers of the Corporation are customers of the Corporation in the ordinary course of
business. Loans to directors and officers have terms consistent with those offered to other customers. Loans to
officers and directors of the Corporation are summarized as follows (in thousands):

Years Ended December 31,

2010 2009
Balance at beginning of period.........c....ccc......... $2,180 $ 539
Loans originated during the period ................... -- 1,719
Loan repayments during the period.................. (179) (78)
Balance at the end of period..........ccocooeirrnnn. 2,001 $2,180
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4. Loans, net (continued)

The following are past due loan trends for the Corporation’s loans receivable for the years ended December 31, 2010 and 20009.

Greater
30 - 59 Days 60 — 89 Days Than Total Past Total Loans
Past Due Past Due 90 Days Due Current Receivable

December 31,2010
Commercial non real estate $ 175 $ 221 $ 1,089 $ 1,485 $ 22,430 $ 23,915
Commercial real estate:

Commercial real estate — construction 466 292 5,743 6,501 93,111 99,612

Commercial real estate — other 1,202 1,591 7,246 10,039 12,855 22,894
Consumer:

Consumer — other 718 472 886 2,076 25,082 27,158

Consumer — automobile 66 32 - 98 1,404 1,502

Consumer — home equity 148 94 14 256 16,353 16,609
Residential 1-4 family 1,060 656 1,119 2,835 11,996 14,831

Total $ 3,835 $ 3,358 $ 16,097 $ 23,290 $183,231 $206,521

December 31, 2009
Commercial non real estate $ 4,106 $ 840 $ 1,436 $ 6,382 $ 28,857 $ 35,239
Commercial real estate:

Commercial real estate — construction 11,666 2,527 8,242 22,435 88,466 110,901

Commercial real estate — other 594 550 9,367 10,511 27,775 38,286
Consumer:

Consumer — other 637 447 1,121 2,205 30,240 32,445

Consumer — automobile 16 12 22 50 2.177 2,227

Consumer — home equity 325 26 32 383 17,232 17,615
Residential 1-4 family 1,659 935 649 3,243 16,557 19,800

Total $ 19,003 $ 5,337 $ 20,869 $ 45,209 $211,304 $256,513
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5. Office Properties and Equipment

Office properties and equipment consisted of the following (in thousands):

Land
Building and improvements

Total

Office properties and equipment, net

Office furniture, fixtures andeqmpment

Less accumulated depreciation.....................

As of December 31,
2010 2009

. $1,656 $1,656
. 5,285 5,269
. 2,142 2,057
. 9,083 8,982
. (3.982) (3,535)
. $5,101 $5,447

Depreciation expense was $459,000 and $534,000 for the years ended December 31, 2010 and 20009,

respectively.

6. Deposit Accounts

Deposit accounts at December 31 were as follows (in thousands):

2010 2009
Rate Balance % Rate Balance %

Account Type
NOW accounts:

Commercial non-interest-bearing.. —% $18,414 5.88% —% $ 18,015 5.42%

Non-commercial .........ccccooeeerienenn. 1.60 98,075 31.32 2.30 98,274 29.53
Money market.........ccccoeriieneneennnn, 0.53 21,066 6.73 1.57 32,239 9.69
SAVINGS wvvverieeiieie s 0.84 28,430 9.08 0.51 13,383 4.02
Total demand deposits...........cc.e..... 1.15 165,985 53.01 1.74 161,911 48.66
Time deposits:

Up t0.3.00% ...ocvvvvrercieieieecienes 143,562 45.85 135,064 40.59

3.01% - 4.00% ....covovveirirrieiiinns 206 0.07 20,885 6.27

4.01% - 5.00% .....cceviriiiereienn, 2,800 0.89 13,744 4.13

5.01% - 6.00% .....coovvvririerniiinns 575 0.18 1,130 0.34

6.01% - 7.00% ....oovovevrreieirrennn - - 28 0.01
Total time deposits........ccccevrerverennn. 1.55 147,143 46.99 2.27 170,851 51.34
Total deposit accounts............cccueuee. 1.34%  $313,128 100.00% 2.02% $332,762 100.00%

As of December 31, 2010 and 2009, total deposit accounts include approximately $2.1 million and $2.0
million, respectively, of deposits from the Corporation’s officers, directors, employees or parties related to them.

At December 31, 2010 and 2009, time deposit accounts with balances of $100,000 and over totaled
approximately $61.7 million and $68.2 million, respectively.

Time deposits by maturity were as follows (in thousands):

Maturity Date
Within L year......ccooevevvvivveceeesese e

After 1 but within 2 years.........cccccocevvnene
After 2 but within 3 years.........ccccecevevvvrnnnne.
After 3 but within 4 years.........cccccocevvnene.
Thereafter ...
Total time deposits

As of December 31,
2010 2009
$111,477 $119,737

34,920 48,695
569 2,069

37 287

140 63
$147,143 $170,851
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6. Deposit Accounts (continued)

Interest expense on deposits consisted of the following (in thousands):

Years Ended December 31,

2010 2009

Account Type
NOW accounts and money market

depoSit ACCOUNLS...........oveereeereereerees $2,009 $2,385
Passhook and statement savings

ACCOUNES v eeeeeeere e 203 69
Certificate aCCOUNTS......cccvevvevvverererereenen 2,898 5,572
Early withdrawal penalties...................... (23) (31)
TOtal ..o 5,087 7,995

7. Advances from the Federal Home Loan Bank

At December 31, 2010 and 2009, the Bank had $59.5 million and $64.5 million, respectively, of advances
outstanding from the FHLB. The maturity of the advances from the FHLB is as follows (in thousands):

As of December 31,
Weighted Weighted
2010 Average Rate 2009 Average Rate

Contractual Maturity:

Within one year — fixed rate $ - - % $5,000 4.93%
After one but within three years — adjustable rate 22,000 4.58 22,000 4.58
Greater than five years — adjustable rate 37,500 3.89 37,500 3.89
Total advances $59,500 4.14%  $64,500 4.20%

The Bank pledges as collateral to the advances their FHLB stock, investment securities and has entered
into a blanket collateral agreement with the FHLB whereby the Bank maintains, free of other encumbrances,
qualifying loans (as defined) with unpaid principal balances equal to, when discounted at 50% to 80% of the unpaid
principal balances, 100% of total advances. The amount of qualifying loans was $51.3 million and $52.8 million,
respectively, at December 31, 2010 and 2009. In addition to qualifying loans, the Corporation also pledges
investment securities. The amount of investment securities pledged for advances was $36.0 million and $46.5
million, respectively, at December 31, 2010 and 2009. Advances are subject to prepayment penalties and to calls at
the option of the FHLB of Atlanta. The advances callable in fiscal 2011 are $59.5 million with a weighted average
rate of 4.14%. During fiscal years 2010 and 2009, the FHLB did not exercise any of the call provisions related to
the advances.

8. Securities Sold Under Agreements to Repurchase

The Company had $10.0 million and $18.5 million borrowed under agreements to repurchase at December
31, 2010 and 2009, respectively. The amortized cost of the securities underlying the agreements to repurchase at
December 31, 2010 was $20.0 million and $19.1 million at December 31, 2009. The maximum amount outstanding
at any month end during 2010 was $19.0 million and $20.4 million for 2009. The average amount of outstanding
agreements for 2010 was $12.9 million and $18.1 million for 2009 and the approximate weighted average interest
rate was 0.67% in 2010 and 1.56% in 2009.

9. Floating Rate Junior Subordinated Deferrable Interest Debentures

On July 18, 2006, the Corporation sponsored the creation of Provident Community Bancshares Capital
Trust | (“Capital Trust I”). The Corporation is the owner of all of the common securities of Capital Trust I. On July
21, 2006, Capital Trust | issued $4,000,000 in the form of floating/fixed rate capital securities through a pooled trust
preferred securities offering. The proceeds from this issuance, along with the Corporation’s $124,000 capital
contribution for Capital Trust I’s common securities, were used to acquire $4,124,000 aggregate principal amount
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9. Floating Rate Junior Subordinated Deferrable Interest Debentures (continued)

of the Corporation’s floating rate junior subordinated deferrable interest debentures due October 1, 2036 (the
“Debentures™), which constitute the sole asset of Capital Trust I. The interest rate on the Debentures and the capital
securities will be equal to 7.393% for the first five years. Thereafter, the interest rate is variable and adjustable
quarterly at 1.74% over the three-month LIBOR. The Corporation has, through the Trust Agreement establishing
Capital Trust I, the Guarantee Agreement, the notes and the related Debenture, taken together, fully irrevocably and
unconditionally guaranteed all of the Capital Trust | obligations under the capital securities. The stated maturity of
the Debentures is October 1, 2036. In addition, the Debentures are subject to redemption at par at the option of the
Corporation, subject to prior regulatory approval, in whole or in part on any interest payment date after October 1,
2011. The Debentures are also subject to redemption prior to October 1, 2011 at up to 103.7% of par after the
occurrence of certain events that would either have a negative tax effect on Capital Trust | or the Corporation or
would result in Capital Trust | being treated as an investment company that is required to be registered under the
Investment Company Act of 1940. The Corporation has the right, at one or more times, to defer interest payments
on the Debentures for up to twenty consecutive quarterly periods. In July 2010, the Corporation exercised its right
to defer payments on the Debentures for an indefinite period. Distributions will continue to accrue interest at the
then current rates. The Corporation paid $229,000 and $305,000 in interest for the years ended December 31, 2010
and 2009, respectively, for the Capital Trust | debentures.

On November 28, 2006, the Corporation sponsored the creation of Provident Community Bancshares
Capital Trust Il (“Capital Trust I1”). The Corporation is the owner of all of the common securities of Capital Trust
I1. On December 15, 2006, Capital Trust Il issued $8,000,000 in the form of floating rate capital securities through a
pooled trust preferred securities offering. The proceeds of Capital Trust Il were utilized for the redemption of Union
Financial Bancshares Statutory Trust (the “Trust”) issued on December 18, 2001. The proceeds from this issuance,
along with the Corporation’s $247,000 capital contribution for Capital Trust’s Il common securities, were used to
acquire $8,247,000 aggregate principal amount of the Corporation’s floating rate junior subordinated deferrable
interest debentures due March 1, 2037 (the “Debentures”), which constitute the sole asset of Capital Trust Il. The
interest rate on the Debentures and the capital securities is variable and adjustable quarterly at 1.74% over the three-
month LIBOR, with a rate at December 31, 2010 of 2.04%. The Corporation has, through the Trust agreement
establishing Capital Trust 11, the Guarantee Agreement, the notes and the related Debenture, taken together, fully
irrevocably and unconditionally guaranteed all of Capital Trust 11 obligations under the capital securities. The stated
maturity of the Debentures is March 1, 2037. In addition, the Debentures are subject to redemption at par at the
option of the Corporation, subject to prior regulatory approval, in whole or in part on any interest payment date after
March 1, 2012. The Debentures are also subject to redemption prior to March 1, 2012 at 103.5% of par after the
occurrence of certain events that would either have a negative tax effect on the Capital Trust Il or the Corporation or
would result in the Trust being treated as an investment company that is required to be registered under the
Investment Company Act of 1940. The Corporation has the right, at one or more times, to defer interest payments
on the Debentures for up to twenty consecutive quarterly periods. In July 2010, the Corporation exercised its right
to defer payments on the Debentures for an indefinite period. Distributions will continue to accrue interest at the
then current rates. The Corporation paid $83,100 and $225,000 in interest to the Capital Trust Il in 2010 and 2009,
respectively.

10. Income Taxes
Income tax expense (benefit) is summarized as follows (in thousands):

Years Ended December 31,

2010 2009
CUMENE. oo $ 105 $(1,057)
Deferred......ccovvveviiiiiiciceceeeeeeeeen 4,610 2,954
Total income tax expense (benefit) ..... 4,715 4,011
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10. Income Taxes (continued)

The provision for income taxes differed from amounts computed by applying the statutory federal rate of
34% to income before income taxes as follows (in thousands):

Years Ended December 31,

2010 2009
Tax at federal income tax rate ................. $(3,095) $(3,877)
Increase (decrease) resulting from:
Interest on municipal bonds ................... (59) (146)
Non-taxable life insurance income......... (127) (136)
Impairment of goodwill..............ccc.ee. -- 393
Changes in valuation allowance................ 7,674 --
Other, Net....ccuveieeeieeee e, 322 (245)
TOtAlceoceee s $4,715 $(4,011)

The Corporation had 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 tax effects of significant items comprising the Corporation’s deferred taxes as of December 31, 2010
and 2009 are as follows (in thousands):
December 31,

2010 2009
Deferred tax assets:
Book reserves in excess of tax basis bad debt reserves..........cccecveeuene $1,925 $1,516
Deferred COMPENSALION ........ccvvviieiece s 609 527
NEt OPEratiNG 10SS.....cuviviieiiieieeeiee e 3,876 1,630
Other-than-temporary-impairment ..........cccooeieieneniene s 1,686 1,277
Mark-to-market adjuStmEeNt..........ccccveieieiiii e 1,580 553
Charitable contribution limitation .........ccccoovveii i 8 6
Other real State OWNE.........cocveieiiviee et 514 355
Core deposit INtaNgIbIe .........ocoviiii e 157 232
Loan discount amOrtiZation............cceevvreiieeiiis e 91 105
(©]1 1] R 351 535
Total deferred tax aSSEL .......ccviiiiiiiiececce e e 10,797 6,736
Less valuation allOWANCE ...........oocueieiiiiiee e 7,674 --
Deferred tax asset after valuation allowance...........ccccoovevviiiieecinenen. 3,123 6,736
Deferred tax liabilities:
Difference between book and tax property basis .........cccoceeeeirerecnen, 36 80
Difference between book and tax Federal Home Loan Bank stock...... 85 85
Deferred 10aN FEES ......c.eoicviiieie e s 58 41
Partnership pass-through differences..........cccocvevvivniviicnciescncese e 43 51
Prepaid EXPENSES ......civiieiirieieterieeete ettt ettt 86 81
Total deferred tax li@ability ..o 308 338
Net deferred taX ASSEE ........ciiiiiiiicie st $2.,815 $6,398

The deferred tax assets of $2.8 million and $6.4 million at December 31, 2010 and 2009 are included in
other assets in the balance sheet.

Deferred tax assets or liabilities are initially recognized for differences between the financial statement
carrying amount and the tax basis of asset and liabilities which will result in future deductible or taxable amounts
and operating loss and tax credit carry-forwards. A valuation allowance is then established, as applicable, to reduce
the deferred tax asset to the level at which it is “more likely than not” that the tax benefits will be realized.
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10. Income Taxes (continued)

Realization of tax benefits of deductible temporary differences and operating loss or credit carry-forwards
depends on having sufficient taxable income of an appropriate character within the carry-back and carry-forward
periods. Sources of taxable income that may allow for the realization of tax benefits include (1) taxable income in
the current year or prior years that is available through carry-back, (2) future taxable income that will result from the
reversal of existing taxable temporary differences, and (3) taxable income generated by future operations.

At December 31, 2010, the Company's net deferred tax assets totaled $10.8 million. Based on the
Company's projections for future taxable income over the next three years, cumulative tax losses over the previous
three years and available tax planning strategies, the Company recorded a valuation allowance in the amount of $7.7
million through a charge against income tax expense (benefit). The Company has net operating loss carryforwards
of approximately $30.0 million which will expire 2029 through 2030 if not utilized to offset taxable income prior to
that date. It is management’s belief that realization of the deferred tax asset, after the valuation allowance, is more
likely than not.

As of December 31, 2009, the Company's analysis concluded that it was more likely that not that all of its
net deferred income tax assets would be realized based on net operating loss carrybacks refundable from income
taxes previously paid. As a result, no valuation allowance was recorded at December 31, 20009.

The Company is subject to U.S. federal and South Carolina state income tax. Tax authorities in various
jurisdictions may examine the Company. The Company and the Bank are not subject to federal and state income
tax examinations for taxable years prior to 2007.

Retained earnings at December 31, 2010 includes approximately $1.6 million representing pre-1988 tax
bad debt base year reserve amounts for which no deferred income tax liability has been provided since these
reserves are not expected to reverse until indefinite future periods and may never reverse. Circumstances that would
require an accrual of a portion or all of this unrecorded tax liability are failure to meet the definition of a bank,
dividend payments in excess of current year or accumulated tax earnings and profits, or other distributions in
dissolutions, liquidations or redemption of the Bank’s stock.

11. Employee Benefits

The Corporation has a contributory profit-sharing plan which is available to all eligible employees. Annual
employer contributions to the plan consist of an amount which matches participant contributions up to a maximum
of 5% of a participant’s compensation and a discretionary amount determined annually by the Corporation’s Board
of Directors. The annual contributions to the plan will be 5% of a participant’s compensation. Employer expensed
contributions to the plans were $112,500 and $150,000 for the years ended December 31, 2010 and 2009,
respectively.

12. Financial Instruments with Off Balance Sheet Risk

The Corporation is a party to financial instruments with off-balance-sheet risk in the normal course of
business to meet the financing needs of its customers and to reduce its own exposure to fluctuations in interest rates.
These financial instruments are commitments to extend credit. They involve, to varying degrees, elements of credit
risk in excess of the amount recognized in the balance sheets. The contract or notional amounts of those instruments
reflect the extent of involvement the Corporation has in particular classes of financial instruments.

The Corporation’s exposure to credit loss in the event of nonperformance by the other party to the financial
instrument for commitments to extend credit is represented by the contractual amount of those instruments. The
Corporation uses the same credit policies in making commitments and conditional obligations as they do for on-
balance-sheet instruments.
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12. Financial Instruments with Off Balance Sheet Risk (continued)

Commitments to extend credit are agreements to lend to a customer as long as there is no violation of any
condition established in the contract. Commitments generally have fixed expiration dates or other termination
clauses and may require payment of a fee. Since many of the commitments are expected to expire without being
drawn upon, the total commitment amounts do not necessarily represent future cash requirements. The Corporation
evaluates each customer’s creditworthiness on a case-by-case basis. The amount of collateral obtained, if it is

deemed necessary by the Corporation upon extension of credit, is based on management’s credit evaluation of the
counter-party. Collateral held varies but may include accounts receivable, inventory, property, plant, and equipment
and income-producing commercial properties.

The Corporation had loan commitments as follows (in thousands):

As of December 31,
2010 2009
Fixed/variable interest rate commitments to fund residential credit....... $ 975 $ 1,519
Commitments to fund commercial and construction loans .................... 143 320
Unused portion of credit lines (principally variable-rate consumer
lines secured by real eState) ........cccecereiireiiniice e 28,457 38,292
LI ] 7= $29,575 $40,131

The Corporation has no additional financial instruments with off-balance sheet risk. The Corporation did
not incur any losses on its commitments in the years ended December 31, 2010 and 2009.

13. Fair Value of Financial Instruments

The estimated fair values of the Corporation’s financial instruments were as follows at December 31, 2010
(in thousands):

December 31, 2010

Carrying Fair

Amount Value
Financial assets
Cash and due FroM DANKS .....oovveeeeeeeeeee ettt ettt ee e e $24,865 $24,865
Securities available for Sale.........cccvvviviiiice e 148,469 148,469
Federal Home Loan Bank Stock, at COSt.........cccevvviiiiiiiiee e 3,526 3,526
Federal Reserve Bank stock, at COSE.......cc.cvvvivviiiciie e 832 832
[0 T 10 S 0 11 AT 198,896 198,279
Accrued interest reCeiVable .........oceevviiiii i 1,575 1,575
Cash surrender value of life INSUrANCE ........cceeevvcviie i 8,623 8,623
Financial liabilities
DBPOSIES ....veveveetestetete ettt et e sttt b et b e a bbb nens $313,128 $299,950
Advances from FHLB and other borrowings.........ccccceeeveiencncennennn. 59,500 61,357
Securities sold under agreement to repurchase..........ccoovevvevvererenienninnns 10,028 10,027
Floating rate junior subordinated deferrable interest debentures............ 12,372 12,372
Accrued interest Payable ........cc.coeveievesinie e 663 663
Off-balance-sheet assets (liabilities)
Commitments to extend Credit...........ccoceeiveeeieceeeeeeeece e ($29,575) ($--)
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13. Fair Value of Financial Instruments (continued)

The estimated fair values of the Corporation’s financial instruments were as follows at December 31, 2009
(in thousands):
December 31, 2009

Carrying Fair

Amount Value
Financial assets
Cash and due from DANKS .........ocevvieiiiiiececce e $15,631 $15,631
Securities available fOr SAlE..........oocviviiiiie e 147,816 147,816
Securities held t0 MAtUILY ........cccvvviiiieiecerc e 3,934 3,976
Federal Home Loan Bank Stock, at COSE.........cccevevciiiiiiiiie e 3,947 3,947
Federal Reserve Bank stock, at COSE.......ccccivuviviiiiiiccec e 832 832
[0 T 10 S 0 11 AT 250,420 250,455
Accrued interest reCeiVable .........oceevvveiii i 2,238 2,238
Cash surrender value of life INSUrANCe ........cceeevveviie e 9,332 9,332
Financial liabilities
DBPOSIES ....veveveevestetete ettt e ettt b et b et ne b rens $332,762 $323,113
Advances from FHLB and other borrowings.........ccccceeeveienencinnieennn. 64,500 67,457
Securities sold under agreement to repurchase..........ccocvevvevvererenienninnns 18,520 18,544
Floating rate junior subordinated deferrable interest debentures ........... 12,372 10,758
Accrued interest Payable .........c.coveveveviie s 581 581
Off-balance-sheet assets (liabilities)
Commitments to extend Credit.........ccocviveveiiiieieeeeeeciereee e ($40,131) ($0)

The Corporation utilizes fair value measurements to record fair value adjustments to certain assets and
liabilities and to determine fair value disclosures. Effective January 1, 2008, the Corporation adopted FASB 157
(ASC 820-10-15) Fair Value Measurements which provides a framework for measuring and disclosing fair value
under generally accepted accounting principles. This standard requires disclosures about the fair value of assets and
liabilities recognized in the balance sheet in periods subsequent to initial recognition, whether the measurements are
made on a recurring basis (for example, available-for-sale investment securities) or on a nonrecurring basis (for
example, impaired loans).

Fair Value Hierarchy

ASC 820-10-15 defines fair value as the exchange price that would be received for an asset or paid to
transfer a liability (an exit price) in the principal or most advantageous market for the asset or liability in an orderly
transaction between market participants on the measurement date. ASC 820-10-15 also establishes a fair value
hierarchy which requires an entity to maximize the use of observable inputs and minimize the use of unobservable
inputs when measuring fair value. The standard describes three levels of inputs that may be used to measure fair
value:

Level 1 Valuation is based upon quoted prices in active markets for identical assets or liabilities.

Level 2 Valuation is based upon quoted prices for similar assets or liabilities; quoted prices in
markets that are not active; or other inputs that are observable or can be corroborated by
observable market data for substantially the full term of the assets or liabilities.

Level 3 Valuation is based upon quoted prices for similar assets or liabilities; quoted prices in
markets that are not active; and model-based techniques whose value is determined using
pricing models, discounted cash flow methodologies and similar techniques.

Following is a description of valuation methodologies used for assets and liabilities recorded at fair value.
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13. Fair Value of Financial Instruments (continued)

Investment Securities Available for Sale

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

Loans

The Corporation is predominantly an asset based lender with real estate serving as collateral on a
substantial majority of loans. The Corporation does not record loans at fair value on a recurring basis. However,
from time to time, a loan is considered impaired and the related impairment is charged against the allowance or a
specific allowance is established. Loans for which it is probable that payment of interest and principal will not be
made in accordance with the contractual terms of the loan agreement are considered impaired. Loans which are
deemed to be impaired are primarily valued at the fair values of the underlying real estate collateral. Such fair
values are obtained using collateral net liquidation value, market value of similar debt, enterprise value, and
discounted cash flows. Those impaired loans not requiring a specific allowance represent loans for which the fair
value of the expected repayment or collateral meet or exceed the recorded investment in such loans. The
Corporation considers all non-accrual loans and troubled debt restructurings to be impaired. Therefore, at December
31, 2010, loans classified as impaired totaled $18.8 million. When the fair value of the collateral is based on an
observable market price or a current appraised value, the Corporation records the impaired loan as nonrecurring
Level 2. When an appraised value is not available or management determines the fair value of the collateral is
further impaired below the appraised value and there is not observable market price, the Corporation records the
impaired loans as nonrecurring Level 3.

Real Estate Acquired Through Foreclosure

Other real estate owned (“OREO”) is adjusted to fair value upon transfer of the loans to OREO.
Subsequently, OREO is carried at the lower of carrying value or fair value. Fair value is based upon independent
market prices, appraised values of the collateral or management’s estimation of the value of the collateral. When the
fair value of the collateral is based on an observable market price or a current appraised value, the Corporation
records the foreclosed asset as nonrecurring Level 2. When an appraised value is not available or management
determines the fair value of the collateral is further impaired below the appraised value and there is no observable
market price, the Corporation records the OREO as nonrecurring Level 3.

Goodwill and Other Intangible Assets

Goodwill and other intangible assets are subject to impairment testing. Goodwill and other intangible assets
measured at fair value on a nonrecurring basis relate to intangible assets (deposit premium intangible) that were
acquired in connection with acquisitions and were valued at their fair market values at the time of acquisition. As
such, the Corporation classifies goodwill and other intangible assets subjected to nonrecurring value adjustments as
Level 3. The Corporation evaluated its goodwill and intangibles in 2009 and determined the entire amounts to be
impaired. Therefore, the Corporation did not have any goodwill or other intangible assets at December 31, 2010.
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13. Fair Value of Financial Instruments (continued)

Assets and Liabilities Recorded at Fair Value on a Recurring Basis

The following tables present the balances of assets measured at fair value on a recurring basis by level

within the hierarchy as of December 31, 2010 and December 31, 2009 (In thousands).

2010
Investment securities:
U.S. Agency obligations..............c.c........ $ 2

Government Sponsored Enterprises 54,772
Trust Preferred securities ...........ococeeunene 4,548
Total investment securities.... 59,322
Mortgage-backed and
related SECUNItieS.......ccvvevvveiricrreenenn, 89,147
Total oo, 148,469
2009
Investment securities:
U.S. Agency obligations..............cc.co...... $ 4
Government Sponsored Enterprises 78,471

Municipal Securities .........cccocevererennnn 6,042

Trust Preferred securities ...........occveunene 5,912
Total investment securities.... 90,429
Mortgage-backed and
related SECUTItIES........cceevveeivveecrnennen. 57,387
Total oo, 147,816

The following is a reconciliation of the beginning and ending balances for assets measured at fair value on

(Level 1) (Level 2) (Level 3)
$ 2 $ - --
54,772 -- --
- 2,614 1,934
54,774 2,614 1,934
-- 89,147 --
$ 54,774 91,761 1,934
(Level 1) (Level 2) (Level 3)
$ 4 $ - $ -
78,471 -- --
-- 6,042 --
- 2,802 3,110
78,475 8,844 3,110
-- 57,387 -
78,475 66,231 3,110

a recurring basis using significant unobservable inputs (Level 3) for the period ended December 31, 2010.

Beginning balance at December 31, 2009
Transfers in of Level 3

Gain/(Loss) for the year

Purchases, sales, issuances and settlements, net
Ending balance at December 31, 2010

Fair Value Measurements Using Significant
Unobservable Inputs (Level 3)
Investment Securities
Available-for-Sale
$ 3,110,000

(1,176,000)

$ 1,934,000

73



13. Fair Value of Financial Instruments (continued)

Assets and Liabilities Recorded at Fair Value on a Nonrecurring Basis

The Corporation may be required, from time to time, to measure certain assets at fair value on a
nonrecurring basis in accordance with U.S. generally accepted accounting principles. These include assets that are
measured at the lower of cost or market that were recognized at fair value below cost at the end of the period.

Assets and liabilities measured at fair value on a nonrecurring basis at December 31, 2010 are as follows:

Total (Level 1) (Level 2) (Level 3)
Non performing loans $17,038,000 $-- $17,038,000 $--
Other real estate owned 10,618,000 - 10,618,000 -
Total assets at fair value $27,656,000 $-- $27,656,000 $--

Assets and liabilities measured at fair value on a nonrecurring basis at December 31, 2009 are as follows:

Total (Level 1) (Level 2) (Level 3)
Non performing loans $20,194,000 $-- $20,194,000 $--
Other real estate owned 5,917,000 - 5,917,000 -
Total assets at fair value $26,111,000 $-- $26,111,000 $--

14, Preferred Stock

On March 13, 2009, as part of the United States Department of the Treasury’s Capital Purchase Program,
the Corporation issued 9,266 shares of Fixed Rate Cumulative Perpetual Preferred Stock, Series A, $1,000 per share
liquidation preference, and a warrant to purchase up to 178,880 shares of the Corporation’s common stock for a
period of ten years at an exercise price of $7.77 per share, in exchange for $9,266,000 in cash from the United
States Department of the Treasury. The proceeds, net of issuance costs consisting primarily of legal fees, were
allocated between the preferred stock and the warrant on a pro rata basis, based upon the estimated market values of
the preferred stock and the warrant. As a result, $25,000 of the proceeds was allocated to the warrant. The amount
allocated to the warrant is considered a discount on the preferred stock and will be amortized using the level yield
method over a five-year period through a charge to retained earnings. Such amortization will not reduce net income,
but will reduce income available to common shareholders. Fair market value of the preferred stock was determined
by using a discounted cash flow model that assumed a market dividend yield for similar preferred stock.

The preferred stock pays cumulative dividends of 5% per year for the first five years and 9% per year
thereafter. The Corporation may redeem the preferred stock at its liquidation preference plus accrued and unpaid
dividends at any time with prior regulatory approval. The securities purchase agreement between the Corporation
and the United States Department of the Treasury limits, for three years, the rate of dividend payments on the
Corporation’s common stock to the amount of its last quarterly cash dividend before participation in the program of
$0.03 per share unless an increase is approved by the Department of the Treasury, limits the Corporation’s ability to
repurchase its common stock for three years and subjects the Corporation to certain executive compensation
limitations included in the Emergency Economic Stabilization Act of 2008, as amended by the American Recovery
and Reinvestment Act of 2009. The Corporation plans to remain in the program for the initial three-year period and
evaluate alternative sources of capital after that point.

In July 2010, the Corporation deferred payment of its dividend on the preferred stock. Failure of the

Corporation to pay dividends for six periods would trigger board appointment rights for the holders of the preferred
stock.
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15. Real Estate Acquired in Settlement of Loans
Real estate acquired in settlement of loans through foreclosure is summarized as follows:

Years Ended December 31,

2010 2009
Balance at beginning of period............. $5,917 $ 667
Foreclosures added during the period... 9,271 5,809
Sales of Foreclosed property, net of
IMProVEMENtS ....ocvvvvveveeeeerece e (2,739) 116
Provision charged as a write-down....... (1,831) (675)
Balance at the end of period................. $10,618 $5,917

Net real estate operations expense was $2,683,000 and $555,000 for the years ended December 31, 2010
and 2009, respectively.

16. Supplemental Cash Flow Disclosures
Years Ended December 31,
2010 2009
Cash paid for:
INCOME tAXES....vveveeeerrerererererrsininnens $ - $ -
INEIeSt ..o 8,129 11,713
Non-cash transactions:
Loans foreclosed ..........ccocecvveriennnne. 9,271 5,809
Unrealized gain (loss) on securities
available for sale...........cccccevnnnne. (4,273) (1,495)
17. Commitments and Contingencies

Lease commitments - The Corporation leases certain Bank facilities under rental agreements that have
expiration dates between 2018 and 2025. Future minimum rental payments due under these leases are as follows:

Years Ended
2011 $ 469,464
2012 469,464
2013 469,464
2014 469,464
2015 469,464
Thereafter 1,900,728

Total rent expense for the years ended December 31, 2010 and 2009 was $463,131 and $484,000,
respectively.

Lines of credit - At December 31, 2010, the Corporation had unused short-term secured lines of credit to
purchase federal funds from unrelated banks totaling $4.0 million and the ability to borrow an additional $28.0
million from secured borrowing lines. Lines of credit are available on a one-to-ten day basis for general purposes of
the Corporation. All of the lenders have reserved the right to withdraw these lines at their option.

Concentrations of Credit Risk - Financial instruments, which potentially subject the Corporation to
concentrations of credit risk, consist principally of loans receivable, investment securities, federal funds sold and
amounts due from banks.

The Corporation makes loans to individuals and small businesses for various personal and commercial
purposes primarily in the Piedmont region of South Carolina and North Carolina. The Corporation’s loan portfolio
is not concentrated in loans to any single borrower or a relatively small number of borrowers. Additionally,
management is not aware of any concentrations of loans to classes of borrowers or industries that would be similarly
affected by economic conditions. Management has identified a concentration of a type of lending that it is
monitoring. Commercial non-mortgage loans totaled $46.8 million at December 31, 2010 representing 455.8% of
total equity and 22.7% of loans receivable. At December 31, 2009, this concentration totaled $73.5 million
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17. Commitments and Contingencies (continued)

representing 281% of total equity and 29% of net loans receivable. 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 and are generally secured by a variety of collateral types, primarily accounts receivable, inventory and
equipment.

In addition to monitoring potential concentrations of loans to particular borrowers or groups of borrowers,
industries, geographic regions and loan types, management monitors exposure to credit risk from other lending
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. Management has determined that
the Corporation has a concentration of loans that exceed one of the regulatory guidelines for loan-to-value ratios.
This particular guideline states that the total amount by which commercial, agricultural, and multifamily and other
non-residential properties exceed the regulatory maximum loan-to-value ratio limits should not exceed 30% of a
bank’s total risk-based capital. The excess over regulatory guidelines for these types of loans totaled $31.8 million
at December 31, 2010 representing 117.8% of the Bank’s total risk-based capital.

Additionally, there are industry practices that could subject the Corporation to increased credit risk should
economic conditions change over the course of a loan’s life. For example, the Corporation 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. Therefore,
management believes that these particular practices do not subject the Corporation to unusual credit risk.

The Corporation’s investment portfolio consists principally of obligations of the United States, its agencies
or its corporations and general obligation municipal securities. In the opinion of management, there is no
concentration of credit risk in its investment portfolio.

The Corporation places its deposits and correspondent accounts with and sells its federal funds to high
quality institutions. Management believes credit risk associated with correspondent accounts is not significant.

Litigation - The Corporation is involved in legal actions in the normal course of business. In the opinion of
management, based on the advice of its general counsel, the resolution of these matters will not have a material
adverse impact on future results of operations or the financial position of the Corporation.

Potential Impact of Changes in Interest Rates - The Corporation’s profitability depends to a large extent on
its net interest income, which is the difference between interest income from loans and investments and interest
expense on deposits and borrowings. Like most financial institutions, the Corporation’s interest income and
interest expense are significantly affected by changes in market interest rates and other economic factors beyond its
control. Management seeks to manage the relationships between interest-sensitive assets and liabilities in order to
protect against wide interest rate fluctuations.

The Corporation has more interest-rate sensitive assets than liabilities. Thus, it enjoys an increasing net
interest rate spread during periods of rising interest rates. The Corporation experiences a shrinking net interest
spread in a falling interest rate environment.
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18. Stock Option Plans

At December 31, 2010, the Corporation had the following stock options outstanding.

Average
Exercise Average
Shares Price Per Intrinsic Earliest Date
Grant Date Granted Share Value(1) Expiration Date Exercisable
January, 2001 15,340 $ 9.06 $ - January, 2011 January, 2001
January, 2002 13,073 10.36 - January 2012 January, 2002
April, 2002 750 13.00 - April, 2012 April, 2002
December, 2003 36,000 16.75 - December, 2013 December, 2003
January, 2005 1,000 16.60 - January, 2015 January, 2005
March, 2005 20,500 17.26 — March, 2015 March, 2005
Total shares granted 86,663 $ -

(1) The aggregate intrinsic value of a stock option in the table above represents the total pre-tax intrinsic value (the
amount by which the current market value of the underlying stock exceeds the exercise price of the option) that
would have been received by the option holders had all option holders exercised their options on December 31,
2010. This amount changes based on changes in the market value of the Corporation’s stock.

At December 31, 2010, the Corporation had the following options exercisable:

Weighted Average Number Average
Fiscal Range of Remaining Options Exercise
Year exercise price Contractual Life Exercisable Price
2001 $ 9.06 .1 years 15,340 $ 9.06
2002 10.36-13.00 1.0 years 13,823 10.50
2003 16.75 3 years 36,000 16.75
2005 16.60-17.26 4.2 years 21,500 17.23
$9.06-$17.26 86,663 $14.50

Options for the two previous fiscal years that were forfeited and exercised as follows:

Outstanding at December 31, 2008
Granted ......cooeevveriieieee e
Forfeited ...,
EXErCISEd ..coovveivivieieiesee e

Outstanding at December 31, 2009
Granted ......cooevverevieieee e
Forfeited ...,
EXErCISEd ..vovveieivieieiesee e

Outstanding at December 31, 2010

Weighted

Stock average

options exercise
94,113 $14.44
(3,250) 16.02
90,863 $14.44
(4,200) 11.96
86,663 14.50

The intrinsic value of options exercised for the years ended December 31, 2010 and 2009 was $0 for both years.
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19. Liquidation Account, Dividend Restrictions and Regulatory Matters
Liquidation Account

On August 7, 1987, the Bank completed its conversion from a federally chartered mutual savings and loan
association to a federally chartered stock savings and loan association. A special liquidation account was
established by the Bank for the pre-conversion retained earnings of approximately $3,718,000. The liquidation
account is maintained for the benefit of depositors who held a savings or demand account as of the March 31, 1986
eligibility or the June 30, 1987 supplemental eligibility record dates who continue to maintain their deposits at the
Bank after the conversion. In the event of a future liquidation (and only in such an event), each eligible and
supplemental eligible account holder who continues to maintain his or her deposit account will be entitled to receive
a distribution from the liquidation account. The total amount of the liquidation account will be decreased in an
amount proportionately corresponding to decreases in the deposit account balances of eligible and supplemental
eligible account holders on each subsequent annual determination date. Except for payment of dividends by the
Bank to Provident Community Bancshares and repurchase of the Bank’s stock, the existence of the liquidation
account will not restrict the use or application of such net worth.

Dividend Restrictions

The Bank is prohibited from declaring cash dividends on its common stock or repurchasing its common
stock if the effect thereof would cause its net worth to be reduced below either the amount required for the
liquidation account or the minimum regulatory capital requirement. In addition, the Bank is also prohibited from
declaring cash dividends and repurchasing its own stock without prior regulatory approval if the total amount of all
dividends and stock repurchases (including any proposed dividends and stock repurchases) for the applicable
calendar year exceeds its current year’s net income plus its retained net income for the preceding two years. Under
current OCC regulations the Bank is limited in the amount it may loan to affiliates, including the Corporation.
Loans to a single affiliate may not exceed 10%, and the aggregate of loans to all affiliates may not exceed 20% of
bank capital and surplus.

As part of the Company’s participation in the Capital Purchase Program of the U.S. Department of
Treasury’s Troubled Asset Relief Program, prior to the earlier of March 6, 2012 or the date on which the preferred
stock issued in that transaction has been redeemed in full or the Treasury has transferred its shares to non-affiliates,
the Company cannot increase its quarterly cash dividend above $0.03 per share, without prior approval by the
Treasury.

Capital Guidelines

The Bank and the Corporation are subject to various regulatory capital requirements administered by
banking regulators. Failure to meet minimum capital requirements can initiate certain mandatory - and possibly
additional discretionary - actions by regulators that, if undertaken, could have a direct material effect on the
Corporation’s financial statements. Under capital adequacy guidelines and the regulatory framework for Prompt
Corrective Action (“PCA”), the Bank must meet specific capital guidelines that involve quantitative measures of its
assets, liabilities and certain off-balance sheet items as calculated under regulatory accounting practices. The
Bank’s capital amounts and classification are also subject to qualitative judgments by the regulators about
components, risk weightings, and other factors. PCA provisions are not applicable to bank holding companies.

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 are also subject to qualitative judgments by the regulators about components, risk weightings and
other factors.

The Bank is required by the consent order to maintain Tier 1 capital at least equal to 8% of adjusted total
assets and total capital of at least 12% of risk-weighted assets. However, so long as the Bank is subject to the
enforcement action executed with the OCC on December 21, 2010, it will not be deemed to be well-capitalized even
if it maintains the minimum capital ratios to be well-capitalized. At December 31, 2010, the Bank did not meet the
higher capital requirements required by the consent order and is evaluating alternatives to increase capital. The
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19. Liquidation Account, Dividend Restrictions and Regulatory Matters (continued)

Bank’s capital category as of December 31, 2010, is determined solely for the purpose of applying the PCA
restrictions, and the Bank’s capital category as of December 31, 2010, may not constitute an accurate representation
of the Bank’s overall financial condition or prospects.

Under present regulations of the OCC, the Bank must have core capital (leverage requirement) equal to
4.0% of assets, of which 1.5% must be tangible capital, excluding intangible assets. The Bank must also maintain
risk-based regulatory capital as a percent of risk weighted assets at least equal to 8.0%. In measuring compliance
with capital standards, certain adjustments must be made to capital and total assets. In addition, the Bank is required
by the consent order to maintain Tier 1 capital at least equal to 8% of adjusted total assets and total capital of at least
12% of risk-weighted assets.

The following tables present the total risk-based, Tier 1 risk-based and Tier 1 leverage requirements for
the Corporation and the Bank (in thousands).

Minimum Capital Levels

Actual Regulatory Minimum  From Consent Order

December 31, 2010 Amount Ratio Amount Ratio Amount Ratio
Leverage ratio

Corporation .......c..cccceevevenene. $ 16,343 3.87% $16,902 400% $ nla n/a%

Bank......c.cooeiviiviiciiees 23,954 5.67 16,890 4.00 33,780 8.00
Tier 1 capital ratio ..................

Corporation ..........cccceeeevenenn. 16,343 6.67 9,799 4.00 n/a n/a

Bank.......cooovvviieveecie e 23,954 9.75 9,827 4.00 n/a n/a(1)
Total risk-based capital ratio...

Corporation ............cceeevevne. 27,030 11.03 19,598 8.00 n/a n/a

BanK......occoovvveivinncirnseenan 26,990 10.99 19,655 8.00 29,482 12.00
December 31, 2009
Leverage ratio

Corporation .............cceeevevne. $31,511 6.91% $18,234 400% $ nla n/a%

BanK......occoovvveiereenieees 32,924 7.17 18,364 4.00 22,955 5.00
Tier 1 capital ratio...................

Corporation ..........ccoeevvernnn. 31,511 10.38 12,140 4.00 n/a nla

BanK......occooovvveeiieeieienn 32,924 10.86 12,125 4.00 18,188 6.00
Total risk-based capital ratio...

Corporation ..........cccccevvevnennn 38,259 12.61 24,279 8.00 n/a n/a

Bank......c.ooooveveveieiieee, 36,703 12.11 24,251 8.00 30,314 10.00

@ Minimum capital amounts and ratios presented as of December 31, 2009, are the amounts to be well-capitalized
under the various regulatory capital requirements administered by the federal banking agencies. On December 21,
2010, the Bank became subject to a regulatory Consent Order with the OCC. Minimum capital amounts and ratios
presented for the Bank as of December 31, 2010, are the minimum levels set forth in the Consent Order. No
minimum total capital to risk-weighted assets ratio was specified in the Consent Order. Regardless of the Bank’s
capital ratios, it is unable to be classified as “well-capitalized” while it is operating under the Consent Order with
the OCC.

The ability of the Corporation to pay cash dividends is dependent upon receiving cash in the form of dividends
from the Bank. The dividends that may be paid by the Bank to the Corporation are subject to legal limitations and
regulatory capital requirements. The approval of the OCC is required if the total of all dividends declared by a
national bank in any calendar year exceeds the total of its net profits for that year combined with its retained net
profits for the preceding two years, less any required transfers to surplus. Further, the Corporation cannot pay cash
dividends on its common stock during any calendar quarter unless full dividends on the Preferred Stock for the
dividend period ending during the calendar quarter have been declared and the Corporation has not failed to pay a
dividend in the full amount of the Preferred Stock with respect to the period in which such dividend payment in
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19. Liquidation Account, Dividend Restrictions and Regulatory Matters (continued)

respect of its common stock would occur. However, restrictions currently exist, including within the Consent Order
the Bank signed with the OCC on December 21, 2010, that prohibit the Bank from paying cash dividends to the
Corporation. As of December 31, 2010, no cash dividends have been declared or paid by the Bank or the
Corporation.

Under current Federal Reserve guidelines, the Corporation includes trust preferred securities in Tier 1
capital.

The Bank is required to maintain reserves, in the form of cash and balances with the Federal Reserve
Bank, against its deposit liabilities. The amounts of such reserves totaled $5.6 million at December 31, 2010 and
$4.8 million at December 31, 2009.

Consent Order and Written Agreement

Due to the Bank’s financial condition, the Office of the Comptroller of the Currency (“OCC”) required that
the Bank’s Board of Directors sign a formal enforcement action (“Consent Order”) with the OCC which conveys
specific actions needed to address certain findings from their examination and to address the Bank’s current
financial condition. The Bank entered into a Consent Order with the OCC on December 21, 2010, which contains a
list of strict requirements ranging from a capital directive, which requires it to achieve and maintain minimum
regulatory capital levels in excess of the statutory minimums to be well-capitalized, to developing a liquidity risk
management and contingency funding plan, in connection with which it is subject to limitations on the maximum
interest rates it can pay on deposit accounts.

In addition, the Consent Order required the Bank to develop by March 21, 2011, a three-year capital plan,
which includes, among other things, specific plans for maintaining adequate capital, a discussion of the sources and
timing of additional capital, as well as contingency plans for alternative sources of capital. The Consent Order also
required the Bank to develop by March 21, 2011, a strategic plan covering at least a three-year period, which among
other things, included a specific description of the strategic goals and objectives to be achieved, the targeted
markets, the specific bank personnel who are responsible and accountable for the plan, and a description of systems
to monitor our progress.

The Consent Order also contains restrictions on future extensions of credit and requires the development of
various programs and procedures to improve its asset quality as well as routine reporting on its progress toward
compliance with the Consent Order to the Board of Directors and the OCC. As a result of the terms of the executed
Consent Order, the Bank is no longer deemed “well-capitalized,” regardless of its capital levels.

The Consent Order also requires the establishment of certain plans and programs. The Bank’s compliance
committee monitors and coordinates compliance with the Consent Order. The committee consists of five members
of its board of directors and meets at least monthly to receive written progress reports from management on the
results and status of actions needed to achieve full compliance with each article of the Consent Order.
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19. Liquidation Account, Dividend Restrictions and Regulatory Matters (continued)
In order to comply with the Consent Order, the Bank:

. Revise its liquidity risk management program, which assesses, on an ongoing basis, the Bank’s
current and projected funding needs, and ensures that sufficient funds exist to meet those
needs. The plan includes specific plans for how the Bank plans to comply with regulatory
restrictions which limit the interest rates the bank can offer to depositors;

. Revise its loan policy, and created a commercial real estate concentration management
program. The Bank also established a new loan review program to ensure the timely and
independent identification of problem loans and modified its existing program for the
maintenance of an adequate allowance for loan and lease losses;

. Take immediate and continuing action to protect the Bank’s interest in certain assets identified by
the OCC or any other bank examiner and developed a criticized assets report covering the entire
credit relationship with respect to such assets;

. Implement and adhere to a program for the maintenance of an adequate ALLL that is consistent
with OCC requirements;

. ensured that the Bank has competent management in place on a full-time basis to carry out the
board’s policies and operate the Bank in a safe and sound manner.

On March 19, 2011, the Bank’s board submitted a written strategic plan and capital plan to the OCC
covering a three-year period which included an action plan for increasing the Bank’s capital ratios to the minimums
set forth in the order. The order also required the Bank to achieve and maintain Tier 1 capital at least equal to 12%
of risk-weighted assets and at least equal to 8% of adjusted total assets by April 21, 2011. The Bank has been
working on efforts to achieve the capital levels imposed under the Consent Order. Once the Bank receives the
OCC'’s written determination of no supervisory objection, the Bank’s Board of Directors will adopt and implement
the plans.

Overall, the Bank is undercapitalized and must increase its capital or it may face further regulatory action.
If the Bank does not obtain additional capital or sell assets to reduce the size of its balance sheet to a level which
can be supported by its capital levels, it will not meet the capital minimums set forth in the Consent Order. Failure
to meet the minimum ratios set forth in the Consent Order could result in regulators taking additional enforcement
actions against the Bank. Its ability to raise capital is contingent on the current capital markets and on its financial
performance. Available capital markets are not currently favorable, and management cannot be certain of the
Corporation’s ability to raise capital on any terms.

Liquidity

The Corporation and the Bank operate in a highly-regulated industry and must plan for the liquidity needs
of each entity separately. A variety of sources of liquidity are available to the Bank to meet its short-term and long-
term funding needs. Although a number of these sources have been limited or are no longer available following
execution of the Consent Order with the OCC, management has prepared forecasts of these sources of funds and the
Bank’s projected uses of funds during 2011 and believes that the sources available are sufficient to meet the Bank’s
projected liquidity needs for this period. However, it is unclear at this point what impact, if any, the limitations on
interest rates included in the Consent Order will have on the Corporation’s continued ability to maintain adequate
liquidity. (See Note 6- Deposits, Note 17 — Lines of Credit, and Note 7 — FHLB Advances for complete description
of funding sources and limitations.)

Management has taken a number of actions to increase its short-term liquidity position to meet the
Corporation’s projected liquidity needs during this timeframe, with liquid, unpledged cash and investments of $81.7
million as of December 31, 2010. In addition, management believes that upon completion of a successful capital
raise during 2011, a number of the funding sources which were limited following the Consent Order will again
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19. Liquidation Account, Dividend Restrictions and Regulatory Matters (continued)
become available to the Bank to meet its funding needs.

Management is diligently continuing to work with its financial and professional advisors to seek qualified
sources of outside capital as well as to evaluate opportunities to further reduce the size of the Bank’s balance sheet
by selling assets. Management believes that its current strategy to raise additional capital and dispose of assets to
deleverage will allow it to raise its capital ratios to the minimums set forth in the Consent Order with the OCC. As
part of the capital plans submitted to the OCC, the Corporation and the Bank are pursuing a number of strategic
options, including a combination of capital raises and the sale of certain of the Bank’s assets to improve the Bank’s
capital position. In addition, since December 31, 2009, the size of the Corporation’s balance sheet has decreased,
primarily due to a reduction of loans of approximately $48.3 million. Such reduction resulted primarily from loan
payoffs. There can be no assurances as to when or whether the negotiation of a sale of any assets will be successful.
See Note 19 — Regulatory Capital Requirements for specific details regarding the amounts of additional capital
needed to satisfy the minimum capital requirements in the Consent Order.

The Corporation relies on dividends from the Bank as its primary source of liquidity. The Corporation is a
legal entity separate and distinct from the Bank. Various legal limitations restrict the Bank from lending or
otherwise supplying funds to the Company to meet its obligations, including paying dividends. In addition, the
terms of the Consent Order further limit the Bank's ability to pay dividends to the Corporation to satisfy its funding
needs.

The effects of the current economic environment are being felt across many industries, with financial
services and residential real estate being particularly hard hit. The effects of the economic downturn have continued
to severely impact the Bank throughout 2010. The Bank, with a loan portfolio consisting of a concentration in
commercial real estate loans including residential construction and development loans, has seen a decline in the
value of the collateral securing its portfolio as well as rapid deterioration in its borrowers' cash flow and ability to
repay their outstanding loans to the Bank. As a result, the Bank’s level of nonperforming assets have increased to
$18.8 million as of December 31, 2010, related primarily to deterioration in the credit quality of its loans
collateralized by real estate. Accordingly, the Company has recorded provision for loan losses of $9.1 million and
$8.7 million, respectively, for the years ended December 31, 2010 and 2009, and, consequently incurred significant
losses each year.

Uncertainty surrounding the Company’s ability to raise additional capital is a factor which has cast doubt
about its ability to continue in operation. As a result of the recent downturn in the financial markets, the availability
of many sources of capital (principally to financial services companies) has become significantly restricted or has
become increasingly costly as compared to the prevailing market rates prior to the volatility. Management cannot
predict when or if the capital markets will return to more favorable conditions. The Bank’s management is actively
evaluating a number of capital sources and balance sheet management strategies to ensure that the Bank’s projected
level of regulatory capital can support its balance sheet and meet or exceed the minimum requirements set forth in
the Consent Order.

There can be no assurances that the Corporation will be successful in its efforts to raise additional
capital. An equity financing transaction of this type would result in substantial dilution to the Corporation’s current
shareholders. Although management is committed to developing strategies to eliminate the uncertainty
surrounding each of these areas, the outcome of these developments cannot be predicted at this time. Should these
efforts be unsuccessful, due to the regulatory restrictions which exist that restrict cash payments between the Bank
and the Company, the Company may be unable to realize its assets and discharge its liabilities in the normal course
of business.

20. Recently Issued Accounting Standards

The following is a summary of recent authoritative pronouncements that may affect accounting, reporting,
and disclosure of financial information by the Corporation:
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20. Recently Issued Accounting Standards (continued)

In January 2010, fair value guidance was amended to require disclosures for significant amounts
transferred in and out of Levels 1 and 2 and the reasons for such transfers and to require that gross amounts of
purchases, sales, issuances and settlements be provided in the level 3 reconciliation. The new disclosures are
effective for the Corporation issuance and have been reflected in Note 13.

In March 2010, guidance related to derivatives and hedging was amended to exempt embedded credit
derivative features related to the transfer of credit risk from potential bifurcation and separate accounting.
Embedded features related to other types of risk and other embedded credit derivative features are not exempt from
potential bifurcation and separate accounting. The amendments were effective for the Corporation on July 1, 2010.
These amendments will have no impact on the financial statements.

In April 2010, guidance was issued related to accounting for acquired troubled loans that are subsequently
modified. The guidance provides that if these loans meet the criteria to be accounted for within a pool,
modifications to one or more of these loans does not result in the removal of the modified loan from the pool even if
the modification would otherwise be considered a troubled debt restructuring. The pool of assets in which the loan
is included will continue to be considered for impairment. The amendments do not apply to loans not meeting the
criteria to be accounted for within a pool. These amendments are effective for modifications of loans accounted for
within pools occurring in the first interim or annual period ending on or after July 15, 2010. These amendments had
no impact on the financial statements.

In July 2010, the Receivables topic of the ASC was amended to require expanded disclosures related to a
company’s allowance for credit losses and the credit quality of its financing receivables. The amendments will
require the allowance disclosures to be provided on a disaggregated basis. The Corporation is required to begin to
comply with the disclosures in its financial statements for the year ended December 31, 2010. Disclosures about
Troubled Debt Restructurings (TDRs) required by the Update have been deferred by FASB in an update issued in
early 2011. The TDR disclosures are anticipated to be effective for periods ending after June 15, 2011.

On July 21, 2010, President Obama signed into law the Dodd-Frank Wall Street Reform and Consumer
Protection Act (the “Dodd-Frank Act”), which significantly changes the regulation of financial institutions and the
financial services industry. The Dodd-Frank Act includes several provisions that will affect how community banks,
thrifts, and small bank and thrift holding companies will be regulated in the future. Among other things, these
provisions abolish the Office of Thrift Supervision and transfer its functions to the other federal banking agencies,
relax rules regarding interstate branching, allow financial institutions to pay interest on business checking accounts,
change the scope of federal deposit insurance coverage, and impose new capital requirements on bank and thrift
holding companies. The Dodd-Frank Act also establishes the Bureau of Consumer Financial Protection as an
independent entity within the Federal Reserve, which will be given the authority to promulgate consumer protection
regulations applicable to all entities offering consumer financial services or products, including
banks. Additionally, the Dodd-Frank Act includes a series of provisions covering mortgage loan origination
standards affecting originator compensation, minimum repayment standards, and pre-payments. Management is
actively reviewing the provisions of the Dodd-Frank Act and assessing its probable impact on our business,
financial condition, and results of operations.

In August 2010, two updates were issued to amend various SEC rules and schedules pursuant to Release
No. 33-9026: Technical Amendments to Rules, Forms, Schedules and Codification of Financial Reporting Policies
and based on the issuance of SEC Staff Accounting Bulletin 112. The amendments related primarily to business
combinations and removed references to “minority interest” and added references to “controlling” and
“noncontrolling interests(s)”. The updates were effective upon issuance but had no impact on the Corporation’s
financial statements.

Also in December 2010, the Business Combinations topic of the ASC was amended to specify that if a
public entity presents comparative financial statements, the entity should disclose revenue and earnings of the
combined entity as though the business combination that occurred during the current year had occurred as of the
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20. Recently Issued Accounting Standards (continued)

beginning of the comparable prior annual reporting period only. The amendment also requires that the
supplemental pro forma disclosures include a description of the nature and amount of any material, nonrecurring pro
forma adjustments directly attributable to the business combination included in the reported pro forma revenue and
earnings. This amendment is effective for the Corporation for business combinations for which the acquisition date
is on or after January 1, 2011, although early adoption is permitted. The Corporation does not expect the
amendment to have any impact on the financial statements.

Other accounting standards that have been issued or proposed by the FASB or other standards-setting

bodies are not expected to have a material impact on the Corporation’s financial position, results of operations or
cash flows.
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21. Provident Community Bancshares, Inc. Financial Information
(Parent Corporation Only)

Condensed financial information for Provident Community Bancshares is presented as follows (in
thousands):

As of December 31,
Condensed Balance Sheets 2010 2009
Assets:
Cash and due from DankKs ..........ccoevviiieiciicece e $ 293 $ 1,638
Investment in subSIdiary ...........cooereeiienii 22,230 36,565
(@11 SO 375 380
TOLAl ASSELS .. e $22,898 $38,583
Liabilities and Shareholders’ Equity:
Accrued interest Payable ..o $ 257 $ 90
Floating rate junior subordinated deferrable interest debentures .... 12,372 12,372
Shareholders” QUILY .........covireiiiree e 10,269 26,121
Total liabilities and shareholders’ equity...........ccoceveeiiiinicicncnenn $22,898 $38,583
Years Ended December 31,
2010 2009
Condensed Statements of Income(L 0ss)
Equity in undistributed earnings (losses) of
SUDSIAIANY ..o re $(13,529) $(6,774)
INEEIEST EXPENSE ... tieieiceiee ettt e (479) (530)
INCOME taX CreditS ...ocveveeiieice e 273 -
Other EXPENSE, NEL.......cieiieieerie ettt (79) (87)
N TOSS.. vttt $(13,814) $(7,391

Condensed Statements of Cash Flows
Operating Activities:
NEE 1OSS... vttt besre e $(13,814) $(7,391)
Adjustments to reconcile net loss
to net cash used in operating activities:
Equity in undistributed earnings (losses) of

SUDSIAIAIY ..ot 13,529 6,774
(Decrease) increase in other assets and liabilities, net ................. 172 (16)
Net cash used in operating aCtiVities ...........o.coveeveeeereseeeereerenenn. (113) (633)
Investing Activities:

Capital contribution to SUBSIIANY .........cc.cc.eveverererererereieienns (1,000) (7.766)
Net cash used in iNVesting aCtiVities ............ccocevververeeersersrennens (1,000) (7.766)
Financing Activities:

Dividend reinvestment plan contributions ..............eevvveveierinnnns -- 16

Issuance of preferred StoCK .........covveeeeeniiiieeces e - 9,240
Issuance of coOmMON StOCK Warrants..............c.ccecveverereriecvevevenann. - 25

Preferred stock dividends Paid..........ccoeoeveveeerevseereeeeeseeresenn. (232) (310)

Cash diVIAENdS PAIA .........c..veeereeeeeeeeeeee e - [(107)
Net cash provided (used) by financing activities ........................ (232) 8,864

Net increase (decrease) in cash and due from banks................... (1,345) 465

Cash and due from banks at beginning of period..............cccc...... 1,638 _1173
Cash and due from banks at end of period............cccoeverevrvennnen. 293 1,638
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22. Subsequent Events

The Corporation has evaluated events and transactions through the filing date for potential recognition or
disclosure in the consolidated financial statements and has determined there are no subsequent events to disclose.

Item 9. Changes In and Disagreements With Accountants on Accounting and Financial Disclosure

Not applicable.

Item 9A. Controls and Procedures

@ Disclosure Controls and Procedures

The Company’s management, including the Company’s principal executive officer and principal financial
officer, have evaluated the effectiveness of the Company’s “disclosure controls and procedures,” as such term is
defined in Rule 13a-15(e) promulgated under the Securities Exchange Act of 1934, as amended, (the “Exchange
Act”). Based upon their evaluation, the principal executive officer and principal financial officer concluded that, as
of the end of the period covered by this report, the Company’s disclosure controls and procedures were effective for
the purpose of ensuring that the information required to be disclosed in the reports that the Company files or
submits under the Exchange Act with the Securities and Exchange Commission (the “SEC™) (1) is recorded,
processed, summarized and reported within the time periods specified in the SEC’s rules and forms, and (2) is
accumulated and communicated to the Company’s management, including its principal executive and principal
financial officers, as appropriate to allow timely decisions regarding required disclosure.

(b) Internal Controls Over Financial Reporting

Management’s annual report on internal control over financial reporting is incorporated herein by reference
to Item 8. Financial Statements and Supplementary Data in this Annual Report on Form 10-K.

(c) Changes to Internal Control Over Financial Reporting
Except as indicated herein, there were no changes in the Company’s internal control over financial
reporting during the three months ended December 31, 2010 that have materially affected, or are reasonable likely

to materially affect, the Company’s internal control over financial reporting.

Item 9B. Other Information

None.
PART 111

Item 10. Directors, Executive Officers and Corporate Governance

Directors

For information concerning the Board of Directors of Provident Community Bancshares, the information
contained under the section captioned “ltems to be Voted on By Shareholders — Item 1 — Election of Directors” in
the Proxy Statement is incorporated herein by reference.
Compliance with Section 16(a) of the Exchange Act

Reference is made to the cover page of this Form 10-K and to the section captioned “Other Information

Relating to Directors and Executive Officers — Section 16(a) Beneficial Ownership Reporting Compliance” in the
Proxy Statement for information regarding compliance with section 16(a) of the Exchange Act.
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Code of Ethics

For information concerning the Corporation’s code of ethics, the information contained under the section
captioned “Corporate Governance — Code of Ethics and Business Conduct” in the Proxy Statement is incorporated
herein by reference. A copy of the code of ethics is available, in the Investor Relations Section of our website at
www.providentonline.com.

Executive Officers of the Registrant
Certain executive officers of the Bank also serve as executive officers of Provident Community
Bancshares. The day-to-day management duties of the executive officers of Provident Community Bancshares and

the Bank relate primarily to their duties as to the Bank. The executive officers of Provident Community Bancshares
currently are as follows:

Position as of

Name Age(1) December 31, 2010

Dwight V. Neese 60 President, Chief Executive Officer and Director
Richard H. Flake 62 Executive Vice President — Chief Financial Officer
Lud W. Vaughn 60 Executive Vice President — Chief Operating Officer

(1) At December 31, 2010.

Dwight V. Neese was appointed as President and Chief Executive Officer of the Bank effective September
5, 1995.

Richard H. Flake joined the Company in September 1995.

Lud W. Vaughn joined the Company in April 2003. Prior to joining the Company, Mr. Vaughn was
Senior Vice President for Bank of America in Rock Hill, South Carolina.

Corporate Governance
Information concerning the audit committee and the audit committee financial expert and other corporate
governance matters is incorporated herein by reference to the section titled “Corporate Governance — Committees

of the Board of Directors” and “— Audit Committee” in the Proxy Statement.

Item 11. Executive Compensation

The information contained under the sections captioned “Executive Compensation” and “Corporate
Governance-Director Compensation” in the Proxy Statement is incorporated herein by reference.

Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder
Matters

€)] Security Ownership of Certain Beneficial Owners

Information required by this item is incorporated herein by reference to the section captioned “Stock
Ownership” in the Proxy Statement.

(b) Security Ownership of Management

Information required by this item is incorporated herein by reference to the section captioned “Stock
Ownership” in the Proxy Statement.

87



(c) Management of Provident Community Bancshares knows of no arrangements, including any
pledge by any person of securities of Provident Community Bancshares, the operation of which may at a subsequent
date result in a change in control of the registrant.

(d) Equity Compensation Plan Information
The following table sets forth information about the Company common stock that may be issued upon the

exercise of stock options, warrants and rights under all of the Company’s equity compensation plans as of
December 31, 2010.

(@) (b) (©
Number of securities
remaining available for
Number of securities Weighted-average future issuance under
to be issued upon exercise exercise price of equity compensation
of outstanding options, outstanding options, plans (excluding securities
Plan category warrants and rights warrants and rights reflected in column (a))
Equity compensation
plans approved by security 86,663 $14.51 157,273
holders
Equity compensation
plans not approved by =" =" ="
security holders
Total 86,663 $14.51 157,373

Item 13. Certain Relationships and Related Transactions, and Director Independence

Transactions with Related Persons

The information required by this item is incorporated herein by reference to the sections captioned “Other
Information Relating to Director and Executive Officers—Policies and Procedures for Approval of Related Person
Transactions” and “—Transactions with Related Persons” in the Proxy Statement.

Director Independence

Information concerning director independence is incorporated herein by reference to the section titled
“Corporate Governance—Director Independence” in the Proxy Statement.

Iltem 14. Principal Accountant Fees and Services

The information required by this Item is incorporated herein by reference to the section captioned “Items to
be Voted On By Stockholders—Item 3—Ratification of the Appointment of the Independent Registered Public
Accounting Firm” in the Proxy Statement.
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PART IV

Item 15. Exhibits

Exhibit
No. Description Incorporated by Reference to
3(a) Amended and Restated Certificate of Incorporation Form 10-Q for the quarterly period ended June
30, 2006, as filed on August 9, 2006
3(b) Bylaws Form 10-K for the year ended December 31,
2008, as filed on March 26, 2009
4(a) Certificate of Designations establishing Fixed Rate Form 8-K as filed on March 3, 2009
Cumulative Perpetual Preferred Stock, Series A, of
Provident Community Bancshares
4(b) Form of stock certificate for Fixed Rate Cumulative ~ Form 8-K as filed on March 3, 2009
Perpetual Preferred Stock, Series A
4(c) Warrant to purchase 179,100 Share of Common Stock Form 8-K as filed on March 3, 2009
of Provident Community Bancshares, Inc.
10(a) Employment Agreement with Dwight V. Neese Form 10-KSB for the year ended September 30,
2003, as filed on December 19, 2003
10(b) Employment Agreement with Richard H. Flake Form 10-KSB for the year ended September 30,
2003, as filed on December 19, 2003
10(c) Form of First Amendment to the Employment Form 10-K for the year ended December 31,
Agreement by and between Provident Community 2008, as filed on March 26, 2009
Bancshares, Inc., Provident Community Bank and
each of Dwight V. Neese and Richard R. Flake
10(d) Provident Community Bancshares, Inc. 1995 Stock Definitive Proxy Statement as filed on December
Option Plan 22,1995
10(e) Provident Community Bancshares, Inc. 2001 Stock Definitive Proxy Statement as filed on December
Option Plan 22,2000
10(f) Provident Community Bancshares, Inc. 2006 Stock Definitive Proxy Statement as filed on March 20,
Option Plan 2006
10(g) Amended and Restated Change in Control Agreement Form 10-Q for the quarterly period ended June
by and among Lud W. Vaughn, Provident Community 30, 2007, as filed on August 13, 2007
Bank, N.A. and Provident Community Bancshares,
Inc.
10(h) Form of First Amendment to the Amended and Form 10-K for the year ended December 31,
Restated Change in Control Agreement by and 2008, as filed on March 26, 2009
between Provident Community Bancshares, Inc.,
Provident Community Bank and Lud W. Vaughn
10(i) Supplemental Executive Retirement Plan, by and Form 10-Q for the quarterly period ended March
between Dwight V. Neese and Provident Community 31, 2007, as filed on May 14, 2007
Bank
10(j) Supplemental Executive Retirement Plan #2, by and ~ Form 10-Q for the quarterly period ended March

between Dwight V. Neese and Provident Community

Bank
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10(K)

10(1)

10(m)

10(n)

10(0)

10(p)

10(a)

21
23

31(a)

31(b)

32
99(a)

99(b)

Supplemental Executive Retirement Plan, by and
between Richard H. Flake and Provident Community
Bank

Supplemental Executive Retirement Plan #2, by and
between Richard H. Flake and Provident Community
Bank

Supplemental Executive Retirement Plan, by and
between Lud W. Vaughn and Provident Community
Bank

Form of Second Amendment to the Employment
Agreement by and between Provident Community
Bancshares, Inc., (formerly Union Financial
Bancshares, Inc.) Provident Community Bank and
each of Dwight V. Neese and Richard R. Flake

Form of First Amendment to the Amended and
Restated Change in Control Agreement by and
between Provident Community Bancshares, Inc.,
(formerly Union Financial Bancshares, Inc.) Provident
Community Bank and Lud W. Vaughn

Consent Order issued by the Comptroller of the
Currency

Stipulation and Consent to the Issuance of a Consent
Order, dated December 21, 2010, between the
Comptroller of the Currency and Provident
Community Bank

Subsidiaries of the Registrant

Consent of Independent Registered Public
Accounting Firm

Rule 13a-14(a)/15d-14(a) Certification of Chief
Executive Officer

Rule 13a-14(a)/15d-14(a) Certification of Chief
Financial Officer

Section 1350 Certifications

Principal Executive Officer Certification Regarding
TARP

Principal Financial Officer Certification Regarding
TARP
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Form 10-Q for the quarterly period ended March
31, 2007, as filed on May 14, 2007

Form 10-Q for the quarterly period ended March
31, 2007, as filed on May 14, 2007

Form 10-Q for the quarterly period ended June
30, 2007, as filed on August 13, 2007

Form 10-K for the year ended December 31,
2008, as filed on March 26, 2009

Form 10-K for the year ended December 31,
2008, as filed on March 26, 2009

Form 8-K as filed on December 23, 2010

Form 8-K as filed on December 23, 2010



SIGNATURES

In accordance with the requirements of Section 13 or 15(d) of the Exchange Act, the registrant caused this
report to be signed on its behalf by the undersigned, thereunto duly authorized.

PROVIDENT COMMUNITY BANCSHARES, INC.
Date:  March 28, 2011 By: /s/ Dwight V. Neese

Dwight V. Neese
President and Chief Executive Officer

In accordance with the Exchange Act, this report has been signed below by the following persons on behalf
of the registrant and in the capacities and on the dates indicated.

By: [s/ Dwight V. Neese By: /s/ Russell H. Smart
Dwight V. Neese Russell H. Smart
(Principal Executive Officer) Director

Date:  March 28, 2011 Date: March 28, 2011

By: /s/ Richard H. Flake By: /s/ Phillip C. Wilkins
Richard H. Flake Phillip C. Wilkins
(Principal Financial and Director

Accounting Officer)
Date:  March 28, 2011 Date:March 28, 2011
By: /s/ Robert H. Breakfield

Robert H. Breakfield
Director

Date:  March 28, 2011

By: s/ William M. Graham
William M. Graham
Director

Date:  March 28, 2011

By: /s/ Carl L. Mason
Carl L. Mason
Director

Date:  March 28, 2011
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