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PART L.
Item 1. Description of Business

This Report contains statements which constitute forward-looking statements within the meaning of Section 27A of the Securities
Act of 1933 and the Securities Exchange Act of 1934. These statements are based on many assumptions and estimates and are not
guarantees of future performance. Our actual results may differ materially from those projected in any forward-looking
statements, as they will depend on many factors about which we are unsure, including many factors which are beyond our control.
The words “may,” “would,” “could,” “will,” “expect,” “anticipate,” “believe,” “intend,” “plan,” and “estimate,” as well as
similar expressions, are meant to identify such forward-looking statements. Potential risks and uncertainties include, but are not
limited to those described below under “Risk Factors.”

2 <

General

Coastal Banking Company, Inc. was incorporated in June, 1999 to operate as a bank holding company pursuant to the Federal
Bank Holding Company Act of 1956 and the South Carolina Banking and Branching Efficiency Act, and to purchase 100% of the
issued and outstanding stock of Lowcountry National Bank, an association organized under the laws of the United States.
Lowcountry National Bank opened for business on May 10, 2000. On October 1, 2005, Coastal merged with First Capital Bank
Holding Corporation, and, by virtue of the merger, acquired 100% of the issued and outstanding capital stock of First National
Bank of Nassau County (“First National Bank™). On October 27, 2006, Coastal acquired the Meigs, Georgia office of Cairo
Banking Company, a Georgia state bank, from Ameris Bancorp through the merger of Cairo Banking Company with and into First
National Bank. The acquisition allows Coastal to establish full service banking operations in Georgia. First National currently
operates the Meigs office as a branch office under the name of the First National Bank of Nassau County, doing business as The
Georgia Bank. Through our subsidiaries, we conduct a general commercial and retail banking business principally in the markets
of Beaufort County, South Carolina, Nassau County, Florida and Thomas County, Georgia. First National Bank also operates loan
production offices in Jacksonville, Florida and Savannah, Georgia, as well as a wholesale mortgage office in Atlanta, Georgia.
Additionally, in February 2008, Lowcountry National Bank opened a loan production office in Charleston, South Carolina. First
National Bank also operated a loan production office in Atlanta, Georgia from May 2007 until March 2008 when it closed the
office in order to reallocate resources to the Charleston market and the Atlanta wholesale mortgage office.

Location and Service Area

Our primary service areas consist of the areas within a 20 mile radius of the main offices of Lowcountry National Bank in
Beaufort County, South Carolina, First National Bank in Nassau County, Florida, and First National Bank d/b/a The Georgia
Bank in Thomas County, Georgia. The primary service area of Lowcountry National Bank covers a large portion of Beaufort
County, including Beaufort, Bluffton, Burton, Callawassie Island, Coosaw, Dataw Island, Harbor Island, Hilton Head Island,
Hunting Island, Fripp Island, Ladys Island, Port Royal, Spring Island, St. Helena Island, and the rapidly growing Sun City. The
primary service area of First National Bank includes the communities of Amelia Island, Fernandina Beach, O’Neil and Yulee,
Florida. First National Bank also serves the Savannah, Georgia; Atlanta, Georgia; and Jacksonville, Florida market areas through
loan production offices.

Lending Activities

General: We emphasize a range of lending services, including real estate, commercial, and consumer loans to individuals and
small- to medium-sized businesses and professional firms that are located in or conduct a substantial portion of their business in
the banks’ market areas.

Loan Approval and Review: The banks’ loan approval policies provide for various levels of officer lending authority. When the
amount of aggregate loans to a single borrower exceeds an individual officer’s lending authority, the loan request will be
considered and approved by an officers’ loan committee with a higher lending limit or the directors’ loan committee, which has
the authority to approve loans up to the legal lending limit of the bank. Neither bank may make any loans to any director, officer,
or employee of the bank that, in the aggregate, exceeds $500,000 unless approved by the board of directors of the bank and made
on terms not more favorable to such person than would be available to a person not affiliated with the bank. The banks currently
adhere to Federal National Mortgage Association and Federal Home Loan Mortgage Corporation guidelines in its mortgage loan

4 of 79 1/15/2009 10:53 PM



Coastal Banking Company http://www.sec.gov/Archives/edgar/data/1093897/0001354488080003...

Table of Contents

review process, but may choose to alter this policy in the future. The banks currently sell their mortgage loans on the secondary
market, but may, on occasion, choose to hold them in the portfolio in the future.

Lending Limits: The banks’ lending activities are subject to a variety of lending limits imposed by federal law. In general, the
banks are each subject to a legal limit on loans to a single borrower equal to 15% of each bank’s capital and unimpaired surplus.
Different limits may apply in certain circumstances based on the type of loan or the nature of the borrower, including the
borrower’s relationship to the banks. These limits will increase or decrease as each bank’s capital increases or decreases.
Based upon Lowcountry National Bank’s capitalization of $17,619,000 as of December 31, 2007, the bank has a self-imposed
loan limit of $2,833,000, which represents 98% of our regulatory legal lending limit of $2,892,000. Based upon First National
Bank's capitalization of $22,101,000 as of December 31, 2007, it had a self imposed legal lending limit of $2,500,000, which
represents approximately 69% ofits regulatory legal lending limit of $3,608,000. Unless the banks are able to sell participations
in its loans to other financial institutions, the banks will not be able to meet all of the lending needs of loan customers requiring
aggregate extensions of credit above these limits.

Real Estate and Mortgage Loans: Loans secured by first or second mortgages on real estate make up approximately 95% of
Lowcountry National’s loan portfolio, 95% of First National Bank’s portfolio, and 95% of the consolidated loan portfolio. These
loans generally fall into one of three categories: commercial real estate loans, construction and development loans, or residential
real estate loans. Each of these categories is discussed in more detail below, including their specific risks. Home equity loans
are not included because they are classified as consumer loans, which are discussed below. Interest rates for all categories

may be fixed or adjustable, and will more likely be fixed for shorter-term loans. The banks generally charge origination fees for
each loan.

Real estate loans are subject to the same general risks as other loans. They are particularly sensitive to fluctuations in the value
of real estate. Fluctuations in the value of real estate, as well as other factors arising after a loan has been made, could negatively
affect a borrower’s cash flow, creditworthiness, and ability to repay the loan.

We have the ability to originate real estate loans for sale into the secondary market. We can limit our interest rate and credit risk
on these loans by locking the interest rate for each loan with the secondary investor and receiving the investor’s underwriting
approval prior to originating the loan.

Commercial Real Estate Loans: Commercial real estate loans generally have terms of five years or less, although payments

may be structured on a longer amortization basis. We evaluate each borrower on an individual basis and attempt to determine its
business risks and credit profile. We attempt to reduce credit risk in the commercial real estate portfolio by emphasizing loans on
owner-occupied office and retail buildings where the loan-to-value ratio, established by independent appraisals, does not exceed
80%. We generally require that debtor cash flow exceed 115% of monthly debt service obligations. We typically review all of
the personal financial statements of the principal owners at the time of loan and annually afterward. We also require their
personal guarantees. These reviews generally reveal secondary sources of payment and liquidity to support a loan request.

Construction and Development Real Estate Loans: We offer adjustable and fixed rate residential and commercial construction
loans to builders and developers and to consumers who wish to build their own home. The term of construction and development
loans generally is limited to eighteen months, although payments may be structured on a longer amortization basis. Most loans
will mature and require payment in full upon the sale of the property. Construction and development loans generally carry a
higher degree of risk than long term financing of existing properties. Repayment depends on the ultimate completion of the project
and usually on the sale of the property. Specific risks include cost overruns, mismanaged construction, inferior or improper
construction techniques, economic changes or downturns during construction, a downturn in the real estate market, rising interest
rates which may prevent sale of the property, and failure to sell completed projects in a timely manner.

We attempt to reduce risk by obtaining personal guarantees where possible, and by keeping the loan-to-value ratio of the
completed project below specified percentages. We may also reduce risk by selling participations in larger loans to other
institutions when possible.

Residential Real Estate Loans: Residential real estate loans generally have longer terms up to 30 years. We offer fixed and
adjustable rate mortgages. We have limited credit risk on these loans as most are sold to third parties soon after closing.
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Commercial Loans: Our banks make loans for commercial purposes in various lines of businesses. Commercial loans are
generally considered to have greater risk than first or second mortgages on real estate because they may be unsecured, or if they
are secured, the value of the security may be difficult to assess and more likely to decrease than real estate.

Equipment loans typically are made for a term of five years or less at fixed or variable rates, with the loan fully amortized over
the term and secured by the financed equipment and with a loan-to-value ratio of 80% or less. We focus our efforts on
commercial loans less than $500,000. Working capital loans typically have terms not exceeding one year and usually are secured
by accounts receivable, inventory, or personal guarantees of the principals of the business. For loans secured by accounts
receivable or inventory, principal typically is repaid as the assets securing the loan are converted into cash, and in other cases
principal typically will be due at maturity. Asset based lending, leasing, and factoring are offered through third party vendors
who can handle the paper work and servicing and generally assume most of the credit risk. Trade letters of credit, standby letters
of credit, and foreign exchange are handled through a correspondent bank as agent for the bank.

We offer small business loans utilizing government enhancements such as the Small Business Administration’s 7(a) program and
504 programs. These loans typically are partially guaranteed by the government, which may help to reduce the banks’ risk.
Government guarantees of SBA loans generally do not exceed 80% of the loan value and are generally less, although SBA will
guarantee up to 85% on loans of $150,000 or less.

The well established banks in the Beaufort County and Nassau County areas make proportionately more loans to medium to
large-sized businesses than we do. Many of the banks’ commercial loans are made to small- to medium-sized businesses which
may be less able to withstand competitive, economic, and financial conditions than larger borrowers.

Consumer Loans: Our banks make a variety of loans to individuals for personal and household purposes, including secured and
unsecured installment loans and revolving lines of credit. Installment loans typically carry balances of less than $50,000 and are
amortized over periods up to 60 months. Consumer loans may be offered on a single maturity basis where a specific source of
repayment is available. Revolving loan products typically require monthly payments of interest and a portion of the principal.
Consumer loans are generally considered to have greater risk than first or second mortgages on real estate because they may be
unsecured, or if they are secured, the value of the security may be difficult to assess and more likely to decrease than real estate.

We also offer home equity loans. Our underwriting criteria for and the risks associated with home equity loans and lines of credit
generally are the same as those for first mortgage loans. Home equity lines of credit typically have terms of 15 years or less,
carry balances less than $125,000, and may extend up to 90% of the available equity of each property.

Deposits: The banks offer a wide range of commercial and consumer deposit accounts, including checking accounts, money
market accounts, a variety of certificates of deposit, and individual retirement accounts. The primary sources of deposits are
residents of, and businesses and their employees located in, our primary market areas. Deposits are obtained through personal
solicitation by officers and directors, direct mail solicitations and advertisements published in the local media. To attract
deposits, the banks offer a broad line of competitively priced deposit products and services.

Supervision And Regulation

Coastal Banking Company, Inc., Lowcountry National Bank and First National Bank are subject to extensive state and federal
banking regulations that impose restrictions on and provide for general regulatory oversight of their operations. These laws
generally are intended to protect depositors and not shareholders. Legislation and regulations authorized by legislation influence,
among other things:

how, when and where we may expand geographically;
into what product or service market we may enter;
how we must manage our assets; and

under what circumstances money may or must flow between the parent bank holding company and the subsidiary
bank.
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Set forth below is an explanation of the major pieces of legislation affecting our industry and how that legislation affects our
actions. The following summary is qualified by reference to the statutory and regulatory provisions discussed. Changes in
applicable laws or regulations may have a material effect on our business and prospects, and legislative changes and the policies
of various regulatory authorities may significantly affect our operations. We cannot predict the effect that fiscal or monetary
policies, or new federal or state legislation may have on our business and earnings in the future.

Coastal Banking Company, Inc.

Because Coastal Banking Company, Inc. owns all of the capital stock of Lowcountry National Bank and First National Bank,
Coastal Banking Company, Inc. is a bank holding company under the federal Bank Holding Company Act of 1956 (the Bank
Holding Company Act). As a result, we are primarily subject to the supervision, examination and reporting requirements of the
Bank Holding Company Act and the regulations of the Federal Reserve. As a bank holding company located in South Carolina,
the South Carolina State Board of Financial Institutions also regulates and monitors all significant aspects of our operations.

Acquisitions of Banks: The Bank Holding Company Act requires every bank holding company to obtain the Federal Reserve’s
prior approval before:

acquiring direct or indirect ownership or control of any voting shares of any bank if, after the acquisition, the bank
holding company will directly or indirectly own or control more than 5% of the bank’s voting shares;

acquiring all or substantially all of the assets of any bank; or
merging or consolidating with any other bank holding company.

Additionally, the Bank Holding Company Act provides that the Federal Reserve may not approve any of these transactions if it
would result in or tend to create a monopoly or substantially lessen competition or otherwise function as a restraint of trade,
unless the anti-competitive effects of the proposed transaction are clearly outweighed by the public interest in meeting the
convenience and needs of the community to be served. The Federal Reserve is also required to consider the financial and
managerial resources and future prospects of the bank holding companies and banks concerned. The Federal Reserve’s
consideration of financial resources generally focuses on capital adequacy, which is discussed below.

Under the Bank Holding Company Act, if we are adequately capitalized and adequately managed, we may purchase a bank
located outside of South Carolina or Florida. However, the laws of the other state may impose restrictions on the acquisition of a
bank that has only been in existence for a limited amount of time or that would result in specified concentrations of deposits. For
example, South Carolina law prohibits a bank holding company from acquiring control of a bank until the target bank has been
incorporated for five years. Because Lowcountry National Bank and First National Bank have each been chartered for a
sufficient amount of time, this restriction would not limit our ability to sell.

Change in Bank Control: Subject to various exceptions, the Bank Holding Company Act and the Change in Bank Control Act,
together with related regulations, require Federal Reserve approval prior to any person or company acquiring “control” of a bank
holding company. Control is conclusively presumed to exist if an individual or company acquires 25% or more of any class of
voting securities of a bank holding company. Control is rebuttably presumed to exist if a person or company acquires 10% or
more, but less than 25%, of any class of voting securities and either:

the bank holding company has registered securities under Section 12 of the Securities Exchange Act of 1934; or
no other person owns a greater percentage of that class of voting securities immediately after the transaction.

The regulations provide a procedure for challenging rebuttable presumptions of control.
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Permitted Activities. The Bank Holding Company Act generally prohibits a bank holding company from engaging in activities
other than banking or managing or controlling banks or other permissible subsidiaries and from acquiring or retaining direct or
indirect control of any company engaged in any activities other than those determined by the Federal Reserve to be so closely
related to banking or managing or controlling banks as to be a proper incident thereto. Provisions of the Gramm-Leach-Bliley
Act have expanded the permissible activities of a bank holding company that qualifies as a financial holding company. Under the
regulations implementing the Gramm-Leach-Bliley Act, a financial holding company may engage in additional activities that are
financial in nature or incidental or complementary to financial activity. Those activities include, among other activities, certain
insurance and securities activities.

To qualify to become a financial holding company, the banks and any other depository institution subsidiary of Coastal Banking
Company, Inc. must be well capitalized and well managed and must have a Community Reinvestment Act rating of at least
“satisfactory.” Additionally, Coastal Banking Company, Inc, must file an election with the Federal Reserve to become a
financial holding company and must provide the Federal Reserve with 30 days’ written notice prior to engaging in a permitted
financial activity. While we meet the qualification standards applicable to financial holding companies, we have not elected to
become a financial holding company at this time.

Support of Subsidiary Institution: Under Federal Reserve policy, we are expected to act as a source of financial strength for
the banks and to commit resources to support them. This support may be required at times when, without this Federal Reserve
policy, we might not be inclined to provide it. In addition, any capital loans made by us to the banks will be repaid only after
their deposits and various other obligations are repaid in full. In the unlikely event of our bankruptcy, any commitment by us to a
federal bank regulatory agency to maintain the capital of the banks will be assumed by the bankruptcy trustee and entitled to a
priority of payment.

Lowcountry National Bank and First National Bank of Nassau County

Because Lowcountry National Bank and First National Bank are chartered as national banks, they are primarily subject to the
supervision, examination and reporting requirements of the National Bank Act and the regulations of the OCC. The OCC
regularly examines the banks’ operations and has the authority to approve or disapprove mergers, the establishment of branches
and similar corporate actions. The OCC also has the power to prevent the continuance or development of unsafe or unsound
banking practices or other violations of law. Because the banks’ deposits are insured by the FDIC to the maximum extent
provided by law, they are also subject to certain FDIC regulations. The banks are also subject to numerous state and federal
statutes and regulations that affect its business, activities and operations.

Branching: National banks are required by the National Bank Act to adhere to branching laws applicable to state banks in the
states in which their main office is located. Under both South Carolina and Florida law, the banks may open branch offices
throughout their respective home states with the prior approval of the OCC. In addition, with prior regulatory approval, both
banks may acquire branches of existing banks located in their respective home states. The banks and any other national or state-
chartered bank generally may branch across state lines by merging with banks in other states if allowed by the target states’ laws.
South Carolina and Florida law, with limited exceptions, currently permit branching across state lines only through interstate
mergers. On October 27, 2006, First National Bank of Nassau County acquired branching rights in Georgia through the
acquisition of Cairo Banking Company, a Georgia state bank, pursuant to the merger of Cairo Banking Company with and into
First National Bank.

Under the Federal Deposit Insurance Act, states may “opt-in” and allow out-of-state banks to branch into their state by
establishing a new start-up branch in the state. Currently, neither South Carolina, Florida nor Georgia has opted-in to this
provision. Therefore, interstate merger is the only method through which a bank located outside of these states may branch into
them. This provides a limited barrier of entry into the South Carolina, Florida and Georgia banking markets, which protects us
from an important segment of potential competition. However, because neither South Carolina nor Florida has elected to opt-in,
our ability to establish a new start-up branch of either bank in another state is limited. Many states that have elected to opt-in
have done so on a reciprocal basis, meaning that an out-of-state bank may establish a new start-up branch only if their home state
has also elected to opt-in. Consequently, until either South Carolina or Florida changes its election, the only way we will be able
to branch into states that have elected to opt-in on a reciprocal basis will be through interstate merger.
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Prompt Corrective Action: The Federal Deposit Insurance Corporation Improvement Act of 1991 established a system of
prompt corrective action to resolve the problems of undercapitalized financial institutions. Under this system, the federal banking
regulators have established five capital categories (well capitalized, adequately capitalized, undercapitalized, significantly
undercapitalized and critically undercapitalized) into which all institutions are placed. The federal banking agencies have
specified by regulation the relevant capital level for each category. As of December 31, 2007, the banks qualified for the
well-capitalized category.

Federal banking regulators are required to take various mandatory supervisory actions and are authorized to take other
discretionary actions with respect to institutions in the three undercapitalized categories. The severity of the action depends upon
the capital category in which the institution is placed. Generally, subject to a narrow exception, the banking regulator must
appoint a receiver or conservator for an institution that is critically undercapitalized.

FDIC Insurance Assessments: The FDIC has adopted a risk-based assessment system for insured depository institutions that
takes into account the risks attributable to different categories and concentrations of assets and liabilities. The system assesses
higher rates on those institutions that pose greater risks to the Deposit Insurance Fund (the “DIF”’). The FDIC places each
institution in one of four risk categories using a two-step process based first on capital ratios (the capital group assignment) and
then on other relevant information (the supervisory group assignment). Within the lower risk category, Risk Category I, rates will
vary based on each institution’s CAMELS component ratings, certain financial ratios, and long-term debt issuer ratings.

Capital group assignments are made quarterly and an institution is assigned to one of three capital categories: (1) well
capitalized; (2) adequately capitalized; and (3) undercapitalized. These three categories are substantially similar to the prompt
corrective action categories described above, with the “undercapitalized” category including institutions that are
undercapitalized, significantly undercapitalized and critically undercapitalized for prompt corrective action purposes. The FDIC
also assigns an institution to one of three supervisory subgroups based on a supervisory evaluation that the institution’s primary
federal banking regulator provides to the FDIC and information that the FDIC determines to be relevant to the institution’s
financial condition and the risk posed to the deposit insurance funds. Assessments range from 5 to 43 cents per $100 of deposits,
depending on the institution’s capital group and supervisory subgroup. Institutions that are well capitalized will be charged a
rate between 5 and 7 cents per $100 of deposits.

The FDIC may terminate its insurance of deposits if it finds that the institution has engaged in unsafe and 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.

Community Reinvestment Act: The Community Reinvestment Act requires that, in connection with examinations of financial
institutions within their respective jurisdictions, the Federal Reserve, the FDIC or the OCC shall evaluate the record of each
financial institution in meeting the credit needs of its local community, including low and moderate-income neighborhoods.
These facts are also considered in evaluating mergers, acquisitions and applications to open a branch or facility. Failure to
adequately meet these criteria could impose additional requirements and limitations on Lowcountry National Bank or First
National Bank. Additionally, we must publicly disclose the terms of various Community Reinvestment Act-related agreements.

Allowance for Loan and Lease Losses: The Allowance for Loan and Lease Losses (the “ALLL”) represents one of the most
significant estimates in the banks’ financial statements and regulatory reports. Because of its significance, the each bank has
developed a system by which it develops, maintains and documents a comprehensive, systematic and consistently applied
process for determining the amounts of the ALLL and the provision for loan and lease losses. The Interagency Policy Statement
on the Allowance for Loan and Lease Losses, issued on December 13, 2006, encourages all banks to ensure controls are in place
to consistently determine the ALLL in accordance with GAAP, the bank’s stated policies and procedures, management’s best
judgment and relevant supervisory guidance. Consistent with supervisory guidance, the each bank maintains a prudent and
conservative, but not excessive, ALLL, that is at a level that is appropriate to cover estimated credit losses on individually
evaluated loans determined to be impaired as well as estimated credit losses inherent in the remainder of the loan and lease
portfolio. The banks’ estimate of credit losses reflects consideration of all significant factors that affect the collectibility of the
portfolio as of the evaluation date. See “Management’s Discussion and Analysis — Critical Accounting Policies.”
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Commercial Real Estate Lending: The banks’ lending operations may be subject to enhanced scrutiny by federal banking
regulators based on its concentration of commercial real estate loans. On December 6, 2006, the federal banking regulators
issued final guidance to remind financial institutions of the risk posed by commercial real estate (“CRE”) lending concentrations.
CRE loans generally include land development, construction loans and loans secured by multifamily property, and nonfarm,
nonresidential real property where the primary source of repayment is derived from rental income associated with the property.

Other Regulations: Interest and other charges collected or contracted for by the each bank are subject to state usury laws and
federal laws concerning interest rates. Each bank’s loan operations are also subject to federal laws applicable to credit
transactions, such as the

Truth-In-Lending Act, governing disclosures of credit terms to consumer borrowers;

Home Mortgage Disclosure Act of 1975, requiring financial institutions to provide information to enable the public
and public officials to determine whether a financial institution is fulfilling its obligation to help meet the housing
needs of the community it serves;

Equal Credit Opportunity Act, prohibiting discrimination on the basis of race, creed or other prohibited factors in
extending credit;

Fair Credit Reporting Act of 1978, as amended by the Fair and Accurate Credit Transactions Act, governing the use
and provision of information to credit reporting agencies, certain identify theft protections, and certain credit and
other disclosures;

Fair Debt Collection Act, governing the manner in which consumer debts may be collected by collection agencies;

Soldiers’ and Sailors’ Civil Relief Act of 1940, as amended by the Servicemembers’ Civil Relief Act, governing
the repayment terms of, and property rights underlying, secured obligations of persons currently on active duty with
the United States military;

Talent Amendment in the 2007 Defense Authorization Act, establishing a 36% annual percentage rate ceiling, which
includes a variety of charges including late fees, for consumer loans to military service members and their
dependents; and

rules and regulations of the various federal banking regulators charged with the responsibility of implementing
these federal laws.

Each Bank’s deposit operations are subject to federal laws applicable to depository accounts, such as the:

Truth-In-Savings Act, requiring certain disclosures for consumer deposit accounts;

Right to Financial Privacy Act, which imposes a duty to maintain confidentiality of consumer financial records and
prescribes procedures for complying with administrative subpoenas of financial records;

Electronic Funds Transfer Act and Regulation E issued by the Federal Reserve to implement that act, which govern
automatic deposits to and withdrawals from deposit accounts and customers’ rights and liabilities arising from the
use of automated teller machines and other electronic banking services; and

rules and regulations of the various federal banking regulators charged with the responsibility of implementing
these federal laws.

Capital Adequacy

Coastal Banking Company, Inc., Lowcountry National Bank and First National Bank are required to comply with the capital
adequacy standards established by the Federal Reserve, in the case of Coastal Banking Company, Inc., and the OCC, in the case
of the banks. The Federal Reserve has established a risk-based and a leverage measure of capital adequacy for bank holding
companies. Lowcountry National Bank and First National Bank are subject to risk-based and leverage capital requirements
adopted by the OCC, which are substantially similar to those adopted by the Federal Reserve for bank holding companies.
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The risk-based capital standards are designed to make regulatory capital requirements more sensitive to differences in risk
profiles among banks and bank holding companies, to account for off-balance-sheet exposure, and to minimize disincentives for
holding liquid assets. Assets and off-balance-sheet items, such as letters of credit and unfunded loan commitments, are assigned
to broad risk categories, each with appropriate risk weights. The resulting capital ratios represent capital as a percentage of total
risk-weighted assets and off-balance-sheet items.

The minimum guideline for the ratio of total capital to risk-weighted assets is 8%. Total capital consists of two components, Tier
1 Capital and Tier 2 Capital. Tier 1 Capital generally consists of common stock, minority interests in the equity accounts of
consolidated depository institution subsidiaries, noncumulative perpetual preferred stock in consolidated non-depository
subsidiaries and a limited amount of qualifying cumulative perpetual preferred stock, less goodwill and other specified
intangible assets. Tier 1 Capital must equal at least 4% of risk-weighted assets. Tier 2 Capital generally consists of subordinated
debt, other preferred stock and a limited amount of loan loss reserves. The total amount of Tier 2 Capital is limited to 100% of
Tier 1 Capital. At December 31, 2007 our ratio of total capital to risk-weighted assets was 14.49% and our ratio of Tier 1
Capital to risk-weighted assets was 13.36%.

In addition, the Federal Reserve has established minimum leverage ratio guidelines for bank holding companies. These

guidelines provide for a minimum ratio of Tier 1 Capital to average assets, less goodwill and other specified intangible assets, of
3% for bank holding companies that meet specified criteria, including having the highest regulatory rating and implementing the
Federal Reserve’s risk-based capital measure for market risk. All other bank holding companies generally are required to
maintain a leverage ratio of at least 4%. At December 31, 2007, our leverage ratio was 10.41%. The guidelines also provide that
bank holding companies experiencing internal growth or making acquisitions will be expected to maintain strong capital

positions substantially above the minimum supervisory levels without reliance on intangible assets. The Federal Reserve
considers the leverage ratio and other indicators of capital strength in evaluating proposals for expansion or new activities.

Failure to meet capital guidelines could subject a bank or bank holding company to a variety of enforcement remedies, including
issuance of a capital directive, the termination of deposit insurance by the FDIC, a prohibition on accepting brokered deposits
and certain other restrictions on its business. As described above, significant additional restrictions can be imposed on
FDIC-insured depository institutions that fail to meet applicable capital requirements.

Payment of Dividends

Coastal Banking Company, Inc. is a legal entity separate and distinct from both Lowcountry National Bank and First National
Bank. The principal sources of Coastal Banking Company, Inc.’s cash flow, including cash flow to pay dividends to its
shareholders, are dividends that Lowcountry National Bank and First National Bank to Coastal Banking Company, Inc. as its sole
shareholder. Statutory and regulatory limitations apply to the banks’ payment of dividends to Coastal Banking Company, Inc. as
well as to Coastal Banking Company, Inc.’s payment of dividends to its shareholders.

Each bank is required by federal law to obtain prior approval of the OCC for payments of dividends if the total of all dividends
declared by each bank’s Board of Directors in any year will exceed (1) the total of the bank’s net profits for that year, plus

(2) the bank’s retained net profits of the preceding two years, less any required transfers to surplus. The payment of dividends by
Coastal Banking Company, Inc., Lowcountry National Bank and First National Bank may also be affected by other factors, such
as the requirement to maintain adequate capital above regulatory guidelines.

In addition, the OCC may require, after notice and a hearing that Lowcountry National Bank or First National Bank stop or refrain
from engaging any practice it considers unsafe or unsound. The federal banking agencies have indicated that paying dividends that
deplete a depository institution’s capital base to an inadequate level would be an unsafe and unsound banking practice. Under the
Federal Deposit Insurance Corporation Improvement Act of 1991, a depository institution may not pay any dividend if payment
would cause it to become undercapitalized or if it already is undercapitalized. Moreover, the federal agencies have issued policy
statements that provide that bank holding companies and insured banks should generally only pay dividends out of current
operating earnings.
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Restrictions on Transactions with Affiliates

Coastal Banking Company, Inc., Lowcountry National Bank and First National Bank are subject to the provisions of Section 23A
of the Federal Reserve Act. Section 23 A places limits on the amount of:

a bank’s loans or extensions of credit to affiliates;
a bank’s investment in affiliates;

assets a bank may purchase from affiliates, except for real and personal property exempted by the Federal
Reserve;

loans or extensions of credit to third parties collateralized by the securities or obligations of affiliates; and
a bank’s guarantee, acceptance or letter of credit issued on behalf of an affiliate.

The total amount of the above transactions is limited in amount, as to any one affiliate, to 10% of a bank’s capital and surplus
and, as to all affiliates combined, to 20% of a bank’s capital and surplus. In addition to the limitation on the amount of these
transactions, each of the above transactions must also meet specified collateral requirements. Lowcountry National Bank and
First National Bank must also comply with other provisions designed to avoid the taking of low-quality assets.

Coastal Banking Company, Inc., Lowcountry National Bank and First National Bank are also subject to the provisions of

Section 23B of the Federal Reserve Act which, among other things, prohibit an institution from engaging in the above transactions
with affiliates unless the transactions are on terms substantially the same, or at least as favorable to the institution or its
subsidiaries, as those prevailing at the time for comparable transactions with nonaffiliated companies.

Lowcountry National Bank and First National Bank also subject to restrictions on extensions of credit to their executive officers,
directors, principal shareholders and their related interests. These extensions of credit (1) must be made on substantially the
same terms, including interest rates and collateral, as those prevailing at the time for comparable transactions with third parties
and (2) must not involve more than the normal risk of repayment or present other unfavorable features.

Proposed Legislation and Regulatory Action

New regulations and statutes are regularly proposed that contain wide-ranging potential changes to the structures, regulations and
competitive relationships of financial institutions operating and doing business in the United States. We cannot predict whether or
in what form any proposed regulation or statute will be adopted or the extent to which our business may be affected by any new
regulation or statute.

Effect of Governmental Monetary Polices

Our earnings are affected by domestic economic conditions and the monetary and fiscal policies of the United States government
and its agencies. The Federal Reserve has, and is likely to continue to have, an important impact on the operating results of
commercial banks through its power to implement national monetary policy in order, among other things, to curb inflation or
combat a recession. The Federal Reserve affects the levels of bank loans, investments and deposits through its control over the
issuance of United States government securities, its regulation of the discount rate applicable to member banks and its influence
over reserve requirements to which member banks are subject. We cannot predict the nature or impact of future changes in
monetary and fiscal policies.

Deposit Services

Through our subsidiary banks, we offer a full range of deposit services that are typically available in most banks and savings and
loan associations, including checking accounts, commercial accounts, savings accounts, and other time deposits of various types,
ranging from daily money market accounts to longer-term certificates of deposit. The transaction accounts and time certificates
are tailored to our primary market areas at rates competitive in the market area. In addition, we offer certain retirement account
services, such as IRAs. We solicit these accounts from individuals, businesses, associations, organizations, and governmental
authorities.

11

12 of 79 1/15/2009 10:53 PM



Coastal Banking Company http://www.sec.gov/Archives/edgar/data/1093897/0001354488080003...

Table of Contents

Other Banking Services

Our banks also offer other bank services including drive up ATMs, safe deposit boxes, traveler’s checks, direct deposit, U.S.
Savings Bonds, banking by mail, and internet banking. The banks are associated with the Plus and Star ATM networks, which
may be used by customers throughout the banks’ primary market areas and other regions. We believe that by being associated
with a shared network of ATMs, we are better able to serve our customers and attract customers who are accustomed to the
convenience of using ATMs. Neither bank currently exercises trust powers, and we do not expect the banks to offer trust services
in the near future.

Employees

As of December 31, 2007, we had 85 full-time employees and 7 part-time employees.
Item 1A. Risk Factors

Our recent operating results may not be indicative of our future operating results.

We may not be able to sustain our historical rate of organic growth and may not be able to grow our business at all. Because of
our relatively small size, it will be difficult for us to generate similar earnings growth as we continue to expand, and
consequently our historical results of operations may not be indicative necessarily of our future operations. Various factors, such
as economic conditions, regulatory and legislative considerations, and competition, may also impede our ability to expand our
market presence. If we experience a significant decrease in our historical rate of organic growth, our results of operations and
financial condition may be adversely affected because a high percentage of our operating costs are fixed expenses.

Our decisions regarding credit risk and reserves for loan losses may materially and adversely affect our business.

Making loans and other extensions of credit is an essential element of our business. Although we seek to mitigate risks inherent in
lending by adhering to specific underwriting practices, our loans and other extensions of credit may not be repaid. The risk of
nonpayment is affected by a number of factors, including:

the duration of the credit;

credit risks of a particular customer;

changes in economic and industry conditions; and

in the case of a collateralized loan, risks resulting from uncertainties about the future value of the collateral.

We attempt to maintain an appropriate allowance for loan losses to provide for potential losses in our loan portfolio. We
periodically determine the amount of the allowance based on consideration of several factors, including:

an ongoing review of the quality, mix, and size of our overall loan portfolio;
our historical loan loss experience;

evaluation of economic conditions;

regular reviews of loan delinquencies and loan portfolio quality; and

the amount and quality of collateral, including guarantees, securing the loans.

There is no precise method of predicting credit losses; therefore, we face the risk that charge-offs in future periods will exceed

our allowance for loan losses and that additional increases in the allowance for loan losses will be required. Additions to the
allowance for loan losses would result in a decrease of our net income and our capital.
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An economic downturn, especially one affecting the primary market areas of our banks, could reduce our customer base,
our level of deposits, and demand for financial products such as loans.

Our success significantly depends upon the growth in population, income levels, deposits, and housing starts in our markets,
especially in the primary market areas of our banks, which are Beaufort County, South Carolina and Nassau County, Florida. If
the communities in which we operate do not grow or if prevailing economic conditions locally or nationally are unfavorable, our
business may not succeed. An economic downturn would likely contribute to the deterioration of the quality of our loan portfolio
and reduce our level of deposits, which in turn would hurt our business. Interest received on loans represented approximately
82% and 85% of our interest income for the years ended December 31, 2007 and 2006, respectively. If an economic downturn
occurs in the economy as a whole, or especially in our banks’ primary market areas, borrowers may be less likely to repay their
loans as scheduled. Moreover, the value of real estate or other collateral that may secure our loans could be adversely affected.
Unlike many larger institutions, we are not able to spread the risks of unfavorable local economic conditions across a large
number of diversified economies. An economic downturn could, therefore, result in losses that materially and adversely affect
our business.

Our profitability is vulnerable to interest rate fluctuations.

Our profitability depends substantially upon our net interest income. Net interest income is the difference between the interest
earned on assets, such as loans and investment securities, and the interest paid for liabilities, such as savings and time deposits
and out-of-market certificates of deposit. Market interest rates for loans, investments and deposits are highly sensitive to many
factors beyond our control. Recently, interest rate spreads have generally narrowed due to changing market conditions, policies
of various government and regulatory authorities and competitive pricing pressures, and we cannot predict whether these rate
spreads will narrow even further. This narrowing of interest rate spreads could adversely affect our financial condition and
results of operations.

At December 31, 2007 we were in an asset sensitive position, which generally, means that changes in interest rates affect our
interest earned on assets quicker than our interest paid for liabilities since the rates earned on our assets reset sooner than rates
paid on our liabilities. Accordingly, we anticipate that interest rate decreases by the Federal Reserve Bank in the first quarter of
2008 will have a negative affect on our net interest income over the short term until the interest rates paid on our liabilities reset.

In addition, we cannot predict whether interest rates will continue to remain at present levels. Changes in interest rates may
cause significant changes, up or down, in our net interest income. Depending on our portfolio of loans and investments, our
results of operations may be adversely affected by changes in interest rates.

We are dependent on key individuals and the loss of one or more of these key individuals could curtail our growth and
adversely affect our prospects.

The success of our banks depends largely on the services of their respective chief executive officers. Randolph C. Kohn, the
president and chief executive officer of Lowcountry National Bank, and Michael G. Sanchez, the president and chief executive
officer of First National Bank, have extensive and long-standing ties within our industry. If we lose the services of either

Mr. Kohn or Mr. Sanchez, our business and development could be materially and adversely affected.

Our success also depends, in part, on our continued ability to attract and retain experienced loan originators, as well as other
management personnel. The loss of the services of several of such key personnel could adversely affect our growth strategy and
prospects to the extent we are unable to replace such personnel.

We are subject to extensive regulation that could limit or restrict our activities.

We operate in a highly regulated industry and are subject to examination, supervision, and comprehensive regulation by various
regulatory agencies. Our compliance with these regulations is costly and restricts certain of our activities, including payment of
dividends, mergers and acquisitions, investments, loans and interest rates charged, interest rates paid on deposits, and locations
of offices. We are also subject to capitalization guidelines established by our regulators, which require us to maintain adequate
capital to support our growth.
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The laws and regulations applicable to the banking industry could change at any time, and we cannot predict the effects of these
changes on our business and profitability. Because government regulation greatly affects the business and financial results of all
commercial banks and bank holding companies, our cost of compliance could adversely affect our ability to operate profitably.

The Sarbanes-Oxley Act of 2002, and the related rules and regulations promulgated by the Securities and Exchange Commission
that are now applicable to us, have increased the scope, complexity, and cost of corporate governance, reporting, and disclosure
practices. We have experienced, and we expect to continue to experience, greater compliance costs, including costs related to
internal controls, as a result of the Sarbanes-Oxley Act.

Our continued pace of growth may require us to raise additional capital in the future, but that capital may not be available
when it is needed.

We are required by regulatory authorities to maintain adequate levels of capital to support our operations. To support our
continued growth, we may need to raise additional capital. Our ability to raise additional capital, if needed, will depend in

part on conditions in the capital markets at that time, which are outside our control. Accordingly, we cannot assure you of our
ability to raise additional capital, if needed, on terms acceptable to us. If we cannot raise additional capital when needed, our
ability to further expand our operations through internal growth and acquisitions could be materially impaired. In addition, if we
decide to raise additional equity capital, your interest could be diluted.

We face strong competition for customers, which could prevent us from obtaining customers and may cause us to pay
higher interest rates to attract customers.

The banking business is highly competitive, and we experience competition in our market from many other financial institutions.
We compete with commercial banks, credit unions, savings and loan associations, mortgage banking firms, consumer finance
companies, securities brokerage firms, insurance companies, money market funds, and other mutual funds, as well as other super-
regional, national, and international financial institutions that operate offices in our primary market areas and elsewhere. In
addition, we compete with new entrants to our markets, both established and de novo institutions which have aggressively sought
after market share. We compete with these institutions both in attracting deposits and in making loans. In addition, we have to
attract our customer base from other existing financial institutions and from new residents. Many of our competitors are
well-established, larger financial institutions. These institutions offer some services, such as extensive and established branch
networks, that we do not provide. There is a risk that we will not be able to compete successfully with other financial institutions
in our market, and that we may have to pay higher interest rates to attract deposits, resulting in reduced profitability. In addition,
competitors that are not depository institutions are generally not subject to the extensive regulations that apply to us.

We will face risks with respect to future expansion and acquisitions or mergers.

We may seek to acquire other financial institutions or parts of those institutions. We may also expand into new markets or lines of
business or offer new products or services. These activities would involve a number of risks, including:

the potential inaccuracy of the estimates and judgments used to evaluate credit, operations, management, and market
risks with respect to a target institution;

the time and costs of evaluating new markets, hiring or retaining experienced local management, and opening new
offices and the time lags between these activities and the generation of sufficient assets and deposits to support the
costs of the expansion;

the incurrence and possible impairment of goodwill associated with an acquisition and possible adverse effects on
our results of operations; and

the risk of loss of key employees and customers.

Item 1B. Unresolved Staff Comments

Not applicable.
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Item 2. Description of Property

Lowcountry National Bank is located at 36 Sea Island Parkway in Beaufort, South Carolina. Lowcountry National Bank owns its
5,800 square foot main office building located on 2.33 acres of land.

During 2002, Lowcountry National Bank established a loan production office to service the Bluffton area and in 2003
consolidated the office into a new, full-service branch at Moss Creek Village, Bluffton, South Carolina. Lowcountry National
Bank leases the Moss Creek office, which will expire in 2009.

In 2007, Lowcountry National Bank opened a branch in Port Royal, South Carolina which adjoins the city of Beaufort. The
branch was completed in March 2007 and is located in the new Port Royal Center which is a multi-unit office complex.
Lowcountry National Bank also occupies leased space in the upstairs offices above the branch for executive and administrative
use. The lease is for a term of five years that will expire in 2012 with options to renew for subsequent five year periods.

First National Bank is located at 1891 South 14™ Street in Fernandina Beach, Florida. First National Bank owns its 6,500 square
foot main office, which is located on 1.28 acres of land. In addition, First National has acquired the office building on property
adjacent to its main office to accommodate expansion.

In 2004, First National Bank also purchased 1.16 acres of land at the corner of Lofton Square Boulevard and State Road 200 in
Yulee for a future branch location. The bank will be required to obtain regulatory approval before establishing a branch at this
location.

The Meigs, Georgia branch, operated under the name “The Georgia Bank™, occupies a storefront office in Meigs, Georgia. The
branch building was acquired as part of the acquisition of the Meigs office on October 27, 2006.

First National Bank also has loan production offices in Jacksonville, Florida and Savannah, Georgia, as well as a wholesale
mortgage office in Atlanta, Georgia. All of these properties are leased with the Savannah lease expiring in 2008. Both Atlanta
leases expire in 2010.

Item 3. Legal Proceedings
None.
Item 4. Submission of Matters to a Vote of Security Holders

No matter was submitted to a vote of security holders during the fourth quarter of the fiscal year covered by this report.
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PART II.
Item 5. Market for Common Equity Related Stockholder Matters, and Issuer Purchases of Equity Securities

The Common Stock of Coastal Banking Company, Inc. is not listed on any exchange. However, the stock is quoted on the
NASDAQ OTC Bulletin Board under the symbol “CBCO.OB.” There were approximately 670 shareholders of record on
December 31, 2007. The following table sets forth the high and low bid prices as quoted on the OTC Bulletin Board during the
periods indicated. The quotations reflect inter-dealer prices, without retail mark-up, mark-down, or commissions, and may not
represent actual transactions. All prices are adjusted for the stock dividends paid to shareholders of record on December 14,
2007.

Years Ended December 31,

2007 2006
High Low High Low
First quarter $ 2267 $ 21.30 S 19.10 $ 18.10
Second quarter $ 2157 $ 18.57 % 1857  $ 18.05
Third quarter $ 1857 § 16.67 3 2076  $ 18.05
Fourth quarter $ 1776 $ 1238  § 2277 $  20.05

Coastal Banking Company, Inc. has never declared or paid a cash dividend and does not expect to do so in the foreseeable future.
The ability of Coastal Banking Company, Inc. to pay cash dividends is dependent upon receiving cash dividends from the Banks.
However, federal banking regulations restrict the amount of cash dividends that can be paid to Coastal Banking Company, Inc.
from the banks. All of our outstanding shares of common stock are entitled to share equally in dividends from funds legally
available when, and if, declared by the board of directors.

Coastal Banking Company issued no unregistered equity securities during the fiscal year ended December 31, 2007 and did not
repurchase any shares of its common stock during the fourth quarter of 2007.

Item 6. Selected Financial Data

Not applicable.

Item 7. Management’s Discussion and Analysis of Plan of Operation
General

Coastal Banking Company, Inc. (in this Item 6, the “Company”) is a bank holding company headquartered in Beaufort, South
Carolina organized to own all of the common stock of its subsidiaries, Lowcountry National Bank (in this Item 6, “Lowcountry”)
and First National Bank of Nassau County, Florida (in this Item 6, “First National’). The principal activity of the Banks is to
provide banking services for their domestic markets. Lowcountry’s primary market is Beaufort County, South Carolina. First
National’s primary market is Nassau County, Florida. The Banks are primarily regulated by the Office of the Comptroller of the
Currency (“OCC”) and undergo periodic examinations by this regulatory agency. The holding company is regulated by the
Federal Reserve Board of Governors and also is subject to periodic examinations. Lowcountry opened for business on May 10,
2000 at 36 Sea Island Parkway, Beaufort, South Carolina 29907. First National opened for business July 26, 1999 and was
acquired by Coastal through the merger with its holding company, First Capital Bank Holding Corporation (“First Capital”’) on
October 1, 2005. On October 27, 2006 Coastal acquired our Meigs, Georgia office through the merger of Cairo Banking
Company, a Georgia state bank with and into First National. The Company also has an investment in Coastal Banking Company
Statutory Trust I (“Trust I’) and Coastal Banking Company Trust II (“Trust II”’). Both trusts are special purpose subsidiaries
organized for the sole purpose of issuing trust preferred securities.

In the merger with First Capital, each outstanding share of First Capital common stock was converted into 1.054 shares of

Coastal stock at the time of the merger. Each outstanding share of Coastal common stock prior to the merger remained outstanding
as a share of common stock after the merger.
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The following discussion describes our results of operations for 2007 as compared to 2006 and also analyzes our financial
condition as of December 31, 2007 as compared to December 31, 2006. Like most community banks, we derive most of our
income from interest we receive on our loans and investments. Our primary source of funds for making these loans and
investments is our deposits, on which we pay interest. Consequently, one of the key measures of our success is our amount of net
interest income, or the difference between the income on our interest-earning assets, such as loans and investments, and the
expense on our interest-bearing liabilities, such as deposits. Another key measure is the spread between the yield we earn on
these interest-earning assets and the rate we pay on our interest-bearing liabilities.

We have included a number of tables to assist in our description of these measures. For example, the “Average Balances” table
shows the average balance during 2007 and 2006 of each category of our assets and liabilities, as well as the yield we earned or
the rate we paid with respect to each category. A review of this table shows that our loans typically provide higher interest
yields than do other types of interest earning assets, which is why we intend to continue to direct a substantial percentage of our
earning assets into our loan portfolio. Similarly, the “Rate/Volume Analysis” table helps demonstrate the impact of changing
interest rates and changing volume of assets and liabilities during the years shown. We also track the sensitivity of our various
categories of assets and liabilities to changes in interest rates, and we have included a “Sensitivity Analysis Table” to help
explain this. Finally, we have included a number of tables that provide detail about our investment securities, our loans, and our
deposits.

Of course, there are risks inherent in all loans, so we maintain an allowance for loan losses to absorb possible losses on existing
loans that may become uncollectible. We establish and maintain this allowance by charging a provision for loan losses against
our operating earnings. In the following section we have included a detailed discussion of this process, as well as several tables
describing our allowance for loan losses. See comments in the section entitled “Provision and Allowance for Loan Losses.”

In addition to earning interest on our loans and investments, we earn income through fees, cash surrender value of life insurance
and other service charges to our customers. We describe the various components of this non-interest income, as well as our
non-interest expense, in the following discussion.

The following discussion and analysis also identifies significant factors that have affected our financial position and operating
results during the periods included in the accompanying financial statements. We encourage you to read this discussion and
analysis in conjunction with the financial statements and the related notes and the other statistical information also included in
this report.

Forward-Looking Statements

This report contains “forward-looking statements™ relating to, without limitation, future economic performance, plans and
objectives of management for future operations, and projections of revenues and other financial items that are based on the
beliefs of management, as well as assumptions made by and information currently available to management. The words “may,”
“will,” “anticipate,” “should,” “would,” “believe,” “contemplate,” “expect,” “estimate,” “continue,” “may,” and “intend,” as
well as other similar words and expressions of the future, are intended to identify forward-looking statements. Potential risks and
uncertainties include, but are not limited to those described under the heading “Risk Factors” in our Form 10-K for the year
ended December 31, 2007.

99 ¢ 99 ¢ 2 < 29 ¢ LR

Critical Accounting Policies

We have adopted various accounting policies, which govern the application of accounting principles generally accepted in the
United States of America in the preparation of our financial statements. Our significant accounting policies are described in Note
1 in the footnotes to the consolidated financial statements at December 31, 2007 included elsewhere in this annual report.

We believe that the allowance for loan losses is a critical accounting policy that requires the most significant judgments and
estimates used in preparation of our consolidated financial statements. Please refer to the portion of management’s discussion
and analysis of financial condition and results of operations that addresses the allowance for loan losses for a description of our
processes and methodology for determining the allowance for loan losses.
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Intangible assets, included in Other Assets on the Consolidated Balance Sheets, include goodwill and other identifiable assets,
such as core deposits, resulting from acquisitions. Goodwill, in this context, is the excess of the purchase price in an acquisition
transaction over the fair market value of the net assets acquired. Core deposit intangibles are amortized on a straight-line basis
over such assets’ estimated expected life. In accordance with SFAS No. 142, “Goodwill and Other Intangible Asset,” goodwill
is not amortized but is tested annually for impairment or at any time an event occurs, or circumstances change, that may trigger a
decline in the value of the reporting unit. Such impairment testing calculations include estimates. Furthermore, the determination
of which intangible assets have finite lives is subjective as is the determination of the amortization period for such intangible
assets. The Company tests for goodwill impairment by determining the fair market value for each reporting unit and comparing
the fair market value to the carrying amount of the applicable reporting unit. If the carrying amount exceeds fair market value the
potential for the impairment exists, and a second step of impairment testing is performed. In the second step, the fair market value
of the reporting units’ goodwill is determined by allocating the reporting unit’s fair market value to all of its assets (recognized
and unrecognized) and liabilities as if the reporting unit had been acquired in a business combination at the date of the
impairment test. If the implied fair market value of reporting unit goodwill is less than its carrying amount, goodwill is impaired
and is written-down to its fair market value. The loss recognized is limited to the carrying amount of goodwill. Once an
impairment loss is recognized, future increases in fair market value will not result in the reversal of previously recognized
losses. The Company performed its annual test of impairment in the fourth quarter and determined that there was no impairment in
the carrying value of goodwill as of October 1, 2007.

Results of Operations
Overview

Net income for 2007 was $2,632,000 or $1.04 per basic common share compared to $3,360,000 or $1.34 per basic common
share, in 2006. In total, our operational results depend to a large degree on net interest income, which is the difference between
the interest income received from our investments, such as loans, investment securities, and federal funds sold, and interest
expense, paid on deposit liabilities and other borrowings. Net interest income was $12,183,000 for the year ended December 31,
2007 compared to net interest income of $12,589,000 for the year ended December 31, 2006.

The provision for loan losses in 2007 was $310,500 compared to $726,700 in 2006. The decrease in the provision for loan
losses was attributable to management’s assessment of credit quality, stabilized loan growth, and other economic factors. The
provision for loan losses continues to reflect our estimate of potential losses inherent in the loan portfolio and the creation of an
allowance for loan losses adequate to absorb such losses.

Noninterest income for the year ended December 31, 2007 totaled $2,321,000, representing a $281,000 increase from December
31, 2006. This increase was associated with an increase in mortgage loan fees and gain on sale of loans of $246,000, a gain on
sale of securities of $121,000, and an increase in service charges on deposits and other service charges, commissions and fees of
$162,000, offset by a gain on sale of real estate in 2006 of $321,000. Non-interest expenses in 2007 were $10,456,000; a
$1,561,000 increase compared to the 2006 amounts, primarily due to the costs associated with the opening of locations in Port
Royal, South Carolina and Atlanta, Georgia. The Company’s efficiency ratio, which is a measure of total non-interest expenses
as a percentage of net interest income and non-interest income, increased to 72.88% in 2007 from 62.55% in 2006 due in large
part to the previously described increase in noninterest expenses.

In 2007, we recognized $1,105,000 of income tax expense compared to an income tax expense of $1,647,000 in 2006. Our

effective tax rate was 29.6% in 2007 and 32.9% in 2006. This decrease is due to nontaxable income on municipal securities
increasing slightly during 2007 compared to 2006, while total net income decreased during 2007 compared to 2006.
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Net Interest Income

For the year ended December 31, 2007, net interest income totaled $12,183,000, as compared to $12,589,000 for the same
period in 2006. Interest income from loans, including fees, increased $1,213,000 to $23,160,000 for the year ended December
31,2007. The average balance of loans was $282,182,000 in 2007 compared to $273,022,000 in 2006. The weighted average
rate earned on loans was 8.21% for 2007 compared to 8.04% in 2006. Interest income from securities increased $1,246,000 on
a tax equivalent basis. The average balance of investments was $95,715,000 in 2007 compared to $75,310,000 in 2006. The
weighted average rate earned on investments was 5.16% for 2007 compared to 4.90% in 2006. This increase in income was
offset by increased interest expense, which totaled $16,293,000 for the year ended December 31, 2007, compared to
$13,461,000 in 2006. The net interest margin realized on earning assets and the interest rate spread were 3.19% and 2.75%,
respectively, for the year ended December 31, 2007. For the year ended December 31, 2006, the net interest margin was 3.54%
and the interest rate spread was 3.10%. Yields on interest earning assets increased during the year by nine basis points compared
to an increase in rates on interest bearing liabilities of 44 basis points during the year.

Average Balances and Interest Rates

The table below shows the average balance outstanding for each category of interest-earning assets and interest-bearing
liabilities for 2007 and 2006, and the average rate of interest earned or paid thereon. Average balances have been derived from
the daily balances throughout the period indicated.

For the Years Ended December 31,

2007 2006
Average Yield/ Average Yield/
Balance Interest Rate Balance Interest Rate

(In Thousands)
Assets:
Interest-earning assets:
Loans (including loan fees) $ 282,182 $ 23,160 8.21% $ 273,022 $ 21,947 8.04 %
Taxable investments 79,476 4,022 5.06% 65,924 3,054 4.63%
Tax-free investments 16,239 914 5.63% 9,386 636 6.78 %
Interest-bearing deposits in

other banks 1,667 89 5.34% 1,755 92 5.24%
Federal funds sold 11,716 602 5.14% 11,333 537 4.74%
Total interest-earning assets 391,283 28,786 7.36% 361,420 26,266 7.27%
Other non-interest earning assets 33,579 30,692
Total assets $ 424,862 $ 392,112
Liabilities and shareholders’ equity:
Interest-bearing liabilities:
Deposits:
Interest-bearing demand and savings $ 123,922 4,467 3.44% $ 122,167 4,204 3.44%
Time 194,987 10,012 5.13% 167,451 7,641 4.56 %
Other 34,832 1,814 521% 33,217 1,616 4.86 %
Total interest-bearing liabilities 353,741 16,293 4.61 % 322,835 13,461 4.17%
Other non-interest bearing liabilities 26,162 28,914
Shareholders’ equity 44,959 40,363
Total liabilities and shareholders’

equity $ 424,862 $ 392,112
Excess of interest-earning assets over

interest bearing liabilities $ 37,542 $ 38,585
Ratio of interest-earning assets to

interest-bearing liabilities 111% 112%
Tax equivalent adjustment (311) (216)
Net interest income $ 12,183 $ 12,589
Net interest spread _2.75% 3.10%
Net interest margin _3.19% 3.54%

Non-accrual loans and the interest income which was recorded on these loans, if any, are included in the yield calculation for
loans in all periods reported.

Amounts are presented on a tax equivalent basis.
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Volume/Rate Analysis

Net interest income can also be analyzed in terms of the impact of changing rates and changing volume. The following table
describes the extent to which changes in interest rates and changes in the volume of interest-earning assets and interest-bearing
liabilities have affected our interest income and interest expense during the periods indicated. The effect of a change in average
balance has been determined by applying the average rate in the earlier year to the change in average balance in the later year, as
compared with the earlier year. The effect of a change in the average rate has been determined by applying the average balance in
the earlier year to the change in the average rate in the later year, as compared with the earlier year.

2007 Compared to 2006

Increase (decrease) due to changes in
(In Thousands) Volume Rate Net Change
Interest income on:
Loans (including loan fees) $ 764 S 191 $ 955
Taxable investments 668 300 968
Non-taxable investments 401 (123) 278
Interest bearing deposits in other banks 5) 2 3)
Federal funds sold 19 45 64
Total interest income (tax equivalent basis) 1,847 415 2,262
Interest expense on:
Interest-bearing demand and savings 61 202 263
Time 1,346 1,025 2,371
Other 81 117 198
Total interest expense 1,488 1,344 2,832
Net interest income (tax equivalent basis) $ 3% § 929y § (570)

Interest Rate Sensitivity and Asset Liability Management

Interest rate sensitivity measures the timing and magnitude of the repricing of assets compared with the repricing of liabilities and
is an important part of asset liability management of a financial institution. The objective of interest rate sensitivity management
is to generate stable growth in net interest income, and to control the risks associated with interest rate movements. Management
constantly reviews interest rate risk exposure and the expected interest rate environment so that adjustments in interest rate
sensitivity can be timely made. Since the assets and liabilities of a bank are primarily monetary in nature (payable in fixed,
determinable amounts), the performance of a bank is affected more by changes in interest rates than by inflation. Interest rates
generally increase as the rate of inflation increases, but the magnitude of the change in rates may not be the same.

Net interest income is the primary component of net income for financial institutions. The timing and magnitude of repricing as
well as the mix of interest sensitive and non-interest sensitive assets and liabilities affect net interest income. “Gap” is a static
measurement of the difference between the contractual maturities or repricing dates of interest sensitive assets and interest
sensitive liabilities within the following twelve months. Gap is an attempt to predict the behavior of our net interest income in
general terms during periods of movement in interest rates. In general, if we are asset sensitive, more of our interest sensitive
assets are expected to reprice within twelve months than our interest sensitive liabilities over the same period. In a rising interest
rate environment, assets repricing more quickly are expected to enhance net interest income. Alternatively, decreasing interest
rates would be expected to have the opposite effect on net interest income since assets would theoretically be repricing at lower
interest rates more quickly than interest sensitive liabilities. Although it can be used as a general predictor, gap as a predictor of
movements in net interest income has limitations due to the static nature of its definition and due to its inherent assumption that all
assets will reprice immediately and fully at the contractually designated time. At December 31, 2007, the Company, as measured
by gap, is asset sensitive at three months or less and liability sensitive cumulatively at one year. Management has several tools
available to it to evaluate and affect interest rate risk, including deposit pricing policies and changes in the mix of various types
of assets and liabilities.
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The following table summarizes the amounts of interest-earning assets and interest-bearing liabilities outstanding at December
31, 2007, that are expected to mature, prepay, or reprice in each of the future time periods shown. Except as stated below, the
amount of assets or liabilities that mature or reprice during a particular period was determined in accordance with the contractual
terms of the asset or liability. Adjustable rate loans are included in the period in which interest rates are next scheduled to adjust
rather than in the period in which they are due, and fixed-rate loans and mortgage-backed securities are included in the periods in
which they are anticipated to be repaid based on scheduled maturities. The Banks’ savings accounts and interest-bearing demand
accounts (NOW and money market deposit accounts) that are not contractually tied to an adjusting index are grouped into
categories based on the company’s historical repricing practices. Money market accounts which are contractually tied to
repricing indexes reprice monthly and are grouped in the three month or less category. Many of these money market accounts are
tied to a Treasury index.

At December 31, 2007
Maturing or Repricing in

3 Months 4 Months to 1to5 Over5

(In Thousands) or Less 12 Months Years Years Total
Interest-earning assets:
Federal funds sold $ 4,710  $ — $ — $ — $ 4,710
Deposits in other banks 1,564 500 — — 2,064
Investment securities 997 2,995 8,677 78,185 90,854
Loans held for sale 20,553 — — — 20,553
Loans 134,478 28,089 75,345 43,379 281,291
Total interest-earning assets 162,302 31,584 84,022 121,564 399,472
Interest-bearing liabilities:
Deposits:
Savings and demand 105,626 — — — 105,626
Time deposits 14,072 171,080 29,921 — 215,073
Securities sold under

agreements to repurchase 2,000 — — — 2,000
FHLB advances 4,300 1,500 20,973 — 26,773
Junior subordinated debentures 3,093 — 4,124 — 7,217
Total interest-bearing liabilities 129,091 172,580 55,018 — 356,689
Interest sensitive difference per $

period $ 33,211 (140,996) $ 29,004 $ 121,564 $ 42,783
Cumulative interest sensitivity $

difference $ 33,211 (107,785) $ (78,781) § 42,783
Cumulative difference to total

interest-earning assets 8.3% (27.0)% (19.7)% 10.7 %

At December 31, 2007, the Company had $33,211,000 more assets than liabilities repricing or maturing within three months,
which indicates that the Company is asset sensitive over this time horizon. When extended out to one year, the Company had
$107,785,000 more liabilities than assets repricing or maturing, indicating the Company is liability sensitive over a one-year
time period

Certain shortcomings are inherent in the method of analysis presented in the foregoing table. For example, although certain assets
and liabilities may have similar maturities or periods of repricing, they may reflect changes in market interest rates differently.
Additionally, certain assets, such as adjustable-rate mortgages, have features that restrict changes in interest rates, both on a
short-term basis and over the life of the asset. Other factors which may affect the assumptions made in the table, include options
to call a security or borrowing, pre-payment rates, early withdrawal levels, and the ability of borrowers to service their debt.
Management uses modeling techniques which attempt to quantify the impacts of interest rates on margin changes. These modeling
techniques reflect the effects of these cited shortcomings including the effects of maturity changes that occur as a result of changes
in interest rates. These modeling tools indicate that net interest margin would be slightly negatively impacted at twelve months
given a 1% decrease in interest rates.
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In the third quarter of 2007, First National Bank of Nassau County opened a wholesale residential mortgage lending division
headquartered in Atlanta, Georgia to compliment the existing retail residential mortgage lending activity conducted through other
branch locations. This division originates and funds residential mortgage loans submitted by mortgage brokers and then sells
these mortgage loans in the secondary market. This new lending channel subjects us to various risks, including credit, liquidity
and interest rate risks. We reduce unwanted credit and liquidity risks by selling virtually all of the mortgage loans originated
through this division. From time to time, we may decide to hold loans originated through this division as additions to our
residential real estate loan portfolio. We determine whether the loans will be held in our portfolio or sold in the secondary
market at the time of origination. We may subsequently change our intent to hold loans in portfolio and subsequently sell some or
all of these wholesale loans from our portfolio as part of our corporate asset/liability management strategy.

While credit and liquidity risks have historically been relatively low for mortgage banking activities, interest rate risk can be
substantial. Changes in interest rates will impact the value of mortgages held for sale (MHFS) which are carried at the lower of
cost or market value (LOCOM), as well as the associated income and loss reflected in mortgage banking noninterest income, the
income and expense associated with instruments (economic hedges) used to hedge changes in the LOCOM value of MHFS, and
the value of derivative loan commitments extended to mortgage applicants.

Interest rates impact the amount and timing of loan origination activity because consumer demand for new mortgages and the level
of refinancing activity are sensitive to changes in mortgage interest rates. Typically, a decline in mortgage interest rates will lead
to an increase in mortgage origination activity. Given the time it takes for consumer behavior to fully react to interest rate
changes, as well as the time required for processing a new application, providing the commitment, and selling the loan, interest
rate changes will impact loan origination activity with a lag. The amount and timing of the impact on loan origination activity will
depend on the magnitude, speed and duration of the change in interest rates.

As part of our mortgage banking activities, we enter into commitments to fund residential mortgage loans at specified times in the
future. A mortgage loan commitment is an interest rate lock that binds us to lend funds to a potential borrower at a specified
interest rate and within a specified period of time, generally up to 60 days after inception of the rate lock, subject to the loan
applicant satisfying the underwriting conditions required for approval of their loan application. These loan commitments are
derivative loan commitments if the loans that will result from the exercise of the commitments will be held for sale. These
derivative loan commitments are recognized at fair value in the balance sheet with changes in their fair values recorded as part of
mortgage banking noninterest income. We record no value for the loan commitment at inception. Subsequent to inception, we
recognize the fair value of the derivative loan commitment based on estimated changes in the fair value of the underlying loan that
would result from the exercise of that commitment and on changes in the probability that the loan will fund within the terms of the
commitment (referred to as a pull through rate). The value of the underlying loan is affected primarily by changes in interest rates
and the passage of time.

Outstanding derivative loan commitments expose us to the risk that the value of the loans underlying the commitments might
decline due to increases in mortgage interest rates from inception of the rate lock to the funding of the loan. To effectively hedge
this risk, we enter into best efforts, forward sale flow contracts with secondary market investors to sell these loans. These
forward sales contracts are entered into concurrently with issuance of the derivative loan commitment and carry terms that match
the terms of the underlying loan commitments. As a result, these forward sales commitments will experience changes in fair
value that will fully offset the changes in fair value of the derivative loan commitments.

As our wholesale lending volume increases, we anticipate changes to our loan sales strategy from a best efforts, flow delivery to
mandatory flow deliveries, mini bulk sales, and forward MBS deliveries. These alternative loan sales strategies are expected to
result in improved execution and thereby increased gain on sale of loans.

Changes in our sales strategy will necessitate a change in our hedging strategy from best efforts concurrent flow forward sales
commitments to the use of Treasury forwards and options to hedge our interest rate risk. These other hedging strategies tend not
to be as effective in hedging the interest rate risk as the concurrent flow forward sales commitments, however the improved
execution on the loan sales is expected to more than compensate for the slight increase in interest rate risk from using less
effective hedging techniques.
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Impaired Loans

A loan is considered to be impaired when, in management’s judgment based on current information and events, it is probable that
the loan’s principal or interest is not collectible in accordance with the terms of the original loan agreement. Impaired loans,
when not material, will be carried in the balance sheet at a value not to exceed their observable market price or the fair value of
the collateral if the repayment of the loan is expected to be provided solely by the underlying collateral. The carrying values of
any materially impaired loans are measured based on the present value of expected future cash flows discounted at the loan’s
effective interest rate, which is the contractual interest rate adjusted for any deferred loan fees or costs, premium or discount
existing at the inception or acquisition of the loan.

Loans which management identifies as impaired generally will be non-performing loans. Non-performing loans include
non-accrual loans or loans which are 90 days or more delinquent as to principal or interest payments. At December 31, 2007, the
Company had $2,018,100 of loans that were impaired and non-performing. At December 31, 2006, the Company had $85,519 of
impaired and non-performing loans.

The accrual of interest is discontinued on non-accrual loans and any previously accrued interest on such loans will be reversed
against current income. Any subsequent interest income is recognized on a cash basis when received unless collectibility of a
significant amount of principal is in serious doubt. In such cases, collections are credited first to the remaining principal balance
on a cost recovery basis. An impaired loan is not returned to accrual status unless principal and interest are current and the
borrower has demonstrated the ability to continue making payments as agreed.

Potential Problem Loans

Management identifies and maintains a list of potential problem loans. These are loans that are not included in non-accrual status,
or loans that are past due 90 days or more and still accruing interest. A loan is added to the potential problem list when
management becomes aware of information about possible credit problems of borrowers that causes serious doubts as to the
ability of such borrowers to comply with the current loan repayment terms. These loans are designated as such in order to be
monitored more closely than other credits in the Banks’ portfolios.

Provision and Allowance for Loan Losses

The provision for loan losses is the charge to operating earnings that management believes is necessary to maintain the allowance
for loan losses at an adequate level. The provision charged to expense was $310,500 for the year ended December 31, 2007 as
compared to $726,700 for the year ended December 31, 2006. The decrease in the provision for loan losses was attributable to
management’s assessment of credit quality, stabilized loan growth, and other economic factors. The loan portfolio decreased by
approximately $10,529,000 during the year ended December 31, 2007 as compared to growth of $49.5 million in 2006. The
allowance for loan losses was 1.30% of gross loans at December 31, 2007 as compared to 1.19% at December 31, 2006. There
are risks 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.

We have established an allowance for loan losses through a provision for loan losses charged to expense on our statement of
earnings. Additions to the allowance for loan losses are made periodically to maintain the allowance at an appropriate level
based on management’s analysis of the potential risk in the loan portfolio. The allowance for loan losses represents an amount,
which we believe will be adequate to absorb probable losses on existing loans that may become uncollectible. Our judgment as
to the adequacy of the allowance for loan losses is based upon a number of assumptions about future events, which we believe to
be reasonable, but which may or may not prove to be accurate. Our losses will undoubtedly vary from our estimates, and there is
a possibility that charge-offs can reduce this allowance. Our determination of the allowance for loan losses is based on
evaluations of the collectibility of loans, including consideration of factors such as the balance of impaired loans, the quality,
mix, and size of our overall loan portfolio, economic conditions that may affect the borrower’s ability to repay, the amount and
quality of collateral securing the loans, our historical loan loss experience, and a review of specific problem loans. We also
consider subjective issues such as changes in the lending policies and procedures, changes in the local/national economy,
changes in volume or type of credits, changes in volume/severity of problem loans, quality of loan review and board of director
oversight, concentrations of credit, and peer group comparisons.
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We allocate the allowance for loan losses to specific categories of loans in our portfolio. See the table below for the allocation
of'loan losses and for a history of charge-offs by loan category, which may or may not be indicative of future charge-offs by

category.
Allocation of the Allowance for Loan Losses
December 31,
2007 2006
% of Loans in % of Loans in

(In Thous ands) Amount Category Amount Category
Commercial, Financial and Agricultural $ 284 4% $ 107 4%
Real Estate—Construction 1,048 47 1,864 47
Real Estate—Mortgage 1,999 47 1,350 47
Consumer 239 2 62 2
Unallocated 83 — 92 —
Total $ 3,653 100 % $ 3,475 100 %

Our policy has been to review the allowance for loan losses using a reserve factor based on risk-rated categories of loans
because there has been relatively little charge-off activity since the Banks’ respective inceptions. The overall objective is to
apply percentages to the loans based on the relative inherent risk for that loan type and grade. Reserve factors are based on peer
group data, information from regulatory agencies, and on the experience of the Banks’ lenders. The reserve factors will change
depending on trends in national and local economic conditions, the depth of experience of the Banks’ lenders, delinquency trends,
and other factors. Our general strategy is to maintain a minimum coverage of a certain percentage of gross loans until we have
sufficient historical data and trends available. Periodically, we adjust the amount of the allowance based on changing
circumstances. We charge recognized losses to the allowance and add subsequent recoveries back to the allowance for loan
losses. There can be no assurance that charge-offs of loans in future periods will not exceed the allowance for loan losses as
estimated at any point in time or that provisions for loan losses will not be significant to a particular accounting period. Thus,
there is a risk that 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, possibly, our capital.

The following table summarizes information concerning the allowance for loan losses:

For the Years Ended December 31,
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2007 2006

(In Thousands)
Loans outstanding, end of year $ 281,291 $ 291,820
Average loans outstanding $ 282,182  $ 271,414
Allowance, beginning of year 3,475 2,863
Charge-offs:
Commerecial, financial and industrial 73 95
Real estate—construction 1 —
Real estate—mortgage 54 —
Consumer 25 27
Total charge-offs 153 122
Recoveries:
Commerecial, financial and industrial 19 —
Real estate—construction — —
Real estate—mortgage — —
Consumer 2 7
Total recoveries 21 7
Net charge-offs 132 115
Additions charged to operations 310 727
Allowance, end of year $ 3,653 $ 3,475
Ratio of net charge-offs during the period to average loans

outstanding during the period 0.05% 0.04 %
Allowance for loan losses to loans, end of year 1.30% 1.19%
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The following table summarizes past due and non-accrual loans, other real estate and repossessions, and income that would have
been reported on non-accrual loans as of December 31, 2007 and 2006 (amounts are presented in thousands):

December 31,
(In Thousands) 2007 2006
Other real estate and repossessions $§ 340 $  —
Accruing loans 90 days or more past due 69 10
Non-accrual loans 2,018 86
Interest on non-accrual loans which would have been reported 104 13

Noninterest Income and Expense

Noninterest income for the year ended December 31, 2007 totaled $2,321,000 as compared to $2,040,000 for the year ended
December 31, 2006. Gain on sale of loans totaled $1,157,000 and $911,000 in 2007 and 2006, respectively. The increase
resulted from the addition of a wholesale mortgage origination office in Atlanta, Georgia which contributed $317,000 in gain on
sale of mortgage loans. Both Banks own bank-owned life insurance policies covering certain of our executives and directors.
The cash value of these policies increases over time and, accordingly, we recognized $287,000 in income related to these
policies in 2007. We recognized net gains on the sale of certain investment securities available for sale totaling $121,000 during
the year ended December 31, 2007 as compared to losses of $13,000 in 2006. In 2006, we recognized a gain on sale of real
estate of $321,000.

Total noninterest expense for the year ended December 31, 2007 was $10,456,000 as compared to $8,895,000 for 2006. Salaries
and benefits, the largest component of non-interest expense, totaled $5,916,000 for the year ended December 31, 2007, compared
to $4,718,000 for the same period a year ago for an increase of $1,198,000. The increase in salaries and benefits is due to the
opening of locations in Port Royal, South Carolina and Atlanta, Georgia. Other operating expenses, excluding salaries and
benefits, were $4,540,000 for the year ended December 31, 2007 as compared to $4,178,000 for the year ended December 31,
2006. Of'the total increase in other operating expenses of $362,000, $256,000 is attributable to occupancy and equipment
expense as a result of opening one new full service branch, one commercial loan production office and the wholesale lending
office in 2007.

Financial Condition

Total assets increased from $426,210,000 at December 31, 2006 to $431,574,000 at December 31, 2007. The primary source of
growth in assets was loans held for sale, which increased $19,513,000 during 2007. Investment securities increased $9,800,000,
while loans decreased $10,529,000. Total deposits increased $5,788,000 from the December 31, 2006 balance of $340,059,000
to $345,847,000 at December 31, 2007.

Interest-Earning Assets

Loans

Gross loans totaled $281,291,000 at December 31, 2007, a decrease of $10,529,000 or 3.6%, since December 31, 2006. At
year-end 2007 the mix of the loan portfolio remained approximately consistent with the mix at the end of 2006. In absolute
dollars, the largest decrease in loans was in real estate—construction loans, which decreased $8,434,000, or 6%, to
$129,607,000 at December 31, 2007. Real estate—mortgage loans increased $812,000 or 1%, during 2007. Balances and
percentages within the major loans receivable categories are as follows:

December 31,
(In Thousands) 2007 2006
Real estate—construction $ 129,607 46% $ 138,041 47%
Real estate—mortgage 137,147 48 % 136,335 47%
Commercial, financial and industrial 10,235 4% 13,053 4%
Consumer and other 4,302 2% 4,391 2%
$ 281,291 $ 291,820
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As of December 31, 2007, maturities of loans in the indicated classifications were as follows:

Real Estate
(In Thousands) Commercial Construction Total
Maturity
Within 1 year $ 6,884 $ 105,914 $ 112,798
1 to 5 years 2,297 17,894 20,191
Over 5 years 1,054 5,799 6,853
Totals $ 10,235 $ 129,607 $ 139,842

As of December 31, 2007, the interest terms of loans in the indicated classification for the indicated maturity ranges are as

follows:

Fixed Variable
Interest Interest
(In Thousands) Rates Rates Total
Commercial
Within 1 year 991 § 5,893 % 6,884
1 to 5 years 2,102 195 2,297
Over 5 years 1,054 — 1,054
Real estate—construction
Within 1 year 8,994 96,920 105,914
1 to 5 years 15,264 2,630 17,894
Over 5 years 5,799 — 5,799
34204 $ 105,638  $ 139,842
Investment Securities
Investment securities increased to $87,171,000 at December 31, 2007 from $77,371,000 at December 31, 2006.
The following table presents the investments by category:
December 31,
2007 2006
Estimated Estimated
Amortized Cost Fair Value Amortized Cost Fair Value
(In Thousands)
Available for sale
U.S. Government and federal agencies $ 2,998 $ 2,995 $ 5,483 $ 5,396
Government sponsored enterprises 6,496 6,507 17,275 17,143
State and municipal securities 16,786 16,618 3,302 3,274
Mortgage-backed securities 60,925 61,051 34,844 34,560
$ 87,205 $ 87,171 $ 60,904 $ 60,373
Held to Maturity
State and municipal securities $ — $ — $ 8,825 $ 8,773
Mortgage-backed securities — — 8,173 8,085
Totals $ — $ — $ 16,998 $ 16,858

The following table presents the maturities of investment securities at carrying value and the weighted average yields for each
range of maturities presented. Yields are based on amortized cost of securities. (Amounts are presented in thousands)
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Federal

Agencies and

Government Weighted State and Weighted Mortgage- Weighted
Maturities at Sponsored Average Municipal Average backed Average
December 31, 2007 Enterprises Yields Securities Yields Securities Yields
Within 1 year $ 3,991,697 3.81% $ — — $ — —
After 1 through 5 years 2,999,468 4.01% 1,946,895 3.26% 3,730,985 4.16%
After 5 through 10 years 495,310 5.05% 4,149,287 3.60% 2,420,425 4.63%
After 10 years 2,015,730 6.00% 10,522,212 4.03% 54,899,406 5.34%
Totals $ 9,502,205 4.40% $ 16,618,394 3.83% $ 61,050,817 5.24%

Mortgage-backed securities are included in the maturities categories in which they are anticipated to be repaid based on

scheduled maturities.

Deposits

Total deposits increased by $5,788,000, or 1.70%, to a total of $345,817,000 at December 31, 2007 from $340,059,000 at
December 31, 2006. Non-interest-bearing demand deposits increased $781,000, or 3.20%, while interest-bearing deposits

increased $5,008,000, or 1.59%.

Balances and percentages within the major deposit categories are as follows:

December 31,
(In Thousands) 2007 2006
Noninterest-bearing demand $ 25,147 7% $ 24,367 7%
Interest-bearing demand 102,674 30 % 119,394 35%
Savings 2,952 1% 2,977 1%
Time over $100,000 124,595 36% 119,007 35%
Time 90,479 26 % 74,314 22 %
$ 345,847 $ 340,059
The average balance of deposits and the average rates paid on such deposits are summarized as follows:
December 31,
2007 2006
Amount Rate Amount Rate
(In Thousands)
Non-interest-bearing demand $ 24,791 —% $ 25,219 —%
Interest-bearing demand 120,934 3.80% 119,589 3.50%
Savings 2,988 0.71% 2,578 0.71 %
Time 194,987 5.13% 167,451 4.56 %
Total $ 343,700 $ 314,837

Maturities of time certificates of deposit of $100,000 or more outstanding at December 31, 2007 are summarized as follows:

(In Thousands)

Within 3 months

After 3 through 12 months
1 through 3 years

After 3 years

Total

$ 23,620
84,106

15,002

1,867

$ 124,595
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Junior Subordinated Debentures

In May 2004, Coastal Banking Company Statutory Trust I issued $3.0 million of trust preferred securities with a maturity of May
18, 2034. In accordance with FASB Interpretation Number (“FIN”’) 46(R), the Trust has not been consolidated in the Company’s
financial statements. The proceeds from the issuance of the trust preferred securities were used by the Trust to purchase
$3,093,000 of the Company’s junior subordinated debentures, which pay interest at a floating rate equal to 3 month LIBOR plus
275 basis points. The Company used the proceeds from the sale of the junior subordinated debentures for general purposes,
primarily to provide capital to Lowcountry National Bank. The debentures represent the sole asset of the Trust.

In June 2006, Coastal Banking Company Statutory Trust II issued $4.0 million of trust preferred securities with a maturity of
September 30, 2036. In accordance with FASB Interpretation Number (“FIN”) 46(R), the Trust has not been consolidated in the
Company’s financial statements. The proceeds from the issuance of the trust preferred securities were used by the Trust to
purchase $4,124,000 million of the Company’s junior subordinated debentures, which pay interest at a fixed rate of 7.18% until
September 30, 2011 and a variable rate thereafter equal to 3 month LIBOR plus 160 basis points. The Company used the
proceeds from the sale of the junior subordinated debentures for general purposes, primarily to provide capital to the Banks. The
debentures represent the sole asset of the Trust.

Capital Resources

Total shareholders’ equity increased from $43,171,000 at December 31, 2006 to $46,747,000 in 2007. Net income for the period
added $2,632,000. Comprehensive income of $328,000 resulted from an increase in fair market value of investment securities
available for sale during 2007, net of tax.

Bank holding companies, such as ours, and their banking subsidiaries are required by banking regulators to meet particular
minimum levels of capital adequacy, which are expressed in the form of certain ratios. Capital is separated into Tier 1 capital
(essentially common shareholders’ equity and a limited amount of trust preferred securities less intangible assets) and Tier 2
capital (essentially the allowance for loan losses limited to 1.25% of risk-weighted assets). The first two ratios, which are
based on the degree of credit risk in our assets, provide the weighting of assets based on assigned risk factors and include
off-balance sheet items such as loan commitments and stand-by letters of credit. The ratio of Tier 1 capital to risk-weighted
assets must be at least 4.0% and the ratio of total capital (Tier 1 capital plus Tier 2 capital) to risk-weighted assets must be at
least 8.0%. The capital leverage ratio supplements the risk-based capital guidelines. Banks and bank holding companies are
required to maintain a minimum ratio of Tier 1 capital to adjusted quarterly average total assets of 3.0%.

The following table summarizes the Company’s capital ratios at December 31, 2007:

Tier 1 capital (to risk-weighted assets) 13.36%
Total capital (to risk-weighted assets) 14.49%
Tier 1 capital (to total average assets) 10.41%

See note 16 of notes to consolidated financial statements for a detail of the Banks and Company.
Liquidity

The Banks must maintain, on a daily basis, sufficient funds to cover the withdrawals from depositors’ accounts and to supply new
borrowers with funds. To meet these obligations, the Banks keep cash on hand, maintain account balances with their
correspondent banks, and purchase and sell federal funds and other short-term investments. Asset and liability maturities are
monitored in an attempt to match the maturities to meet liquidity needs. It is the policy of the Banks to monitor their liquidity to
meet regulatory requirements and their local funding requirements.

We are a party to financial instruments with off-balance-sheet risk in the normal course of business to meet the financing needs of
our customers. These financial instruments consist of commitments to extend credit, standby letters of credit and loans sold with
representations and warranties that are usual and customary for the industry. 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. Standby letters of credit are written
conditional commitments issued by the Banks to guarantee the performance of a customer to a third party. Commitments generally
have fixed expiration dates or other termination clauses and may require payment of a fee. A commitment involves, to varying
degrees, elements of credit and interest rate risk in excess of the amount recognized in the balance sheets. Our exposure to credit
loss in the event of non-performance by the other party to the instrument is represented by the contractual notional
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amount of the instrument.

Since certain commitments are expected to expire without being drawn upon, the total commitment amounts do not necessarily
represent future cash requirements. We use the same credit policies in making commitments to extend credit as we do for
on-balance sheet instruments. Collateral held for commitments to extend credit varies but may include accounts receivable,
inventory, property, plant, equipment, and income-producing commercial properties.

Loans on one-to-four family residential mortgages originated by us are sold to various other financial institutions with
representations and warranties that are usual and customary for the industry. These representations and warranties give the
purchaser of the loan the right to require that we repurchase a loan if the borrower fails to make any one of the first four loan
payments within 30 days of the due date, which is termed an Early Payment Default (“EPD”’). Our maximum liquidity need in the
event of an EPD claim would be the unpaid principal balance of the loan to be repurchased along with any premium paid by the
investor when the loan was purchased and other minor collection cost reimbursements. The Banks have never had to repurchase
a loan as the result of an EPD claim by an investor and do not anticipate any material liquidity needs related to future potential
EPD claims on loans that have been previously sold and are no longer on the Banks’ balance sheets.

In addition to EPD claims, the representations and warranties in our loan sale agreements also provide that we will indemnify the
investors for losses or costs on loans we sell under certain limited conditions. Some of these conditions include underwriting
errors or omissions, fraud or material misstatements by the borrower in the loan application or invalid market value on the
collateral property due to deficiencies in the appraisal. In connection with the start up of the wholesale lending division, the
Banks have established a reserve for potential indemnification costs. The balance in this indemnification reserve was $18,000 at
December 31, 2007 and there have been no claims or charges against this reserve since it was established in September 2007,
accordingly management does not anticipate any material liquidity needs in connection with loan sale indemnification claims.

The following table summarizes our off-balance sheet financial instruments whose contract amounts represent credit risk as of
December 31, 2007:

Commitments to extend credit $ 54,302,000
Standby letters of credit $ 328,000
Loans sold with usual and customary representations and warranties $ 14,360,000

Management is not aware of any significant concentrations of loans to classes of borrowers or industries that would be affected
similarly by economic conditions. Although the Banks’ loan portfolios are diversified, a substantial portion of their borrowers’
ability to honor the terms of their loans is dependent on the economic conditions in Beaufort County, South Carolina; Nassau
County, Florida; and Fulton and Thomas Counties, Georgia as well as the surrounding areas. In addition, a substantial portion of
our loan portfolio is collateralized by improved and unimproved real estate and is therefore dependent on the local real estate
markets.

The Banks maintain relationships with correspondent banks that can provide funds on short notice, if needed. Presently, the Banks
have arrangements with commercial banks for short term unsecured advances up to $12,300,000.

Cash and due from banks as of December 31, 2007 totaled $4,998,000, an increase of $224,000 from December 31, 2006. Cash
used by operating activities totaled $16,892,000 in 2007, while inflows from financing activities totaled $3,073,000, which was
attributable to an increase in deposits of $5,788,000, offset by a net decrease in FHLB advances of $3,200,000.

During 2007, we had a net cash inflow of $14,042,000 from investing activities. Investing activities included net decrease in
loans of approximately $10,397,000, proceeds from sales, calls and maturities of securities of $29,059,000, offset by purchases
of securities of $38,334,000.

Inflation

Inflation impacts the growth in total assets in the banking industry and causes a need to increase equity capital at higher than
normal rates to meet capital adequacy requirements. We cope with the effects of inflation through the management of interest rate
sensitivity, by periodically reviewing and adjusting our pricing of services to consider current costs.
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Selected Ratios

The following table sets out certain ratios:

Net income to:

Average shareholders’ equity (tangible)
Average assets (tangible)

Dividends to net income

Average equity to average assets (tangible)

Item 7A. Quantitative and Qualitative Disclosures About Market Risks

Not applicable.

30

For the Years Ended December 31,

2007

7.72%
0.64 %

—%
8.24%

2006

11.51%
0.88%

—%
7.66 %
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Item 8. Financial Statements

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and
Stockholders of Coastal Banking Company

We have audited the accompanying balance sheets of Coastal Banking Company of December 31, 2007 and 2006, and
the related statements of income, stockholders’ equity and comprehensive income, and cash flows for each of the years in the
two-year period ended December 31, 2007. Coastal Banking Company’s management is responsible for these financial
statements. 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 financial statements referred to above present fairly, in all material respects, the financial position of
Coastal Banking Company as of December 31, 2007 and 2006, and the results of its operations and its cash flows for each of the

years in the two-year period ended December 31, 2007 in conformity with accounting principles generally accepted in the United
States of America.

/s/ Mauldin & Jenkins, LLC

Albany, Georgia
March 14, 2008
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COASTAL BANKING COMPANY, INC. AND SUBSIDIARIES
Consolidated Balance Sheets

Assets
Cash and due from banks
Interest-bearing deposits in banks
Federal funds sold
Securities available for sale, at fair value
Securities held to maturity, at cost
Restricted equity securities, at cost
Loans held for sale

Loans, net of unearned income
Less allowance for loan losses
Loans, net

Premises and equipment, net
Cash surrender value of life insurance
Intangible assets
Goodwill
Other assets

Total assets

Liabilities and Shareholders’ Equity

Deposits:
Noninterest-bearing
Interest-bearing

Total deposits

Securities sold under agreements to repurchase
Other borrowings
Junior subordinated debentures
Other liabilities
Total liabilities

Commitments and contingencies

Shareholders’ Equity:
Preferred stock, $.01 par value; 10,000,000 shares authorized,
no shares issued and outstanding

Common stock, par value $.01; 10,000,000 shares authorized,
2,570,560 and 2,402,594 shares issued and outstanding in
2007 and 2006, respectively

Additional paid-in capital
Retained earnings
Accumulated other comprehensive loss
Total shareholders’ equity
Total liabilities and shareholders’ equity

December 31,

2007 2006
$ 4,997,928 $ 4,774,561
2,063,813 1,928,601
4,710,397 18,967,745
87,171,416 60,372,740
— 16,998,209
3,683,416 3,710,217
20,553,409 1,039,976
281,290,645 291,819,946
3,653,017 3,474,640
277,637,628 288,345,306
8,176,488 7,383,595
6,830,388 6,553,009
459,144 740,073
10,411,914 10,215,607
4,878,469 5,180,430
$ 431,574,410 $426,210,069
$ 25,147,412 $ 24,366,771
320,699,704 315,691,850
345,847,116 340,058,621
2,000,000 2,000,000
26,772,798 29,973,051
7,217,000 7,217,000
2,990,744 3,789,911
384,827,658 383,038,583
25,708 24,026
40,280,395 39,661,823
6,463,087 3,836,130

(22,438) (350,493 )

46,746,752 43,171,486
$ 431,574,410 $426,210,069

See accompanying notes to consolidated financial statements.
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COASTAL BANKING COMPANY, INC. AND SUBSIDIARIES
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Consolidated Statements of Income

Interest income:

Interest and fees on loans

Interest on taxable securities

Interest on nontaxable securities

Interest on deposits in other banks

Interest on federal funds sold
Total interest income

Interest expense:
Interest on deposits
Interest on junior subordinated debentures
Interest on other borrowings
Total interest expense

Net interest income
Provision for loan losses
Net interest income after provision for loan losses

Non-interest income:

Service charges on deposit accounts

Other service charges, commissions and fees
Gain on sale of SBA loans

Gain on sale of mortgage loans

Gain on sale of real estate

Gain (loss) on sale of securities available for sale

Income from investment in life insurance contracts
Other income
Total other income

Non-interest expenses:
Salaries and employee benefits
Occupancy and equipment expense
Advertising fees
Amortization of intangible assets
Audit fees
Data processing fees
Director fees
Legal and other professional fees
Other operating

Total other expenses

Income before income taxes
Income tax expense
Net income

Basic earnings per share
Diluted earnings per share

For the years ended December 31,

2007 2006
$ 23,160,169 21,946,782
4,022,456 3,053,776
603,004 420,027
88,516 91,647
601,528 537,208
28,475,673 26,049,440
14,478,538 11,845,450
560,194 391,932
1,254,342 1,223,424
16,293,074 13,460,306
12,182,599 12,588,634
310,500 726,700
11,872,099 11,861,934
508,354 381,098
225,583 190,450
558,391 480,176
598,617 430,382
— 321,038
)
121,041 (13,460
287,404 239,944
21,623 10,167
2,321,013 2,039,795
5,916,131 4,717,633
1,077,486 821,727
277,707 270,773
280,929 373,125
322,513 280,424
817,982 661,301
272,674 269,812
357,150 181,715
1,133,269 1,318,650
10,455,841 8,895,160
3,737,271 5,006,569
1,105,445 1,647,032
$ 2,631,826 3,359,537
$ 1.04 1.34
$ 0.97 1.24

See accompanying notes to consolidated financial statements.
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COASTAL BANKING COMPANY, INC. AND SUBSIDIARIES
Consolidated Statements of Comprehensive Income

For the years ended December 31,

2007 2006

Net income $ 2,631,826 $ 3,359,537
Other comprehensive income, net of tax:
Net unrealized holding gains arising during period,

net of tax of $210,152 and $73,681 407,942 143,027
Reclassification adjustment for (gains) losses included

in net income, net of tax (benefit) of $41,154 and $(4,576) (79.,887) 8,884

Total other comprehensive income 328,055 151,911

Comprehensive income $ 2,959,881 $ 3,511,448

See accompanying notes to consolidated financial statements.
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COASTAL BANKING COMPANY, INC. AND SUBSIDIARIES
Consolidated Statements of Changes in Shareholders’ Equity
For the Years Ended December 31, 2007 and 2006

Accumulated
Additional Other
Common Stock Paid-in Retained Comprehensive
Shares Amount Capital Earnings Loss Total

Balance, December 31, 2005 2,369,263 $ 23,693  $39,317,286 § 476,593 § (502,404) $39,315,168
Net income — — 3,359,537 — 3,359,537
Proceeds from exercise of

stock options 33,331 333 317,466 — — 317,799
Stock-based compensation

expense — — 27,071 — — 27,071
Other comprehensive income — — — — 151,911 151,911
Balance, December 31, 2006 2,402,594 24,026 39,661,823 3,836,130 (350,493) 43,171,486
Net income — — — 2,631,826 — 2,631,826
Proceeds from exercise of

stock options 48,107 481 487,736 — — 488,217
Stock dividend 120,129 1,201 (1,201) —
Payment for fractional shares (270) (3,668) (3,668)
Stock-based compensation

Expense — — 130,836 — — 130,836
Other comprehensive income — — — 328,055 328,055
Balance, December 31, 2007 2,570,560 $ 25,708  $40,280,395 $ 6,463,087 $ (22,438) $46,746,752

See accompanying notes to consolidated financial statements.
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COASTAL BANKING COMPANY, INC. AND SUBSIDIARIES
Consolidated Statements of Cash Flows

Cash flows from operating activities:
Net income
Adjustments to reconcile net income to net cash provided
(used) by operating activities:
Depreciation, amortization and accretion
Amortization of intangible assets
Stock-based compensation expense
Provision for loan losses
Provision for deferred income taxes
(Gain) loss on sale of securities available for sale
(Gain) loss on sale of premises and equipment
Increase in cash value of life insurance
Originations of mortgage loans held for sale
Proceeds from sales of mortgage loans held for sale
Net (increase) decrease in interest receivable
Net increase (decrease) in interest payable
Gain on sale of SBA loans
Gain on sale of mortgage loans
Net other operating activities

Net cash provided (used) by operating activities

Cash flows from investing activities:
Net increase in interest-bearing deposits in banks
Net (increase) decrease in federal funds sold
Proceeds from maturities of securities available for sale
Proceeds from sale of securities available for sale
Purchases of securities available for sale
Proceeds from maturities of securities held to maturity
Purchases of securities held to maturity
Net change in restricted equity securities
Net (increase) decrease in loans
Purchase of life insurance contracts
Proceeds from sale of premises and equipment
Net cash acquired in merger
Purchase of premises and equipment
Net cash provided (used) by investing activities

Cash flows from financing activities:
Net increase in deposits
Increase in securities purchased under agreements to repurchase
Proceeds from other borrowings
Repayment of other borrowings
Proceeds from junior subordinated debt
Payment for fractional shares
Proceeds from exercise of stock options
Net cash provided by financing activities

Net change in cash and due from banks
Cash and due from banks at beginning of year
Cash and due from banks at end of year

Supplemental disclosures of cash flow information:
Cash paid during the year for interest

For the years ended
December 31,

http://www.sec.gov/Archives/edgar/data/1093897/0001354488080003...

2007 2006
2,631,826 $ 3,359,537
432,905 332,168
280,929 373,125
130,836 27,071
310,500 726,700
(210,373) (534,262)
(121,041) 13,460
2,837 (321,038)
(287,404) (239,944
(76,649,707 ) (38,356,502)
57,136,274 39,766,177
99,660 (792,124)
(252,781) 257,126
(558,391) (480,176)
(598,617) (430,382)
760,432 873,821
(16,892,115) 4,574,757
(135,212) (341,462)
14,257,348 (5,369,310)
8,956,642 6,595,285
20,102,183 2,992,260
(38,333,614) (23,582,247)
— 1,584,993
— (400,000 )
26,801 (975,650)
10,397,178 (48,753,932)
— (1,000,000)
15,900 735,942
— 5,384,781
(1,244,788 (1,408,517)
14,042,438 (64,537,857)
5,788,495 46,450,557
— 2,000,000
13,700,000 19,000,000
(16,900,000 (12,000,000
— 4,124,000
(3,668) —
488,217 317,799
3,073,044 59,892,536
223,367 (70,744)
4,774,561 4,845,305
4,997,928 $ 4,774,561
16,545,855  $ 13,203,680
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Cash paid during the year for income taxes $ 1,240,021

Noncash Transactions:
Principal balances of loans transferred to other real estate owned $ 469,000

Amortized cost of securities transferred from held to maturity to
available for sale $ 16,998,209
See accompanying notes to consolidated financial statements.
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COASTAL BANKING COMPANY, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements

Note 1. Summary of Significant Accounting Policies

Basis of Presentation and Nature of Operations

Coastal Banking Company, Inc. (the “Company”) is organized under the laws of the State of South Carolina for the purpose of
operating as a bank holding company for Lowcountry National Bank and First National Bank of Nassau County (the “Banks”).
Lowcountry National Bank commenced business on May 10, 2000. First National Bank of Nassau County began operations in
1999 and was acquired through merger on October 1, 2005. On October 27, 2006, the Company acquired the Meigs, Georgia
office of a bank in Thomas County, Georgia. The Banks provide full commercial banking services to customers throughout
Beaufort County, South Carolina; Nassau County, Florida; and Thomas County, Georgia and are subject to regulation by the
Office of the Comptroller of the Currency (the “OCC”) and the Federal Deposit Insurance Corporation. The Banks also have
loan production offices in Savannah, Georgia; Atlanta, Georgia and Jacksonville, Florida, as well as a wholesale mortgage
office in Atlanta, Georgia. The Company is subject to regulation by the Federal Reserve Board of Governors. The Company also
has an investment in Coastal Banking Company Statutory Trust I (“Trust I’) and Coastal Banking Company Trust IT (“Trust IT”).
Both trusts are special-purpose subsidiaries organized for the sole purpose of issuing trust preferred securities.

The consolidated financial statements include the accounts of the Company and the Banks. All significant intercompany
transactions have been eliminated in consolidation. The accounting and reporting policies of the Company conform to accounting
principles generally accepted in the United States of America and to general practices in the banking industry.

Accounting Estimates

The preparation of consolidated financial statements in conformity with accounting principles generally accepted in the United
States of America requires management to make estimates and assumptions that affect the reported amounts of assets and
liabilities and disclosure of contingent assets and liabilities as of the date of the consolidated financial statements and the
reported amount of income and expenses during the reporting periods. Actual results could differ from those estimates.

Segments

The Company, through its subsidiaries, provides a broad range of financial services to individuals and companies. These
services include demand, time and savings deposits, lending, and ATM processing and are substantially the same across
subsidiaries. While the Company’s decision-makers monitor the revenue streams of the various financial products and services
by product line and by subsidiary, the operations and the allocation of resources are managed, and financial performance is
evaluated, on an organization-wide basis. Accordingly, the Company’s banking operation is considered by management to be one
reportable operating segment.

Cash, Due from Banks and Cash Flows

For purposes of reporting cash flows, cash and due from banks includes cash on hand, cash items in process of collection and
amounts due from banks. Cash flows from loans, federal funds sold, deposits, interest-bearing deposits in banks, restricted equity
securities and securities sold under agreements to repurchase are reported net.

The Banks are required to maintain reserve balances in cash or on deposit with the Federal Reserve Bank. The total of those
reserve requirements was approximately $982,000 and $955,000 at December 31, 2007 and 2006, respectively.

Securities

The Company classifies its securities as available for sale or held to maturity. Held to maturity securities are those securities for
which the Company has the ability and intent to hold until maturity. All securities not included in held to maturity are classified as
available for sale.
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Available for sale securities are recorded at fair value. Held to maturity securities are recorded at cost, adjusted for the
amortization or accretion of premiums or discounts. Unrealized holding gains and losses on securities available for sale, net of
the related tax effect, are excluded from earnings and are reported as a separate component of shareholders’ equity until realized.

A decline in the market value of securities below cost that is deemed other than temporary is charged to earnings and establishes
a new cost basis for the security.

Premiums and discounts are amortized or accreted over the life of the related securities as adjustments to the yield. Realized
gains and losses for securities classified as available for sale and held to maturity are included in earnings and are derived using
the specific identification method for determining the cost of securities sold.

Other Investments

Other investments include restricted equity securities with no readily determinable fair value. These investments are carried at
cost. The Bank, as a member institution, is required to own certain stock investments in the Federal Home Loan Bank of Atlanta
(“FHLB”) and the Federal Reserve Bank (“FRB”). The stock is generally pledged against any borrowings from these institutions.
No ready market exists for the stock and it has no quoted market price. However, redemption of these stocks has historically been
at par value.

Loans Held for Sale

Lowcountry National Bank and First National Bank of Nassau County, subsidiaries of the Company (the “Banks”), originate 1-4
family real estate mortgage loans held for sale, which are funded by the Banks with a prior commitment for the loan to be
purchased in the secondary market. These loans are generally recorded as an asset of the Banks for less than twenty business days
and origination fees and gain on sale generated by these loans is recognized in income on a trade date basis when the loan files
are physically delivered to the investor. The Banks also originate 1-4 family real estate mortgage loans that are pre-approved and
funded at closing by the secondary market purchaser. The mortgage rate premiums received on secondary mortgage market loans
are recognized in income when funds are received from the secondary market investor. Loans held for sale are carried at the
lower of cost or fair value. Adjustments to reflect fair value and realized gains and losses upon ultimate sale of the loans are
classified as noninterest income in the Consolidated Statements of Income.

Each of the Banks defers recognition of a portion of its mortgage origination fees in accordance with the requirements of FASB
Statement No. 91.

The Banks also originate SBA loans, which in some cases are sold on the secondary market. Origination fees associated with
these loans are amortized over the life of the loan or until a decision is made to sell. Once the decision is made to sell,
adjustments to reflect fair value and realized gains and losses upon ultimate sale of the loans are classified as noninterest income
in the Consolidated Statements of Income.

Loans and Allowance for Loan Losses

Loans are stated at principal amount outstanding, net of deferred loan origination fees and costs and the allowance for loan
losses. Interest on loans is calculated by using the interest method based upon the principal amount outstanding. Loan origination
and commitment fees and direct loan origination costs are deferred and amortized over the contractual life of the related loan or
commitments as an adjustment of the related loan yields.

A loan is considered impaired when, based on current information and events, it is probable that all amounts due according to the
contractual terms of the loan agreement will not be collected. Impaired loans are measured based on the present value of
expected future cash flows discounted at the loan’s effective interest rate, at the loan’s observable market price, or at the fair
value of the collateral of the loan if the loan is collateral dependent. Accrual of interest is discontinued on a loan when
management believes, after considering economic and business conditions and collection efforts that the borrower’s financial
condition is such that collection of interest is doubtful. When the ultimate collectibility of an impaired loan’s principal is in
doubt, wholly or partially, all cash receipts are applied to principal.
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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 the collectibility of the principal is unlikely. The allowance
represents an amount, which, in management’s judgment, will be adequate to absorb probable losses on existing loans that may
become uncollectible.

Management’s judgment in determining the adequacy of the allowance is based on evaluations of the collectibility of loans. These
evaluations take into consideration such factors as changes in the nature and volume of the loan portfolio, historical losses, high
loan concentrations, trends in past dues and non-accrual loans, loan risk ratings, economic conditions, market conditions and
other internal and external factors that influence each portfolio segment and review of specific impaired loans. The combination
of these results are compared monthly to the recorded allowance for loan losses for reasonableness and material differences are
adjusted by increasing or decreasing the provision for loan losses. Management uses an external loan review program to
challenge and corroborate the internal loan grading system and provide additional analysis in determining the adequacy of the
allowance and the future provisions for estimated loan losses.

Management believes that the allowance for loan losses is adequate. While management uses available information to recognize
losses on loans, future additions to the allowance may be necessary based on changes in economic conditions. In addition,
various regulatory agencies, as an integral part of their examination process, periodically review the Banks’ allowance for loan
losses. Such agencies may require the Banks to recognize additions to the allowance based on judgments different than those of
management.

Non-performing Assets

Loans are placed in a non-accrual status when, in the opinion of management, the collection of additional interest is questionable.
Thereafter, no interest is taken into income unless received in cash or until such time as the borrower demonstrates the ability to
pay principal and interest.

Premises and Equipment

Premises and equipment are stated at cost less accumulated depreciation. Costs incurred for maintenance and repairs that do not
extend the useful life of the asset are expensed as incurred.

Depreciation expense is computed using the straight-line method over the following estimated useful lives:

Building and improvements 10 - 40 years
Furniture and equipment 3 - 10 years

Goodwill and Intangible Assets

Goodwill represents the excess of cost over the fair value of the net assets purchased in business combinations. Goodwill is
required to be tested annually for impairment or whenever events occur that may indicate that the recoverability of the carrying
amount is not probable. In the event of an impairment, the amount by which the carrying amount exceeds the fair value is charged
to earnings. The Company performed its annual test of impairment in the fourth quarter and determined that there was no
impairment in the carrying value of goodwill as of October 1, 2007.

Intangible assets consist of core deposit premiums acquired in connection with business combinations. The core deposit
premiums were initially recognized based on valuations performed as of the consummation date. The core deposit premiums are
amortized over the average remaining life of the acquired customer deposits. Amortization periods are reviewed annually in
connection with the annual impairment testing of goodwill.

Included in the consolidated statements of income for December 31, 2007, and 2006 were charges for amortization of identifiable
intangible assets in the amounts of $281,000 and $373,000, respectively.
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Deferred tax assets and liabilities are recognized for the future tax consequences attributable to differences between the financial
statement carrying amounts of existing assets and liabilities and their respective tax bases. Deferred tax assets and liabilities are
measured using enacted tax rates expected to apply to taxable income in the years in which those temporary differences are
expected to be recovered or settled. The effect on deferred tax assets and liabilities of a change in tax rates is recognized in

income in the period that includes the enactment date.

In the event the future tax consequences of differences between the financial reporting bases and the tax bases of the assets and
liabilities result in deferred tax assets, an evaluation of the probability of being able to realize the future benefits indicated by
such asset is required. A valuation allowance is provided for some portion or all of the deferred tax asset when it is more likely
than not that some portion or all of the deferred tax asset will not be realized. In assessing the realizability of the deferred tax
assets, management considers the scheduled reversals of deferred tax liabilities, projected future taxable income, and tax

planning strategies.

Stock-Based Compensation

At December 31, 2007, the Company had an Incentive Stock Compensation Plan, which are described more fully in Note 13. On
January 1, 2006, Coastal adopted the fair value recognition provisions of FASB Statement No. 123(R), Share-Based Payment
(“SFAS 123(R)”), using the modified-prospective-transition method. Under that transition method, compensation cost recognized
beginning in 2006 includes: (a) the compensation cost for all share-based payments granted prior to, but not yet vested as of
January 1, 2006, based on the grant date fair value estimated in accordance with the original provisions of FASB Statement No.
123, and (b) the compensation cost for all share-based payments granted subsequent to January 1, 2006, based on the grant-date
fair value estimated in accordance with the provisions of SFAS 123(R). Results for prior periods have not been restated.

Earnings Per Share

The Company is required to report earnings per common share with and without the dilutive effects of potential common stock
issuances from instruments such as options, convertible securities and warrants on the face of the statements of earnings. Basic
earnings per common share are based on the weighted average number of common shares outstanding during the period, which
was 2,540,401 in 2007 and 2,496,839 in 2006, while the effects of potential common shares outstanding during the period are
included in diluted earnings per share. Additionally, the Company must reconcile the amounts used in the computation of both
“basic earnings per share” and “diluted earnings per share”. At December 31, 2007, potential common shares of 62,271 were not
included in the calculation of diluted earnings per share because the exercise of such shares would be anti-dilutive. There were
27,825 anti-dilutive potential common shares at December 31, 2006. All share amounts have been adjusted for the five percent

stock dividend recorded in 2007. Earnings per common share amounts are as follows:

For the year ended December 31, 2007

Basic earnings per share

Effect of dilutive securities—stock options and
warrants

Diluted earnings per share

For the year ended December 31, 2006

Basic earnings per share

Effect of dilutive securities—stock options and
warrants

Diluted earnings per share

Common
Net income Share Per Share
(Numerator) (Denominator) Amount
2,631,826 2,540,401 1.04
— 184,814 (.07)
2,631,826 2,725,215 .97
Common
Net income Share Per Share
(Numerator) (Denominator) Amount
3,359,537 2,496,839 1.34
— 213,556 (.10)
3,359,597 2,710,395 1.24
40
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Recent Accounting Pronouncements

In September 2006, the FASB issued Statement No. 157, Fair Value Measurements. The Statement provides guidance for using
fair value to measure assets and liabilities. It defines fair value, establishes a framework for measuring fair value under
generally accepted accounting principles and expands disclosures about fair value measurement. Under the Statement, fair value
refers to the price that would be received to sell an asset or paid to transfer a liability in an orderly transaction between market
participants in the market in which the reporting entity transacts. It clarifies the principle that fair value should be based on the
assumptions market participants would use when pricing the asset or liability. In support of this principle, the Statement
establishes a fair value hierarchy that prioritizes the information used to develop those assumptions. Under the Statement, fair
value measurements would be separately disclosed by level within the fair value hierarchy. Statement No. 157 is effective for
financial statements issued for fiscal years beginning after November 15, 2007 and is not expected to have a material impact on
the Company’s financial condition or results of operations.

In February 2007, the FASB issued Statement No. 159, The Fair Value Option for Financial Assets and Financial Liabilities —
Including an Amendment of FASB Statement No. 115. The Statement permits an entity to choose to measure many financial
instruments and certain other items at fair value at specified election dates. A business entity will report unrealized gains and
losses on items for which the fair value option has been elected in earnings at each subsequent reporting date. The fair value
option may be applied instrument by instrument (with a few exceptions), is irrevocable (unless a new election date occurs) and is
applied only to entire instruments and not to portions of instruments. Most of the provisions in Statement 159 are elective;
however, the amendment to FASB Statement No. 115, Accounting for Certain Investments in Debt and Equity Securities,
applies to all entities with available-for-sale and trading securities. Statement No. 159 is effective as of the beginning of an
entity’s first fiscal year that begins after November 15, 2007. The Company is currently evaluating the impact of the adoption of
this statement.

In December 2007, the FASB issued Statement No. 141 (Revised 2007), Business Combinations. The Statement will
significantly change the accounting for business combinations, as an acquiring entity will be required to recognize all the assets
and liabilities assumed in a transaction at the acquisition-date fair value with limited exceptions. The Statement changes the
accounting treatment for several specific items, such as acquisition costs, noncontrolling interests (formerly referred to as
minority interests), contingent liabilities, restructuring costs and changes in deferred tax asset valuation allowances. The
Statement also includes a substantial number of new disclosure requirements. Statement No. 141R applies prospectively to
business combinations for which the acquisition date is on or after the beginning of the first annual reporting period beginning on
or after December 15, 2008. Early adoption is prohibited. The Company is currently evaluating the impact the adoption of this
statement will have on the accounting for future acquisitions and business combinations.

In December 2007, the FASB issued Statement No. 160, Noncontrolling Interests in Consolidated Financial Statements — An
Amendment of ARB No. 51. The Statement establishes new accounting and reporting standards for the noncontrolling interest
(formerly referred to as minority interests) in a subsidiary and for the deconsolidation of a subsidiary. Statement No. 160 is
effective for fiscal years, and interim periods within those fiscal years, beginning on or after December 15, 2008 and early
adoption is prohibited. The Company is currently evaluating the impact of the adoption of this statement.

Risks and Uncertainties

In the normal course of its business, the Company 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 Company 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 Company’s loan portfolio that results from borrowers’ inability or
unwillingness to make contractually required payments. Market risk reflects changes in the value of collateral underlying loans
receivable, the valuation of real estate held by the Company, and the valuation of loans held for sale and mortgage-backed
securities available for sale.

The Company is subject to the regulations of various government agencies. These regulations can and do change significantly
from period to period. The Company 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.
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Concentrations of Credit Risk

The Company, through its subsidiaries, makes loans to individuals and businesses in and around Beaufort County, South
Carolina; in and around Fulton, Chatham and Thomas Counties in Georgia; and in and around Duval and Nassau Counties in
Florida for various personal and commercial purposes. The Company has a diversified loan portfolio and the borrowers’ ability
to repay their loans is not dependent upon any specific economic sector.

The Company makes loans to individual and small businesses for various personal and commercial purposes primarily through
our full-service offices in Beaufort County, South Carolina and Nassau County, Florida and through our loan production offices
in Jacksonville, Florida; Atlanta, Georgia; and Savannah, Georgia. The Company’s loan portfolio is not concentrated in loans to
any single borrower or in a relatively small number of borrowers. Our loan portfolio has a significant number of construction
loans that if subjected to a real estate market down-turn could adversely affect the earnings of the Company.

In addition to monitoring potential concentrations of loans to particular borrowers or groups of borrowers, industries and
geographic regions, management monitors exposure to credit risk that could arise from potential concentrations of lending
products and practices such as loans that subject borrowers to substantial payment increases (e.g. principal deferral period, loans
with initial interest-only payments, etc), and loans with high loan-to-value ratios. Additionally, there are industry practices that
could subject the Company to increased credit risk should economic conditions change over the course of a loan’s life. For
example, the Company makes variable-rate loans and fixed-rate principal-amortizing loans with maturities prior to the loan being
fully paid (i.e. balloon-payment loans). These loans are underwritten and monitored to manage the associated risks. Management
has determined that there is no concentration of credit risk associated with its lending policies or practices.

The Company’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 this investment
portfolio. The Company places it 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.

Note 2. Investment Securities

Investment securities are as follows:
December 31, 2007

Gross Gross
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
Available for sale
U.S. Government and federal agencies $
$ 2,998,508 $ — $ (3,701) 2,994,807
Government-sponsored enterprises 6,495,925 19,741 (8,268) 6,507,398
State and municipal securities 16,785,642 67,677 (234,925) 16,618,394
Mortgage-backed securities 60,925,337 403,932 (278,452) 61,050,817
$
$ 87,205,412  $ 491,350 §  (525,346) 87,171,416
December 31, 2006
Gross Gross
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
Available for sale
U.S. Government and federal agencies $ 5,482,833 $ 3,112 $ (90,232) $ 5,395,713
Government-sponsored enterprises 17,275,311 31,778 (164,443) 17,142,646
State and municipal securities 3,301,637 5,148 (32,534) 3,274,251
Mortgage-backed securities 34,844,010 191,684 (475,564) 34,560,130
$ 60,903,791 § 231,722 §  (762,773) § 60,372,740
Held to maturity
State and municipal securities $ 8,824,620 $ 23,850 $ (75,146) $ 8,773,324
Mortgage-backed securities 8,173,589 — (88,739) 8,084,850

$ 16,998,209 $ 23,850 $  (163,885) $ 16,858,174

1/15/2009 10:53 PM



Coastal Banking Company http://www .sec.gov/Archives/edgar/data/1093897/0001354488080003...

42

49 of 79 1/15/2009 10:53 PM



Coastal Banking Company http://www.sec.gov/Archives/edgar/data/1093897/0001354488080003...

Table of Contents

The following table shows gross unrealized losses and fair value of securities, aggregated by category and length of time that
securities have been in a continuous unrealized loss position, at December 31, 2007.

Investment securities available for sale:

Less than 12 Months 12 Months or More Total

Fair Unrealized Fair Unrealized Fair Unrealized

Value Losses Value Losses Value Losses
U.S. Government
and federal
agencies $ — 3 —  $ 2,994,807 $ (3,701) § 2,994,807 $ (3,701)
Government-sponsored
enterprises 495,310 (3,384) 2,492,648 (4,884) 2,987,958 (8,268)
State and municipal
securities 8,311,901 (225,522) 1,235,240 (9,403) 9,547,141 (234,925)
Mortgage-backed
securities 18,825,246 (203,102) 6,908,083 (75,350) 25,733,329 (278,452)
Total $ 27,632,457 $ (432,008) $ 13,630,778 $ (93,338) $§ 41,263,235 §  (525,346)

Management evaluates securities for other-than-temporary impairment at least on a quarterly basis, and more frequently when
economic or market concerns warrant such evaluation. Twenty-four (24) individual securities available for sale were in a
continuous loss position for twelve months or more. The Company believes, based on industry analyst reports and credit ratings,
that the deterioration in value is attributable to changes in market interest rates and not in the credit quality of the issuer. The
unrealized losses are considered temporary because each security carries an acceptable investment grade and the repayment
sources of principal and interest are government backed. The Company has the ability and intent to hold these securities until
such time as the value recovers or the securities mature.

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, 2006.

Investment securities available for sale:

Less than 12 Months 12 Months or More Total

Fair Unrealized Fair Unrealized Fair Unrealized

Value Losses Value Losses Value Losses
U.S. Government
and federal
agencies $ — 8 — 3 135243  $§ (90,232) § 135,243  $ (90,232)
Government-sponsored
enterprises 1,988,825 (5,592) 14,004,691 (158,851) 15,993,516 (164,443)
State and municipal
securities 1,431,861 (13,972) 1,379,901 (18,562) 2,811,762 (32,534)
Mortgage-backed
securities 6,693,759 (17,980) 15,284,283 (457,584) 21,978,042 (475,564)
Total $ 10,114,445 § (37,544) $ 30,804,118 § (725229) § 40,918,563 §  (762,773)

Investment securities held to maturity:

Less than 12 Months 12 Months or More Total
Fair Unrealized Fair Unrealized Fair Unrealized
Value Losses Value Losses Value Losses

State and municipal

securities $ 1,768,839 § (14,164) $ 3,357,657 $ (60,982) $5,126,496 $ (75,146)
Mortgage-backed

securities — — 8,084,850 (88,739) 8,084,850 (88,739)
Total $ 1,768,839 $ (14,164) $§ 11,442,507 $ (149,721) $13,211,346 $ (163,885)
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At December 31, 2006 fifty-one (51) individual securities available for sale were in a continuous loss position for twelve
months or more. Fourteen (14) individual securities held to maturity were in a continuous loss position for twelve months or
more. The Company has the ability and intent to hold these securities until such time as the value recovers or the securities
mature. The Company believes, based on industry analyst reports and credit ratings, that the deterioration in value is attributable
to changes in market interest rates and not in the credit quality of the issuer and therefore, these losses are not considered other-
than-temporary.

The amortized cost and estimated fair value of investment securities at December 31, 2007, by contractual maturity, are shown
below. Expected maturities will differ from contractual maturities because borrowers have the right to call or prepay obligations
with or without call or prepayment penalties.

Amortized
Cost Fair Value

Available for sale
Due in one year or less $ 3,997,590 $ 3,991,697
Due from one year to five years 8,354,736 8,364,033
Due from five to ten years 9,464,503 9,383,011
Due after ten years 4,463,246 4,381,858
Mortgage-backed securities 60,925,337 61,050,817

$ 87,205,412 $ 87,171,416

Securities with an amortized cost and fair value pledged to secure public deposits and for other purposes as required by law
totaled $21,065,000 and $20,966,000 respectively as of December 31, 2007 and $15,134,000 and $14,752,000 respectively as
of December 31, 2006.

Gains and losses on sales of securities available for sale consist of the following:

For the Years Ended December 31,

2007 2006
Gross gains on sales of securities $ 154,107  $ —
Gross losses on sales of securities (33,066) (13,460)
Net realized gains (losses) on sales of securities available for sale $ 121,041 S (13,460)
Note 3. Loans and allowance for loan losses
The composition of loans is summarized as follows:
December 31,
2007 2006
Commercial and financial 10,234,984 13,053,338
Agricultural 519,000 54,583
Real estate — construction 129,606,841 138,041,293
Real estate — mortgage, farmland 94,000 13,894
Real estate — mortgage, commercial 68,771,922 64,334,282
Real estate — mortgage, residential 68,280,901 72,000,668
Consumer installment loans 2,625,998 3,339,088
Other 1,156,999 982,800
Gross loans 281,290,645 291,819,946
Less: Allowance for loan losses 3,653,017 3,474,640
Net loans 277,637,628 288,345,306

The Banks grant loans and extensions of credit to individuals and a variety of businesses and corporations located in its general
trade areas Beaufort, Beaufort County, South Carolina and adjoining counties, and Nassau County, Florida. Although the Banks
have diversified loan portfolios, a substantial portion of the loan portfolios are collateralized by improved and unimproved real
estate and are dependent upon the real estate market.
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The following is a summary of information pertaining to impaired loans:

For the Years Ended December 31,

2007 2006
Impaired loans without a valuation allowance $ — 3 —
Impaired loans with a valuation allowance 3,593,673 85,519
Total impaired loans 3,593,673 85,519
Valuation allowance related to impaired loans 248,950 18,144
Average investment in impaired loans 1,604,000 77,000
Interest income recognized on impaired loans 280,805 42,626
Forgone interest income on impaired loans 104,127 13,436

Loans on nonaccrual status amounted to $2,018,100 and $85,519 at December 31, 2007 and 2006, respectively. There were
$69,397 of loans past due ninety days or more and still accruing interest at December 31, 2007. There were $10,000 loans past
due ninety days or more and still accruing interest at December 31, 2006.

An analysis of the activity in the allowance for loan losses is presented below:

For the Years Ended December 31,

2007 2006
Balance, beginning of year $ 3,474,640 $ 2,862,992
Provision for loan losses 310,500 726,700
Loans charged off (152,897) (122,334)
Recoveries of loans previously charged off 20,774 7,282
Balance, end of year $ 3,653,017 $ 3,474,640

In the ordinary course of business, the Company has granted loans to certain directors, executive officers and their affiliates. The
interest rates on these loans were substantially the same as rates prevailing at the time of the transaction and repayment terms are
customary for the type of loan. Changes in related-party loans are summarized as follows:

For the Years Ended December 31,

2007 2006
Balance, beginning of year $ 4,950,249 $ 5,110,092
Advances 2,817,108 3,896,065
Repayments (272,760) (3,232,550)
Transactions due to changes in related parties
(554,600) (823,358
Balance, end of year $ 6,939,997 $ 4,950,249
Note 4. Premises and Equipment
Premises and equipment are summarized as follows:
December 31,
2007 2006
Land $ 3,648,350 $ 3,288,989
Building 4,275,135 2,854,900
Furniture and equipment 2,726,359 2,264,021
Construction in progress — 1,054,355
10,649,844 9,462,265
Less accumulated depreciation (2,473,356) (2,078,670)
$ 8,176,488 $ 7,383,595

Lowcountry National Bank has entered into a non-cancelable operating lease related to land and buildings at its Bluffton branch,
which expires in 2008 with options to renew. This lease was modified in 2005 to include additional space to provide for growth.
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In 2007, Lowcountry National Bank entered into a non-cancelable lease for office space above the branch building in Port Royal,
South Carolina. The lease is for a term of five years that will expire in 2012 with options to renew for subsequent five year
periods.

In 2005, First National Bank of Nassau County (“FNB”) entered into a three-year lease for rental space for a loan production
office in Savannah, Georgia. FNB also has an operating lease for rental space for a loan production office in Jacksonville,
Florida. This lease is cancelable at any time with four months notice.

In 2007, FNB entered into a three-year lease for rental space for a loan production office in Atlanta, Georgia. FNB also entered
into a three-year lease for rental space for a wholesale mortgage office in Atlanta, Georgia during 2007.

At December 31, 2007, future minimum lease payments under the non-cancelable operating leases with initial or remaining terms
of one year or more are as follows:

2008 $ 228,908
2009 193,112
2010 127,641
2011 63,876
2012 10,646

$ 624,183

Total rental expense amounted to $246,042 and $125,764 for the years ended December 31, 2007 and 2006, respectively, under
these operating leases.

Note 5. Intangible Assets

Following is a summary of information related to acquired intangible assets:

December 31,
2007 2006
Core deposit premiums
Gross carrying amount $ 1,212,435 $ 1,212,435
Accumulated amortization $ 753,291 $ 472,362

The aggregate amortization expense for intangible assets was $281,000 and $373,000 for the years ended December 31, 2007
and 2006, respectively.

The estimated amortization expense for each of the next five years is as follows:

2008 $ 198,503

2009 124,160

2010 74,026

2011 39,804

2012 and later 22,651
$

459,144

Changes in the carrying amount of goodwill are as follows:

For the years ended December 31,

2007 2006
Beginning balance $ 10,215,607  $ 9,722,772
Adjustment of previously acquired goodwill based on final
allocations 196,307 (490,568)
Goodwill acquired through purchase of subsidiary Bank — 983,403
Ending balance $ 10,411,914  § 10,215,607
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Note 6. Deposits

The aggregate amount of time deposits in denominations of $100,000 or more at December 31, 2007 and 2006 was $124,594,644
and $119,006,645, respectively. The company had $24,147,572 and $33,555,808 in brokered deposits included in time deposits
as of December 31, 2007 and 2006, respectively. The scheduled maturities of time deposits at December 31, 2007 are as

follows:
2008 $ 185,152,469
2009 15,980,826
2010 10,407,288
2011 923,187
2012 2,609,500

$ 215,073,270

At December 31, 2007 and 2006, overdraft demand deposits reclassified to loans totaled $48,675 and $34,164, respectively.

Note 7. Securities Sold Under Repurchase Agreements

Securities sold under repurchase agreements, which are secured borrowings, generally mature within thirty to sixty days from the
transaction date. Securities sold under repurchase agreements are reflected at the amount of cash received in connection with the
transactions. The Company may be required to provide additional collateral based on the fair value of the underlying securities.
The Company monitors the fair value of the underlying securities on a daily basis. Securities sold under repurchase agreements
at December 31, 2007 and December 31, 2006 were $2,000,000.

Note 8. Employee Benefit Plans

The Company sponsors the Lowcountry National Bank Retirement Savings Plan and the First National Bank Savings Plan
(collectively the “Plans”) for the benefit of all eligible employees. All full-time and part-time employees are eligible to
participate in these Plans provided they have met the eligibility requirements. Contributions may begin after 30 days of
employment. Part-time employees must work a minimum of 1,000 hours per year to be eligible. The Plans allow a participant to
defer a portion of his compensation and provides that the Company will match a portion of the deferred compensation. Company
matched contributions are vested over a five year period. The Company contributes to the Plans annually upon approval by the
Board of Directors. Contributions made to the Plans in 2007 and 2006 amounted to $93,334 and $99,342, respectively.

Note 9. Deferred Compensation Plans

The Company adopted a Director and Executive Officer Deferred Compensation Plan in 2004 that allows directors and executive
officers to defer compensation. Interest accrues quarterly on deferred amounts at a rate, which is equal to 75% of the previous
quarter’s return on equity, not to exceed 12%. Accrued deferred compensation of $67,713 and $47,937 at December 31, 2007
and 2006, respectively, is included in other liabilities.

Note 10. Other Borrowings

Other borrowings consist of the following FHLB advances.

FHLB Advances Outstanding
December 31, 2007

Type advance Balance Interest rate Maturity date Convertible date
Fixed rate $ 1,000,000 5.02% February 17, 2009
Fixed rate 5,000,000 5.65% June 1, 2011
Convertible fixed rate advance 1,500,000 4.05% September 7, 2012  September 8, 2008
Convertible fixed rate advance 10,000,000 4.25% May 21, 2014 May 21, 2009
Convertible fixed rate advance 5,000,000 3.71% June 24, 2015 June 24,2010
Convertible fixed rate advance 2,000,000 3.69% September 7, 2017 March 7, 2008
Variable rate 2,300,000 4.40%
Less purchase accounting adjustments (27,202)
Total $ 26,772,798 4.41%
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FHLB Advances Outstanding
December 31, 2006

Type advance Balance Interest rate Maturity date Convertible date
Fixed rate $ 5,000,000 5.36% March 22, 2007
Fixed rate 5,000,000 5.65% June 1, 2011
Convertible fixed rate advance 5,000,000 4.01% August 16,2010 August 16, 2007
Convertible fixed rate advance 10,000,000 4.25% May 21, 2014 May 21, 2009
Convertible fixed rate advance 5,000,000 3.71% June 24, 2015 June 24, 2010
Less purchase accounting adjustments (26,949)
Total $ 29,973,051 4.54 %

At December 31, 2007, the Banks had $12,300,000 of availability on lines of credit to purchase federal funds from unrelated
banks. These lines of credit are available on a one to seven day basis for general corporate purposes of the Banks. All of the
lenders have reserved the right to withdraw these lines at their option.

Note 11. Income Taxes

The components of income tax expense are as follows:

For the Years Ended December 31,

http://www.sec.gov/Archives/edgar/data/1093897/0001354488080003...

2007 2006
Currently payable $ 1,315818  § 2,181,294
Deferred tax benefit (210,373) (534,262)
$ 1,105,445  § 1,647,032

The Company’s income tax expense differs from the amounts computed by applying the federal income tax statutory rates to
income before income taxes. A reconciliation of the differences is as follows:

For the Years Ended December 31,

2007 2006
Tax at federal income tax rate $ 1,270,672  $ 1,702,200
Increase (decrease) resulting from:
State income taxes, net of federal benefit 107,302 134,180
Tax exempt interest (172,017) (203,142)
Other (100,512) 13,794
Provision for income taxes $ 1,105,445 $ 1,647,032
Net deferred tax assets are included in other assets. The components of deferred income taxes are as follows:
December 31,
2007 2006
Deferred income tax assets:
Loan loss reserves $ 1,199.933 § 1,121,742
Deferred compensation 23,021 16,299
Unrealized loss on securities available for sale 11,579 180,557
Other 394,353 428,087
Total deferred tax assets 1,628,886 1,746,685
Deferred income tax liabilities:
Depreciation and amortization 185,273 208,412
Intangible assets 293,574 419,367
Other 132,377 142,639
Total deferred tax liabilities $ 611,224  § 770,418
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Net deferred tax asset $ 1,017,662 $ 976,267
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Note 12. Junior Subordinated Debentures

In May 2004, Coastal Banking Company Statutory Trust I (the “Trust”) (a non-consolidated subsidiary) issued $3,000,000 of
floating rate trust preferred securities with a maturity of May 18, 2034. In accordance with FIN No. 46(R), the trust has not been
consolidated in these financial statements. The Company received from the Trust the $3,000,000 million proceeds from the
issuance of securities and the $93,000 initial proceeds from the capital investment in the Trust, and accordingly has shown the
funds due to the Trust as $3,093,000 junior subordinated debentures.

All of the common securities of the Trust are owned by the Company. The proceeds from the issuance of the trust preferred
securities were used by the Trust to purchase $3,093,000 of junior subordinated debentures of the Company, which carry a
floating rate equal to the 3-month LIBOR plus 2.75%. At December 31, 2007, this rate was 7.90%. The proceeds received by the
Company from the sale of the junior subordinated debentures were used to strengthen the capital position of Lowcountry National
Bank and to accommodate current and future growth. The current regulatory rules allow certain amounts of junior subordinated
debentures to be included in the calculation of regulatory capital, and have been included in the Tier I calculation accordingly.
The debentures and related accrued interest represent the sole assets of the Trust.

The trust preferred securities accrue and pay distributions quarterly, equal to 3-month LIBOR plus 2.75% per annum of the stated
liquidation value of $1,000 per capital security. The Company has entered into contractual arrangements which, taken
collectively, fully and unconditionally guarantee payment of: (i) accrued and unpaid distributions required to be paid on the trust
preferred securities; (ii) the redemption price with respect to any trust preferred securities called for redemption by the Trust,
and (iii) payments due upon a voluntary or involuntary dissolution, winding up, or liquidation of the Trust.

The trust preferred securities must be redeemed upon maturity of the debentures on May 18, 2034, or upon earlier redemption as
provided in the indenture. The Company has the right to redeem the debentures purchased by the Trust in whole or in part, on or
after May 18, 2009. As specified in the indenture, if the debentures are redeemed prior to maturity, the redemption price will be
the unpaid principal amount, plus any accrued unpaid interest.

In June 2006, Coastal Banking Company Statutory Trust II (the “Trust”) (a non-consolidated subsidiary) issued $4,000,000 of
fixed rate trust preferred securities with a maturity of September 30, 2036. In accordance with FIN No. 46(R), the trust has not
been consolidated in these financial statements. The Company received from the Trust the $4,000,000 million proceeds from the
issuance of securities and the $124,000 initial proceeds from the capital investment in the Trust, and accordingly has shown the
funds due to the Trust as $4,124,000 junior subordinated debentures.

All of the common securities of the Trust are owned by the Company. The proceeds from the issuance of the trust preferred
securities were used by the Trust to purchase $4,124,000 of junior subordinated debentures of the Company, which carry a fixed
rate of 7.18% until September 30, 2011 and a floating rate equal to the 3-month LIBOR plus 1.60%, adjusted quarterly thereafter.
The proceeds received by the Company from the sale of the junior subordinated debentures were used to strengthen the capital
position of the Banks and to accommodate current and future growth. The current regulatory rules allow certain amounts of junior
subordinated debentures to be included in the calculation of regulatory capital, and have been included in the Tier I calculation
accordingly. The debentures and related accrued interest represent the sole assets of the Trust.

The trust preferred securities accrue and pay distributions quarterly at a rate of 7.18% per annum of the stated liquidation value
0f $1,000 per capital security. The Company has entered into contractual arrangements which, taken collectively, fully and
unconditionally guarantee payment of: (i) accrued and unpaid distributions required to be paid on the trust preferred securities;
(i1) the redemption price with respect to any trust preferred securities called for redemption by the Trust, and (iii) payments due
upon a voluntary or involuntary dissolution, winding up, or liquidation of the Trust.

The trust preferred securities must be redeemed upon maturity of the debentures on September 30, 2036, or upon earlier
redemption as provided in the indenture. The Company has the right to redeem the debentures purchased by the Trust in whole or
in part, on or after September 30, 2011. As specified in the indenture, if the debentures are redeemed prior to maturity, the
redemption price will be the unpaid principal amount, plus any accrued unpaid interest.
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Note 13. Stock Option Plans

In connection with the Company’s initial public stock offering, the directors received warrants to purchase 222,705 shares of the
Company’s common stock at a price of $8.65 per share of which 184,595 shares are still outstanding. The warrants vested
equally over a three-year period beginning December 2, 1999 and expire on December 2, 2009 or 120 days after the warrant
holder ceased to serve as a member of the board of directors. As of December 31, 2007, all of the warrants are exercisable.

The Company adopted a Stock Incentive Plan in 2000 which currently authorizes 385,584 shares of the Company’s common stock
for issuance under the Plan. The Plan provides that the total number of shares authorized for issuance under the Plan will equal
15% of total outstanding shares. The Plan is administered by the Board of Directors and provides for the granting of options to
purchase shares of common stock to officers, directors, employees or consultants of the Company and Banks. The exercise price
of each option granted under the Plan will not be less than the fair market value of the shares of common stock subject to the
option on the date of grant as determined by the Board of Directors. Options are exercisable in whole or in part upon such terms
as may be determined by the Board of Directors, and are exercisable no later than ten years after the date of grant. Options
granted under the Plan generally vest over a five-year vesting period. As of December 31, 2007, 173,876 shares were available
for grant under this Plan.

Additionally, the Company assumed the outstanding options under the 1999 First Capital Bank Holding Corporation Stock Option
Plan (the “First Capital Plan”) in connection with the merger of First Capital Bank Holding Company with and into Company on
October 1, 2005. As a result of the merger, each outstanding option under the First Capital Plan was converted into an option to
purchase Coastal Banking Company, Inc. common stock. Coastal assumed and maintains the First Capital Plan solely to
administer the options that were outstanding as of the effective time of the merger. As of the effective time of the merger, the
Company elected to discontinue the issuance of options under the First Capital Plan.

The fair value of each option grant is estimated on the date of grant using the Black-Scholes option pricing model with the
following weighted average assumptions for grants in 2007 and 2006. Expected volatilities are based on historical volatility of
the Company’s stock. The company has not and does not expect to pay a dividend in the near future. Historical data is used to
estimate option exercises and employee terminations within the valuation model. The risk-free rate for periods within the
contractual life of the option is based on the U.S. Treasury yield curve in effect at the time of grant.

For the Years Ended December 31,

2007 2006
Weighted average grant date fair value of options granted during the year $ 6.45 $ 7.90
Assumptions used to estimate fair value:
Risk-free interest rate 4.630% 4.875%
Dividend yield 0% 0%
Expected volatility 22% 19%
Expected life 7 years 7 years
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Information pertaining to options outstanding at December 31, 2007 is as follows:

http://www.sec.gov/Archives/edgar/data/1093897/0001354488080003...

Options Outstanding

Options Fully Vested and Exercisable

Options Expected to Vest

Average Weighted Weighted Weighted
Option Remaining Average Average Number Average
Shares Life Exercise Number Exercise Expected Exercise
Outs tanding (In Years) Price Exercisable Price to Vest Price
48,199 1.8 § 8.61 48,199 $ 8.61 — 3 —
54,887 2.4 8.65 54,887 8.65 — —
9,296 34 9.04 9,296 9.04 — —
11,576 4.0 8.65 11,576 8.65 — —
9,760 4.4 10.76 9,760 10.76 — —
15,015 5.1 7.86 15,015 7.86 — —
4,646 5.2 11.83 3,716 11.83 930 11.83
11,575 5.4 10.65 11,575 10.65 — —
2,756 7.2 15.19 2,756 15.19 — —
1,653 7.6 17.91 1,653 1791 — —
6,300 8.6 19.81 1,260 19.81 5,040 19.81
19,425 8.9 21.91 3,885 21.91 15,540 21.91
24,399 6.5 19.05 12,201 19.05 12,198 19.05
21,000 9.8 17.27 — — 21,000 17.27
240,487 47 $ 12.16 185,779 $ 10.11 54,708 $ 19.13

A summary status of the Company’s stock option plan as of December 31, 2007 and changes during the year is presented below:

Outstanding, beginning of year

Granted during the year

Exercised during the year

Cancelled during the year

Outstanding, end of year

Options exercisable at year end

Weighted
Weighted Average
Average Remaining Aggregate
Exercise Contractual Intrinsic
Shares Price Term (years) Value
220,369 $ 1095 5.0 $ 2,553,434
45,399 18.23
(23,181) 11.77
(2,100) 2191
240,487 12.16 4.7 334,049
185,779 10.11 35 639,123

The weighted-average grant-date fair value of options granted during the years 2007 and 2006 was $6.45 and $7.52,
respectively. The total intrinsic value of options exercised during the year ended December 31, 2007 was $41,257. The total
intrinsic value of options exercised during the year ended December 31, 2006 was $470,813.

It is Coastal’s policy to issue new shares for stock option exercises and restricted stock rather than issue treasury shares. Coastal
recognizes stock-based compensation expense on a straight-line basis over the options’ related vesting term. As of December 31,
2007, there was $372,209 of total unrecognized compensation cost related to nonvested stock-based compensation arrangements

granted under the Plan. That cost is expected to be recognized over a weighted-average period of 3.5 years. The total fair value
of shares vested during the years ended December 31, 2007 and 2006 was $130,836 and $27,071, respectively.
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On October 1, 2005, the Company acquired First Capital Bank Holding Corporation, the holding company for First National
Bank of Nassau County, Florida. First Capital had a Phantom Stock Appreciation Rights (“PSARs”) plan. As a result of the
merger, the Company acquired a PSARs plan in which the participants were fully vested as a result of the merger. The PSARs
Plan authorized 31,955 rights to be granted to certain officers and key employees at the discretion of the Board of Directors of
First Capital. The Company does not plan to grant additional PSARs. On June 29, 2007 the PSAR Plan was frozen at current
market price of $19.05. Prior to the adoption of SFAS No. 123R, the Company accounted for phantom stock appreciation rights
(“PSARs”) according to FASB Interpretation No. 28 (“FIN 28”"). Under FIN 28, the intrinsic value of the PSARs was reflected
as a liability in the balance sheet. The liability was adjusted every quarter based on the intrinsic value as of the reporting date.
Upon adoption of SFAS No. 123R, the Company accounts for PSARs using liability accounting. This method requires the
Company to record the liability for PSARSs at fair value, rather than intrinsic value, in the balance sheet. The Company uses the
Black-Scholes model to determine the fair value of PSARs. As a result of freezing the PSAR plan along with falling stock prices
in 2007, the company recorded negative PSAR expense during 2007 of approximately $84,000. The expense related to the
PSARSs plan was approximately $97,000 for the year ended December 31, 2006. The total amount in accrued expenses was
approximately $118,000 and $223,000 at December 31, 2007 and 2006, respectively. At December 31, 2007, there were 24,402
PSARS outstanding with a weighted-average exercise price of $15.35. At December 31, 2006, there were 31,955 PSARS
outstanding with a weighted-average exercise price of $15.19. The PSARs outstanding are currently exercisable and have an
intrinsic value of $90,000 and $235,000 at December 31, 2007 and 2006, respectively.

All share numbers and prices are restated for the effects of a 5% stock dividend paid to shareholders of record on November 30,
2007.

Note 14. Commitments and Contingent Liabilities
Loan Commitments

The Banks are parties to financial instruments with off-balance-sheet risk in the normal course of business to meet the financing
needs of'its customers. These financial instruments include commitments to extend credit, standby letters of credit and loans sold
with representations and warranties that are usual and customary for the industry. These instruments involve, to varying degrees,
elements of credit risk in excess of the amount recognized in the consolidated balance sheets. The contractual amounts of those
instruments reflect the extent of involvement the Banks have in particular classes of financial instruments.

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 Banks evaluate each customer’s creditworthiness on a case-by-case basis.
The amount of collateral obtained, if deemed necessary by the Bank upon extension of credit, is based on management’s credit
evaluation of the counterparty. The Banks’ loans are primarily collateralized by residential and other real properties,
automobiles, savings deposits, accounts receivable, inventory and equipment.

Standby letters of credit are written conditional commitments issued by the Banks to guarantee the performance of a customer to a
third party. Those guarantees are primarily issued to support public and private borrowing arrangements. Most letters of credit
extend for less than one year. The credit risk involved in issuing letters of credit is essentially the same as that involved in
extending loan facilities to customers.

Loans on one-to-four family residential mortgages originated by us are sold to various other financial institutions with
representations and warranties that are usual and customary for the industry. These representations and warranties give the
purchaser of the loan the right to require that we repurchase a loan if the borrower fails to make any one of the first four loan
payments within 30 days of the due date, which is termed an Early Payment Default (“EPD”). Our maximum exposure to credit
loss in the event of an EPD claim would be the unpaid principal balance of the loan to be repurchased along with any premium
paid by the investor when the loan was purchased and other minor collection cost reimbursements. The Bank’s have never had to
repurchase a loan as the result of an EPD claim by an investor and do not anticipate any material credit risk related to future
potential EPD claims on loans that have been previously sold and are no longer on the Banks’ balance sheets.
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In addition to EPD claims, the representations and warranties in our loan sale agreements also provide that we will indemnify the
investors for losses or costs on loans we sell under certain limited conditions. Some of these conditions include underwriting
errors or omissions, fraud or material misstatements by the borrower in the loan application or invalid market value on the
collateral property due to deficiencies in the appraisal. In connection with the start up of the wholesale lending division, the
Banks have established a reserve for costs related to potential indemnification costs and EPD claims. The balance in this
indemnification reserve was $18,000 at December 31, 2007 and there have been no claims or charges against this reserve since
it was established in September 2007, accordingly management does not anticipate any material exposure in connection with loan
sale indemnification or EPD claims.

The Banks’ exposure to credit loss in the event of non-performance by the other party to the financial instrument for commitments
to extend credit, standby letters of credit and loans sold with representations and warranties is represented by the contractual
amount of those instruments. The Banks use the same credit policies in making commitments and conditional obligations as it
does for on-balance-sheet instruments. In most cases, the Banks require collateral to support financial instruments with credit
risk.

December 31,
2007 2006
Commitments to extend credit $ 54,302,000 $ 64,381,000
Standby letters of credit $ 328,000 $ 800,000
Loans sold with usual and customary representations and warranties $ 14,360,000 § 21,796,000

Contingencies

The Company has, from time to time, various lawsuits and claims arising from the conduct of its business. Such items are not
expected to have any material adverse effect on the financial position or results of operations of the Company.

Note 15. Concentrations of Credit

The Banks make commercial, residential, construction, agricultural, agribusiness and consumer loans to customers South
Carolina, Florida, and Georgia. A substantial portion of the Company's customers' abilities to honor their contracts is dependent
on the business economy in the geographical area served by the Banks.

A substantial portion of the Company's loans are secured by real estate in the Company's primary market area. Accordingly, the
ultimate collectibility of a substantial portion of the Company's loan portfolio is susceptible to changes in real estate conditions
in the Company's primary market area.

Note 16. Regulatory Matters

The Company and the Banks are subject to various regulatory capital requirements administered by the federal banking agencies.
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 financial statements. Under certain adequacy guidelines
and the regulatory framework for prompt corrective action, specific capital guidelines that involve quantitative measures of the
assets, liabilities, and certain off-balance-sheet items as calculated under regulatory accounting practices must be met. The
capital amounts and classification are also subject to qualitative judgments by the regulators about components, risk weightings,
and other factors.

Quantitative measures established by regulation to ensure capital adequacy require the Company and the Banks to maintain
minimum amounts and ratios (set forth in the table below) of Total and Tier 1 Capital (as defined in the regulations) to
risk-weighted assets (as defined), and of Tier 1 Capital (as defined) to average assets (as defined). Management believes, as of
December 31, 2007, that the Company and the Banks meet all capital adequacy requirements to which they are subject.

As of December 31, 2007, the most recent notification from the Federal Deposit Insurance Corporation categorized the Banks as
well capitalized under the regulatory framework for prompt corrective action. To be categorized as well capitalized the Banks
must maintain minimum total risk-based, Tier 1 risk-based and Tier 1 leverage ratios as set forth in the table. There are no
conditions or events since that notification that management believes have changed the Banks’ category. Prompt corrective action
provisions are not applicable to bank holding companies.
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The actual capital amounts and ratios are also presented in the table below.

To Be Well
Capitalized Under
For Capital Prompt Corrective
Actual Adequacy Purposes Action Provisions
Amount Ratio Amount Ratio Amount Ratio
As of December 31, 2007:
Total Capital to Risk Weighted Assets
Consolidated $§ 46,785,780 14.49% $ 25,824,288 8.00% ---N/A---
Lowcountry National Bank %
$ 19,434,686 13.34% $ 11,655,440 8.00% § 14,569,300 10.00
First National Bank of Nassau County % %

$ 23,977,702 13.68% $ 14,022,800 8.00 $ 17,528,500 10.00
Tier I Capital to Risk Weighted Assets

Consolidated $ 43,115,132 13.36% $ 12,912,144 4.00 % ---N/A---

Lowcountry National Bank % %
$ 17,775,164 12.20% $ 5,827,720 4.00 $ 8,741,580 6.00

First National Bank of Nassau County % %

$§ 21,966,576 12.53% $ 7,011,400 4.00 $ 10,517,100 6.00
Tier I Capital to Average Assets

Consolidated $ 43,115,132 10.41% $ 16,559,862 4.00 % ---N/A---

Lowcountry National Bank % %
$ 17,775,164 930% $ 7,647,560 4.00 $ 9,559,450 5.00

First National Bank of Nassau County % %

§ 21,966,576 991% § 8,869,400 4.00 $ 11,086,750 5.00

To Be Well
Capitalized Under
For Capital Prompt Corrective
Actual Adequacy Purposes Action Provisions
Amount Ratio Amount Ratio Amount Ratio
As of December 31, 2006:
Total Capital to Risk Weighted Assets
Consolidated $ 43,471,376 13.06% $ 26,632,240 8.00% ---N/A---
Lowcountry National Bank %
$ 18,066,910 11.88% $ 12,167,040 8.00% $ 15,208,800 10.00
First National Bank of Nassau County % %

$ 21,876,690 12.19% $ 14,355,200 8.00 $ 17,944,000 10.00
Tier I Capital to Risk Weighted Assets

Consolidated $§ 39,783,299 11.95% $ 13,316,120 4.00 % ---N/A---

Lowcountry National Bank % %
$ 16,412,642  10.79% $ 6,083,520  4.00 $ 9,125,280  6.00

First National Bank of Nassau County % %

$ 19,842,881 11.06% $ 7,177,600 4.00 $ 10,766,400 6.00
Tier I Capital to Average Assets

Consolidated $ 39,783,299 10.44% $ 15,237,280 4.00 % ---N/A---

Lowcountry National Bank % %
§ 16,412,642 8.66% § 7,584,200 4.00 $ 9,480,250 5.00

First National Bank of Nassau County % %
$ 19,842,881 9.23% $ 8,597,160  4.00 $ 10,746,450  5.00

There are no current plans to initiate payment of cash dividends and future dividend policy will depend on the Banks’ and the
Company’s earnings, capital requirements, financial condition and other factors considered relevant by the Company’s Board of
Directors. The Banks are restricted in their ability to pay dividends under national banking laws and regulations of the OCC.
Generally, these restrictions require the Banks to pay dividends derived solely from net profits. Moreover, the OCC’s prior
approval is required if dividends declared by either Bank in any calendar year exceed that Bank’s net profit for that year
combined with its retained net profits for the preceding two years.
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Note 17. Fair Value of Financial Instruments

The fair value of a financial instrument is the current amount that would be exchanged between willing parties. Fair value is best
determined based upon quoted market prices. However, in many instances, there are no quoted market prices for the Company’s
various financial instruments. Where quoted prices are not available, fair values are based on estimates using discounted cash
flows and other valuation techniques. The use of discounted cash flows can be significantly affected by the assumptions used,
including the discount rate and estimates of future cash flows. The following disclosures should not be considered as
representative of the liquidation value of the Banks, but rather represent a good-faith estimate of the increase or decrease in value
of financial instruments held by the Banks since purchase, origination, or issuance. This analysis has not undertaken any steps to
value any intangibles, which is permitted by the provisions of SFAS No. 107.

SFAS No. 107, Disclosures about Fair Value of Financial Instruments, requires disclosure of fair value information about
financial instruments, whether or not recognized on the face of the balance sheets, for which it is practical to estimate that value.
Certain items are specifically excluded from the disclosure requirements, including the Company’s common stock, premises and
equipment and other assets and liabilities.

The following methods and assumptions were used in this analysis in estimating the fair value of financial instruments:

Cash, due from banks, interest-bearing deposits in banks: The carrying amount of cash, due from banks and interest-
bearing deposits in banks approximates fair value.

Securities: Fair value of securities is based on available quoted market prices. The carrying amount of equity securities
with no readily determinable fair value approximates fair value.

Loans: The carrying amount of variable-rate loans that reprice frequently and have no significant change in credit risk
approximates fair value. The fair value of fixed-rate loans is estimated based on discounted contractual cash flows,
using interest rates currently being offered for loans with similar terms to borrowers with similar credit quality. The fair
value of impaired loans is estimated based on discounted contractual cash flows or underlying collateral values, where
applicable.

Deposits: The carrying amount of demand deposits, savings deposits and variable-rate certificates of deposits
approximates fair value. The fair value of fixed-rate certificates of deposit is estimated based on discounted contractual
cash flows using interest rates currently being offered for certificates of similar maturities.

Federal funds Sold and Purchased, Repurchase Agreements and Other Borrowings: The carrying amount of
variable rate borrowings, federal funds purchased and securities sold under repurchase agreements approximates fair
value. The fair value of fixed rate other borrowings is estimated based on discounted contractual cash flows using the
current incremental borrowing rates for similar type borrowing arrangements.

Junior Subordinated Debentures: The fair value of the Company’s fixed rate trust preferred securities is based on
available quoted market prices.

Accrued Interest: The carrying amount of accrued interest approximates fair value.

Off-Balance-Sheet Instruments: The carrying amount of commitments to extend credit and standby letters of credit
approximates fair value. The carrying amount of the off-balance-sheet financial instruments is based on fees charged to
enter into such agreements.
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The carrying amount and estimated fair value of the Company’s financial instruments are as follows:
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December 31,
2007 2006
Carrying Fair Carrying Fair
Amount Value Amount Value

Financial assets:
Cash, due from banks, and interest-

bearing deposits in banks $ 7,061,741 7,061,741 6,703,162 6,703,162
Federal funds sold 4,710,397 4,710,397 18,967,745 18,967,745
Securities available for sale 87,171,416 87,171,416 60,372,740 60,732,740
Securities held to maturity — — 16,998,209 16,858,174
Restricted equity securities 3,683,416 3,683,416 3,710,217 3,710,217
Loans held for sale 20,553,409 20,553,409 1,039,976 1,039,976
Loans, net 277,637,628 279,855,238 288,345,306 288,580,074
Accrued interest receivable 2,322,912 2,322,912 2,422,575 2,422,575
Financial liabilities:
Deposits 345,847,116 347,821,220 340,058,621 341,319,966
Securities sold under agreements

to repurchase 2,000,000 2,000,000 2,000,000 2,000,000
Other borrowings 26,772,798 26,262,898 29,973,051 28,377,165
Junior subordinated debentures 7,217,000 7,003,992 7,217,000 7,282,039
Accrued interest payable 703,790 703,790 956,571 956,571

Note 18. Condensed Financial Information of Coastal Banking Company (Parent Company Only)
Condensed Balance Sheets
December 31,
2007 2006

Assets
Cash and due from banks $ 1,671,457 2,256,398
Investment in Coastal Banking Company Statutory Trust I & II 217,000 217,000
Investment in subsidiary banks 50,590,360 46,860,710
Premises and equipment 1,258,882 —
Other assets 349,723 1,170,358

Total assets $ 54,087,422 50,504,466
Liabilities
Junior subordinated debentures $ 7,217,000 7,217,000
Other liabilities 123,670 115,980

Total liabilities 7,340,670 7,332,980
Shareholders’ Equity
Shareholders’ equity 46,746,752 43,171,486

Total liabilities and shareholders’ equity $ 54,087,422 50,504,466
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Condensed Statements of Income

For the years ended December 31,

2007 2006

Income
Interest income $ 94506 $ 126,107
Gain on sale of real estate — 321,038
Other income 45,990 175

Total income 140,496 447,320
Expenses
Interest expense 560,194 391,932
Other operating expenses 724,309 450,133

Total expense 1,284,503 842,065
Loss before income tax benefits and equity in undistributed

earnings of subsidiaries (1,144,007) (394,745)
Income tax benefits 374,239 127,716
Loss before equity in undistributed earnings of subsidiaries (769,768) (267,029)
Equity in undistributed earnings of subsidiaries 3,401,594 3,626,566
Net income $ 2,631,826 $ 3,359,537

Condensed Statements of Cash Flows

For the years ended December 31,

2007 2006
Cash flows from operating activities:
Net income $ 2,631,826 $ 3,359,537
Adjustments to reconcile net income to net cash used by
operating activities:
Equity in undistributed earnings of Bank (3,401,594) (3,626,566)
Depreciation and amortization 20,849 4,500
Stock-based compensation expense 130,836 27,071
Gain on sale of real estate — (321,038)
Change in other assets and liabilities )
820,156 (1,100,721
Net cash provided (used) by operating activities 202,073 (1,657,217)
Cash flows from investing activities:
Purchase of premises and equipment (1,275,231) —
Contribution of capital to subsidiary banks — (4,000,000)
Investment in Coastal Banking Company Statutory Trust I — (124,000)
Proceeds from sale of real estate — 735,942
Net cash used by investing activities (1,275,231) (3,388,058)
Cash flows from financing activities:
Proceeds from junior subordinated debt — 4,124,000
Proceeds from exercise of stock options 488,217 317,799
Net cash provided by financing activities 488,217 4,441,779
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Net change in cash and due from banks (584,941) (603,476)
Cash and due from banks at beginning of year 2,256,398 2,859,874
Cash and due from banks at end of year $ 1,671,457 $ 2,256,398
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Item 9. Changes In and Disagreements With Accountants on Accounting and Financial Disclosure
None.
Item 9A. Controls and Procedures

Evaluation of Disclosure Controls and Procedures

As of the end of the period covered by this Annual Report on Form 10-K, our principal executive officer and principal financial
officer have evaluated the effectiveness of our “disclosure controls and procedures” (Disclosure Controls). Disclosure Controls,
as defined in Rule 13a-15(e) of the Securities Exchange Act of 1934, as amended (the Exchange Act), are procedures that are
designed with the objective of ensuring that information required to be disclosed in our reports filed under the Exchange Act,
such as this Annual Report, is recorded, processed, summarized and reported within the time periods specified in the Securities
and Exchange Commission’s rules and forms. Disclosure Controls are also designed with the objective of ensuring that such
information is accumulated and communicated to our management, including the chief executive officer and chief financial
officer, as appropriate to allow timely decisions regarding required disclosure.

Our management, including the chief executive officer and chief financial officer, does not expect that our Disclosure Controls
will prevent all error and all fraud. A control system, no matter how well conceived and operated, can provide only reasonable,
not absolute, assurance that the objectives of the control system are met. Further, the design of a control system must reflect the
fact that there are resource constraints, and the benefits of controls must be considered relative to their costs. Because of the
inherent limitations in all control systems, no evaluation of controls can provide absolute assurance that all control issues and
instances of fraud, if any, within the company have been detected. These inherent limitations include the realities that judgments
in decision-making can be faulty, and that breakdowns can occur because of simple error or mistake. The design of any system of
controls also is based in part upon certain assumptions about the likelihood of future events, and there can be no assurance that
any design will succeed in achieving its stated goals under all potential future conditions.

Based upon their controls evaluation, our chief executive officer and chief financial officer have concluded that our Disclosure
Controls are effective at a reasonable assurance level.

Management’s Report on Internal Control Over Financial Reporting

Our management is responsible for establishing and maintaining adequate internal control over financial reporting as defined in
Rules 13a-15(f) and 15d-15(f) under the Securities Exchange Act of 1934. Our internal control over financial reporting is a
process designed to provide reasonable assurance that assets are safeguarded against loss from unauthorized use or disposition,
transactions are executed in accordance with appropriate management authorization and accounting records are reliable for the
preparation of financial statements in accordance with generally accepted accounting principles.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements. 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.

Management assessed the effectiveness of our internal control over financial reporting as of December 31, 2007. Management
based this assessment on criteria for effective internal control over financial reporting described in Internal Control
—Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission. Management’s
assessment included an evaluation of the design of our internal control over financial reporting and testing of the operational
effectiveness of its internal control over financial reporting. Management reviewed the results of its assessment with the Audit
Committee of our Board of Directors.

Based on this assessment, management believes that Coastal Banking Company, Inc maintained effective internal control over
financial reporting as of December 31, 2007.
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This annual report does not include an attestation report of the company’s registered public accounting firm regarding internal
control over financial reporting. Management’s report was not subject to attestation by the company’s registered public
accounting firm pursuant to temporary rules of the Securities and Exchange Commission that permit the company to provide only
management’s report in this annual report.

There have been no significant changes in our internal controls over financial reporting during the fourth fiscal quarter ended
December 31, 2007 that have materially affected, or are reasonably likely to materially affect, our internal controls over financial
reporting.

Item 9B. Other Information

None.
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PART III
Item 10. Directors, Executive Officers, and Corporate Governance

The information for this Item is included in the company’s Proxy Statement for the Annual Meeting of Shareholders to be held on
May 16, 2008, under the headings “Proposal: Election of Directors”, “Code of Ethics,” “Executive Officers” and
“Section 16(a) Beneficial Ownership Reporting Compliance” and are incorporated herein by reference.

Item 11. Executive Compensation

The responses to this Item are included in the Company’s Proxy Statement for the Annual Meeting of Shareholders to be held on
May 16, 2008, under the heading “Compensation” and are incorporated herein by reference.

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

The responses to this Item are included, in part, in the company’s Proxy Statement for the Annual Meeting of Shareholders to be
held on May 16, 2008, under the heading “Security Ownership of Certain Beneficial Owners and Management” and are
incorporated herein by reference.

Equity Compensation Plans

The table below sets forth information regarding shares of the Company’s common stock authorized for issuance under
the following equity compensation plans and agreements:

Coastal Banking Company, Inc. 2000 Stock Incentive Plan (the “Coastal Plan”)
First Capital Bank Holding Corporation 1999 Stock Incentive Plan (the “First Capital Plan’)
Coastal Banking Company, Inc. Stock Warrant Agreements

Equity Compensation Plan Information

Number of Securities to be

Issued Upon Exercise of Number of Securities
Outstanding Options, Weighted Average Exercise Remaining for Future
Plan Warrants and Rights Price of Outstanding Options Issuance
Equity Plans Approved by
Security Holders 240,487 g 12.16 173,876(2)
Equity Compensation Plans Not
Approved by Security
Holders 184,595 8.65 -
Total 425,082 10.64 173,876
(1 Includes 168,586 shares subject to options issued under the Coastal Plan and 71,901 shares subject to options issued
under the First Capital Plan.
(2) Reflects shares available for issuance under the Coastal Plan. No shares are available for issuance under the First

Capital Plan. The total number of shares authorized for issuance under the Coastal Plan automatically increases each time the
Company issues additional shares of common stock, so that the aggregate number of shares authorized for issuance continues to
equal 15% of the total number of outstanding shares of the Company’s common stock. The total number of shares authorized for
issuance under the Coastal Plan as of December 31, 2007 was 385,584.

60

75 of 79 1/15/2009 10:53 PM



Coastal Banking Company http://www.sec.gov/Archives/edgar/data/1093897/0001354488080003...

Table of Contents

Stock Option Plans

The Coastal Plan was approved by shareholders on May 23, 2000. Coastal Banking Company, Inc. assumed the First Capital
Plan in connection with the merger of First Capital Bank Holding Company with and into Coastal Banking Company, Inc. on
October 1, 2005. As a result of the merger, each outstanding option under the First Capital Plan was converted into an option to
purchase Coastal Banking Company, Inc. common stock. Coastal assumed and maintains the First Capital Plan solely to
administer the options that were outstanding as of the effective time of the merger. As of the effective time of the merger, the
Company elected to discontinue the issuance of options under the First Capital Plan.

Stock Warrants

Our outstanding stock warrant agreements were not approved by shareholders. Each of our organizers received, for no
additional consideration, a warrant to purchase one share of common stock for $8.65 per share for each share purchased during
our initial public offering. The warrants are represented by separate warrant agreements. The warrants vested in equal annual
increments over the three-year period beginning on December 2, 1999 and expire on the earlier of December 2, 2009 or 120 days
after the warrant holder ceases to be a director, officer or employee of the Company or Lowcountry National Bank, provided that
if the warrant holder ceases to be a director, officer or employee due to death, the Company may extend the warrant holder’s
right to exercise for any period through December 2, 2009. The warrants may not be assigned, transferred, pledged, or
hypothecated in any way. If the OCC or the FDIC issues a capital directive or other order requiring the bank to obtain additional
capital, the warrants may be forfeited, if not immediately exercised.

Item 13. Certain Relationships and Related Transactions

The responses to this Item are included in the company’s Proxy Statement for the Annual Meeting of Shareholders held on
May 16, 2008, under the headings “Related Party Transactions” and “Compensation” and are incorporated herein by reference.

Item 14. Principal Accountant Fees and Services

The responses to this Item are included in the company’s Proxy Statement for the Annual Meeting of Shareholders to be held on
May 16, 2008, under the heading “Independent Registered Public Accounting Firm” and are incorporated herein by reference.

Item 15. Exhibits

3.1  Articles of Incorporation.

3.2.  Bylaws (incorporated by reference to Exhibit 3.3 of the Registration Statement on Form SB-2, File
No. 333-86371).

4.1.  See Exhibits 3.1 and 3.2 for provisions in the company’s Articles of Incorporation and Bylaws defining the
rights of holders’ of the common stock.

4.2. Form of certificate of common stock (incorporated by reference to Exhibit 4.2 of the Registration Statement on
Form SB-2, File No. 333-86371).

4.3  Coastal Banking Company, Inc. Indenture dated May 18, 2004

4.4 Amended and Restated Declaration of Trust dated May 18, 2004

4.5  Guarantee Agreement, Coastal Banking Company, Inc. dated May 18, 2004

4.6  Coastal Banking Company Junior Subordinated Indenture dated June 30, 2006

4.7  Coastal Banking Company, Inc. Amended and Restated Trust Agreement, dated as of June 30, 2006.

4.8  Guarantee Agreement between Coastal Banking Company, Inc., as Guarantor, and Wilmington Trust Company,
as Guarantee Trustee, dated as of June 30, 2006.

10.1 Employment Agreement dated August 12, 1999 between the company and Randolph Kohn (incorporated by
reference to Exhibit 10.1 of the Registration Statement on Form SB-2, File No. 333-86371).*

10.2  Form of Stock Warrant Agreement (incorporated by reference to Exhibit 10.8 of the Registration Statement on
Form SB-2, File No. 333-86371).*
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10.2.1 First Amendment to the Coastal Banking Co. Inc Form of Stock Warrant Agreement (incorporated by Reference

10.3

10.4

10.5

10.6

10.7

10.8

10.9

10.10

10.11

10.12

10.13
10.14
21.1
23.1
24.1
31.1
31.2
32.1

*

to Exhibit 10.10 to the Registration Statement on Form S-4, File No. 333-125318, filed May 27, 2005).

Coastal Banking Company, Inc. 2000 Stock Incentive Plan and Form of Stock Option Agreement (incorporated
by reference to Exhibit 10.7 of the Form 10-K for the period ended December 31, 2002, File No. 333-86371).*

Lease Agreement between Lowcountry National Bank and Bright O’Hare Moss Creek Partnership, dated
January 14, 2003 (incorporated by reference to Exhibit 10.7 of the Form 10-K for the period ended
December 31, 2002, File No. 333-86371).

Form of Lowcountry National Bank Director Deferred Fee Agreement. (incorporated by reference to
Exhibit 10.5 of the Form 10-K for the period ended December 31, 2004, File No. 000-28333)*

Form of Lowcountry National Bank Executive Deferred Compensation Fee Agreement.(incorporated by
reference to Exhibit 10.5 of the Form 10-K for the period ended December 31, 2004, File No. 333-86371)*

Employment Agreement dated April 6, 2005 between the company and Randolph Kohn (incorporated by
reference to Exhibit 10.1 of the Current Report on Form 8-K, File No. 000-28333).*

Employment Agreement dated October 1, 2005 between the company and Michael Sanchez (incorporated by
reference to Exhibit 10.2 of the Current Report on Form 8-K, File No. 000-28333).*

Salary Continuation Agreement dated April 6, 2005 between the company and Gary Horn (incorporated by
reference to Exhibit 10.4 of the Current Report on Form 8-K, File No. 000-28333).*

Salary Continuation Agreement dated April 6, 2005 between the company and James Pate (incorporated by
reference to Exhibit 10.3 of the Current Report on Form 8-K, File No. 000-28333).*

Salary Continuation Agreement dated October 1, 2005 between the company and Timothy Ayers (incorporated
by reference to Exhibit 10.11 of the Annual Report on Form 10-K; File No. 000-28333)*

Salary Continuation Agreement dated October 1, 2005 between the company and Leo Deas (incorporated by
reference to Exhibit 10.11 of the Annual Report on Form 10-K; File No. 000-28333)*

Form of Amendment to Lowcountry National Bank Director Deferred Fee Agreement*
Employment Agreement dated September 10, 2007 between the company and Paul R. Garrigues*
Subsidiaries of the Company.

Consent of Certified Public Accountant.

Power of Attorney (contained as part of the signature pages herewith).

Rule 13a-14(a) Certification of the Chief Executive Officer.

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

Section 1350 Certifications.
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Management contract or compensatory plan or arrangement required to be filed as an Exhibit to this Annual Report on
Form 10-K.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, Coastal Banking
Company, Inc. has duly caused this Report to be signed on its behalf by the undersigned, thereunto duly authorized.

COASTAL BANKING COMPANY, INC.

By: /s/ Michael G. Sanchez

Michael G. Sanchez
Chief Executive Officer

Date: March 14,2008

POWER OF ATTORNEY

KNOW ALL MEN BY THESE PRESENTS, that each person whose signature appears on the signature page to this
Report constitutes and appoints Randolph C. Kohn and Michael G. Sanchez his or her true and lawful attorneys-in-fact and
agents, with full power of substitution and resubstitution, for him or her and in his or her name, place, and stead, in any and all
capacities, to sign any and all amendments to this Report, and to file the same, with all exhibits hereto, and other documents in
connection herewith with the Securities and Exchange Commission, granting unto said attorneys-in-fact and agents, full power
and authority to do and perform each and every act and thing requisite and necessary to be done in and about the premises, as
fully to all intents and purposes as they might or could do in person, hereby ratifying and confirming all that said attorneys-in-fact

and agents or their substitute or substitutes, may lawfully do or cause to be done by virtue hereof.

Pursuant to the requirements of the Securities Exchange Act of 1934, this Report has been signed below by the following

persons on behalf of Coastal Banking Company, Inc. and in the capacities and on the dates indicated.

Signature Title Date
/s/ Ron Anderson Director March 19, 2008
Ron Anderson
/s/ Christina H. Bryan Director March 18, 2008
Christina H. Bryan
/s/ Suellen Rodeffer Garner Chairman of the Board of March 19, 2008
Suellen Rodeffer Garner Directors
/s/ Paul R. Garrigues Chief Financial Officer March 14, 2008
Paul R. Garrigues **
/s/ Dennis O. Green Director March 14, 2008
Dennis O. Green
/s/ James W. Holden, Jr. Director March 17, 2008

James W. Holden, Jr.
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/s/ Ladson F. Howell
Ladson F. Howell

/s/ James C. Key

James C. Key

/s/ Randolph C. Kohn
Randolph C. Kohn

/s/ Robert B. Pinkerton
Robert B. Pinkerton

/s/ Michael G. Sanchez
Michael G. Sanchez*

/s/ Edward E. Wilson
Edward E. Wilson

Marshall E. Wood

*  Principal Executive Officer
**  Principal Financial and Accounting Officer
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Vice Chairman of the Board of

Directors

Director

President and

Director

Director

Chief Executive Officer and Director

Director

Director

64

March 14, 2008

March 14, 2008

March 14, 2008

March 14, 2008

March 14, 2008

March 18, 2008

March 19, 2008
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EX-3.12 ex31.htm AMENDED AND RESTATED ARTICLES OF INCORPORATION
Exhibit 3.1

COASTAL BANKING COMPANY
AMENDMENT TO ARTICLES OF INCORPORATION

On February 22, 2008, Coastal Banking Company, Inc. filed an amendment to its Articles of
Incorporation to add the following new Articles to its Articles of Incorporation:

“Consideration of Certain Business Transactions.

(a) In any case in which the Act or other applicable law requires shareholder approval of
any merger or share exchange of the Corporation with or into any other corporation, or
any sale, lease, exchange or other disposition of all or substantially all of the assets of
the Corporation to any other corporation, person or other entity, approval of such
actions shall require either:

(1) the affirmative vote of two-thirds (2/3) of the directors of the Corporation
then in office and the affirmative vote of a majority of the issued and
outstanding shares of the Corporation entitled to vote; or

(11) the affirmative vote of a majority of the directors of the Corporation then in
office and the affirmative vote of the holders of at least two-thirds (2/3) of
the issued and outstanding shares of the Corporation entitled to vote.

(b) The Board of Directors shall have the power to determine for the purposes of this
Article, on the basis of information known to the Corporation, whether any sale, lease
or exchange or other disposition of part of the assets of the Corporation involves
substantially all of the assets of the Corporation.

(c) Unless two-thirds (2/3) of the directors then in office shall approve the proposed
change, this Article may be amended or rescinded only by the affirmative vote of the
holders of at least two-thirds (2/3) of the issued and outstanding shares of the
Corporation entitled to vote thereon, at any regular or special meeting of the
shareholders, and notice of the proposed change must be contained in the notice of the
meeting.”
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AMENDED AND RESTATED
ARTICLES OF INCORPORATION
TO THE
ARTICLES OF INCORPORATION
OF
COASTAL BANKING COMPANY, INC.

ARTICLE ONE
NAME

The name of the corporation is Coastal Banking Company, Inc. (the "Corporation"). The original
articles of incorporation were filed on June 8, 1999.

ARTICLE TWO
ADDRESS AND REGISTERED AGENT

The street address of the initial registered office of the Corporation is 36 West Sea Island
Parkway, Beaufort, South Carolina 29902. The name of the Corporation's initial registered agent at such
address shall be Randolph C. Kohn.

ARTICLE THREE
CAPITALIZATION

The Corporation shall have the authority, exercisable by its board of directors, to issue up to
10,000,000 shares of voting common stock, par value $.01 per share, and to issue up to 10,000,000 shares
of preferred stock, par value $.01 per share. The board of directors shall have the authority to specify the
preferences, limitations and relative rights of each class of preferred stock.

ARTICLE FOUR
PREEMPTIVE RIGHTS

The shareholders shall not have any preemptive rights to acquire additional stock in the
Corporation.

ARTICLE FIVE
NO CUMULATIVE VOTING RIGHTS

The Corporation elects not to have cumulative voting, and no shares issued by this Corporation
may be cumulatively voted for directors of the Corporation (or for any other decision).
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ARTICLE SIX
LIMITATION ON DIRECTOR LIABILITY

No director of the Corporation shall be personally liable to the Corporation or its shareholders for
monetary damages for breach of the duty of care or any other duty as a director, except that such liability
shall not be eliminated for:

(1) any breach of the director's duty of loyalty to the Corporation or its shareholders;

(i1) acts or omissions not in good faith or which involve gross negligence, intentional
misconduct, or a knowing violation of law;

(1i1) lability imposed under Section 33-8-330 (or any successor provision or redesignation
thereof) of the Act; and

(iv) any transaction from which the director derived an improper personal benefit.

If at any time the Act shall have been amended to authorize the further elimination or limitation of
the liability of a director, then the liability of each director of the Corporation shall be eliminated or
limited to the fullest extent permitted by the Act, as so amended, without further action by the
shareholders, unless the provisions of the Act, as amended, require further action by the shareholders.

Any repeal or modification of the foregoing provisions of this Article Six shall not adversely affect
the elimination or limitation of liability or alleged liability pursuant hereto of any director of the
Corporation for or with respect to any alleged act or omission of the director occurring prior to such a
repeal or modification.

ARTICLE SEVEN
CONTROL SHARE ACQUISITIONS

The provisions of Title 35, Chapter 2, Article 1 of the Code of Laws of South Carolina shall not
apply to control share acquisitions of shares of the Corporation.

3 of 5 1/15/2009 10:54 PM



ex 3.1 http://www.sec.gov/Archives/edgar/data/1093897/0001354488080003...

ARTICLE EIGHT
CLASSIFIED BOARD OF DIRECTORS

At any time that the Board has six or more members the terms of office of directors will be
staggered by dividing the total number of directors into three classes, with each class accounting for
one-third, as near as may be, of the total. Upon the filing of this amended and restated articles of
incorporation (the “Articles”), the directors and their classes will be as follows:

Class I Class 11 Class III
James W. Holden Ladson F. Howell Randolph C. Kohn
James C. Key Dennis O. Green Robert B. Pinkerton
Michael G. Sanchez Ron Anderson Robert L. Peters
Christina H. Bryan Suellen Rodeffer Garner Edward E. Wilson

The terms of directors in the first class expire at the first annual shareholders' meeting after the
filing of the Articles, the terms of the second class expire at the second annual shareholders' meeting after
the filing of the Articles, and the terms of the third class expire at the third annual shareholders' meeting
after the filing of the Articles. At each annual shareholders' meeting held thereafter, directors shall be
chosen for a term of three years to succeed those whose terms expire. If the number of directors is
changed, any increase or decrease shall be so apportioned among the classes as to make all classes as
nearly equal in number as possible, and when the number of directors is increased and any newly created
directorships are filled by the board, the terms of the additional directors shall expire at the next election
of directors by the shareholders. Each director, except in the case of his earlier death, written resignation,
retirement, disqualification or removal, shall serve for the duration of his term, as staggered, and
thereafter until his successor shall have been elected and qualified.

ARTICLE NINE
CONSIDERATION OF OTHER CONSTITUENCIES

In discharging the duties of their respective positions and in determining what is in the best
interests of the Corporation, the board of directors, committees of the board of directors, and individual
directors, in addition to considering the effects of any actions on the Corporation and its shareholders,
may consider the interests of the employees, customers, suppliers, creditors, and other constituencies of
the Corporation and its subsidiaries, the communities and geographical areas in which the Corporation and
its subsidiaries operate or are located, and all other factors such directors consider pertinent. This
provision solely grants discretionary authority to the board of directors and shall not be deemed to provide
to any other constituency any right to be considered.

ARTICLE TEN
NAME AND ADDRESS OF THE SOLE INCORPORATOR

The sole incorporator is Randolph C. Kohn, whose address is 36 West Sea Island Parkway,
Beaufort, South Carolina 29902.
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IN WITNESS WHEREOF, the undersigned has executed these Articles of Incorporation as of the
date indicated below.

By: /s/ Randy Kohn

Randolph C. Kohn
Chief Executive Officer

Date: September , 2005
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COASTAL BANKING COMPANY, INC.
as Company

INDENTURE
Dated as of May 18, 2004

JPMORGAN CHASE BANK
As Trustee

JUNIOR SUBORDINATED DEBT SECURITIES

Due July 23,2034

EXHIBIT 4.3
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SECTION 1.01.  Definitions

Additional Interest
Additional Provisions
Authenticating Agent
Bankruptcy Law
Board of Directors
Board Resolution
Business Day
Calculation Agent
Capital Securities
Capital Securities Guarantee
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THIS INDENTURE, dated as of May 18, 2004, between Coastal Banking Company, Inc., a
bank holding company incorporated in South Carolina (hereinafter sometimes called the "Company"), and
JPMorgan Chase Bank as trustee (hereinafter sometimes called the "Trustee").

WITNESSETH:

WHEREAS, for its lawful corporate purposes, the Company has duly authorized the
issuance of its Junior Subordinated Debt Securities due July 23, 2034 (the "Debt Securities") under this
Indenture and to provide, among other things, for the execution and authentication, delivery and
administration thereof, the Company has duly authorized the execution of this Indenture.

NOW, THEREFORE, in consideration of the premises, and the purchase of the Debt
Securities by the holders thereof, the Company covenants and agrees with the Trustee for the equal and
proportionate benefit of the respective holders from time to time of the Debt Securities as follows:

ARTICLE I

DEFINITIONS
SECTION 1.01. Definitions.

The terms defined in this Section 1.01 (except as herein otherwise expressly provided or
unless the context otherwise requires) for all purposes of this Indenture and of any indenture supplemental
hereto shall have the respective meanings specified in this Section 1.01. All accounting terms used herein
and not expressly defined shall have the meanings assigned to such terms in accordance with generally
accepted accounting principles and the term "generally accepted accounting principles" means such
accounting principles as are generally accepted in the United States at the time of any computation. The
words "herein," "hereof' and "hereunder" and other words of similar import refer to this Indenture as a
whole and not to any particular Article, Section or other subdivision.

"Additional Interest" shall have the meaning set forth in Section 3.06.
"Additional Provisions" shall have the meaning set forth in Section 15.01.

"Authenticating Agent" means any agent or agents of the Trustee which at the time shall be appointed and acting
pursuant to Section 6.12.

"Bankruptcy Law" means Title 11, U.S. Code, or any similar federal or state law for the relief of debtors.

"Board of Directors" means the board of directors or the executive committee or any other duly authorized
designated officers of the Company.
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"Board Resolution" means a copy of a resolution certified by the Secretary or an Assistant Secretary of the
Company to have been duly adopted by the Board of Directors and to be in full force and effect on the date of such certification
and delivered to the Trustee.

"Business Day" means any day other than a Saturday, Sunday or any other day on which banking institutions in
Wilmington, Delaware, New York City or the city of the Principal Office of either the Trustee or the Company are permitted or
required by any applicable law or executive order to close.

"Calculation Agent" means the Person identified as "Trustee" in the first paragraph hereof with respect to the
Debt Securities and the Institutional Trustee with respect to the Trust Securities.

"Capital Securities" means undivided beneficial interests in the assets of the Trust which are designated as "TP
Securities" and rank pari passu with Common Securities issued by the Trust; provided, however, that if an Event of Default (as
defined in the Declaration) has occurred and is continuing, the rights of holders of such Common Securities to payment in respect
of distributions and payments upon liquidation, redemption and otherwise are subordinated to the rights of holders of such
Capital Securities.

"Capital Securities Guarantee" means the guarantee agreement that the Company will enter into with JPMorgan
Chase Bank or other Persons that operates directly or indirectly for the benefit of holders of Capital Securities of the Trust.

"Capital Treatment Event" means, if the Company is organized and existing under the laws of the United States
or any state thereof or the District of Columbia, the receipt by the Company and the Trust of an Opinion of Counsel experienced
in such matters to the effect that, as a result of (a) any amendment to, or change (including any announced prospective change) in,
the laws, rules or regulations of the United States or any political subdivision thereof or therein, or any rules, guidelines or
policies of any applicable regulatory authority for the Company or (b) any official or administrative pronouncement or action or
decision interpreting or applying such laws, rules or regulations, which amendment or change is effective or which
pronouncement, action or decision is announced on or after the date of original issuance of the Debt Securities, there is more than
an insubstantial risk that within 90 days of the receipt of such opinion, the aggregate Liquidation Amount of the Capital Securities
will not be eligible to be treated by the Company as "Tier 1 Capital" (or the then equivalent thereof) for purposes of the capital
adequacy guidelines of the Federal Reserve (or any successor regulatory authority with jurisdiction over bank or financial
holding companies), as then in effect and applicable to the Company (or if the Company is not a bank holding company, such
guidelines applied to the Company as if the Company were subject to such guidelines); provided, however, that the inability of
the Company to treat all or any portion of the aggregate Liquidation Amount of the Capital Securities as Tier 1 Capital shall not
constitute the basis for a Capital Treatment Event, if such inability results from the Company having cumulative preferred stock,
minority interests in consolidated subsidiaries, or any other class of security or interest which the Federal Reserve or OTS, as
applicable, may now or hereafter accord Tier 1 Capital treatment in excess of the amount which may now or hereafter qualify for
treatment as Tier 1 Capital under applicable capital adequacy guidelines; provided further, however, that the distribution of the
Debt Securities in connection with the
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liquidation of the Trust by the Company shall not in and of itself constitute a Capital Treatment Event
unless such liquidation shall have occurred in connection with a Tax Event or an Investment Company
Event.

"Certificate" means a certificate signed by any one of the principal executive officer, the principal financial
officer or the principal accounting officer of the Company.

"Common Securities" means undivided beneficial interests in the assets of the Trust which are designated as
"Common Securities" and rank pari passu with Capital Securities issued by the Trust; provided, however, that if an Event of
Default (as defined in the Declaration) has occurred and is continuing, the rights of holders of such Common Securities to
payment in respect of distributions and payments upon liquidation, redemption and otherwise are subordinated to the rights of
holders of such Capital Securities.

"Company" means Coastal Banking Company, Inc., a bank holding company incorporated in South Carolina,
and, subject to the provisions of Article XI, shall include its successors and assigns.

"Debt Security" or "Debt Securities" has the meaning stated in the first recital of this Indenture.
"Debt Security Register" has the meaning specified in Section 2.05.

"Declaration" means the Amended and Restated Declaration of Trust of the Trust dated as of May 18, 2004, as
amended or supplemented from time to time.

"Default" means any event, act or condition that with notice or lapse of time, or both, would constitute an Event
of Default.

"Defaulted Interest" has the meaning set forth in Section 2.08.
"Deferred Interest" has the meaning set forth in Section 2.11.

"Event of Default" means any event specified in Section 5.01, which has continued for the period of time, if
any, and after the giving of the notice, if any, therein designated.

"Extension Period" has the meaning set forth in Section 2.11.
"Federal Reserve" means the Board of Governors of the Federal Reserve System.

"Indenture" means this instrument as originally executed or, if amended or supplemented as herein provided, as
so amended or supplemented, or both.

"Initial Purchaser" means the initial purchaser of the Capital Securities.

"Institutional Trustee" has the meaning set forth in the Declaration.
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"Interest Payment Date" means January 23, April 23, July 23 and October 23 of each year, commencing on July
23, 2004, during the term of this Indenture.

"Interest Payment Period" means the period from and including an Interest Payment Date,
or in the case of the first Interest Payment Period, the original date of issuance of the Debt Securities, to,
but excluding, the next succeeding Interest Payment Date or, in the case of the last Interest Payment
Period, the Redemption Date, Special Redemption Date or Maturity Date, as the case may be.

"Interest Rate" means, with respect to any Interest Period, a per annum rate of interest, equal to LIBOR, as
determined on the LIBOR Determination Date for such Interest Payment Date, plus 2.75%; provided, however, that the Interest
Rate for any Interest Payment Period may not exceed the highest rate permitted by New York law, as the same may be modified
by United States law of general application.

"Investment Company Event" means the receipt by the Company and the Trust of an Opinion of Counsel
experienced in such matters to the effect that, as a result of a change in law or regulation or written change (including any
announced prospective change) in interpretation or application of law or regulation by any legislative body, court, governmental
agency or regulatory authority, there is more than an insubstantial risk that the Trust is or, within 90 days of the date of such
opinion will be, considered an "investment company" that is required to be registered under the Investment Company Act of
1940, as amended, which change or prospective change becomes effective or would become effective, as the case may be, on or
after the date of the original issuance of the Debt Securities.

"LIBOR" means the London Interbank Offered Rate for U.S. Dollar deposits in Europe as determined by the
Calculation Agent according to Section 2.10(b).

"LIBOR Banking Day" has the meaning set forth in Section 2.10(b)(1).

"LIBOR Business Day" has the meaning set forth in Section 2.10(b)(1).

"LIBOR Determination Date" has the meaning set forth in Section 2.10(b).
"Liquidation Amount" means the liquidation amount of $1,000 per Trust Security.
"Maturity Date" means July 23, 2034.

"Notice" has the meaning set forth in Section 2.11.

"Officers' Certificate" means a certificate signed by the Chairman of the Board, the Vice Chairman, the
President or any Vice President, and by the Chief Financial Officer, the Treasurer, an Assistant Treasurer, the Comptroller, an
Assistant Comptroller, the Secretary or an Assistant Secretary of the Company, and delivered to the Trustee. Each such
certificate shall include the statements provided for in Section 14.06 if and to the extent required by the provisions of such
Section.
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"Opinion of Counsel" means an opinion in writing signed by legal counsel, who may be an employee of or
counsel to the Company, or may be other counsel reasonably satisfactory to the Trustee. Each such opinion shall include the
statements provided for in Section 14.06 if and to the extent required by the provisions of such Section.

"OTS" means the Office of Thrift Supervision and any successor federal agency that is primarily responsible
for regulating the activities of savings and loan holding companies.

"Outstanding" means, when used with reference to Debt Securities, subject to the provisions of Section 7.04, as
of any particular time, all Debt Securities authenticated and delivered by the Trustee or the Authenticating Agent under this
Indenture, except

(a) Debt Securities theretofore canceled by the Trustee or the Authenticating Agent or
delivered to the Trustee for cancellation;

(b) Debt Securities, or portions thereof, for the payment or redemption of which
moneys in the necessary amount shall have been deposited in trust with the Trustee or with any Paying
Agent (other than the Company) or shall have been set aside and segregated in trust by the Company (if
the Company shall act as its own Paying Agent); provided, that, if such Debt Securities, or portions
thereof, are to be redeemed prior to maturity thereof, notice of such redemption shall have been given as
provided in Articles X and XIV or provision satisfactory to the Trustee shall have been made for giving
such notice; and

(©) Debt Securities paid pursuant to Section 2.06 or in lieu of or in substitution for
which other Debt Securities shall have been authenticated and delivered pursuant to the terms of Section
2.06 unless proof satisfactory to the Company and the Trustee is presented that any such Debt Securities
are held by bona fide holders in due course.

"Paying Agent" has the meaning set forth in Section 3.04(e).

"Person" means any individual, corporation, limited liability company, partnership, joint venture, association,
joint-stock company, trust, unincorporated organization or government or any agency or political subdivision thereof.

"Predecessor Security" of any particular Debt Security means every previous Debt Security evidencing all or a
portion of the same debt as that evidenced by such particular Debt Security; and, for the purposes of this definition, any Debt
Security authenticated and delivered under Section 2.06 in lieu of a lost, destroyed or stolen Debt Security shall be deemed to
evidence the same debt as the lost, destroyed or stolen Debt Security.

"Principal Office of the Trustee" means the office of the Trustee, at which at any particular time its corporate
trust business shall be principally administered, which at all times shall be located within the United States and at the time of the

execution of this Indenture shall be 600 Travis Street, 50 F loor, Houston, Texas 77002.

"Redemption Date" has the meaning set forth in Section 10.01.

17 of 82 1/15/2009 10:54 PM



http://www.sec.gov/Archives/edgar/data/1093897/0001354488080003...

"Redemption Price" means 100% of the principal amount of the Debt Securities being redeemed plus accrued
and unpaid interest on such Debt Securities to the Redemption Date.

"Responsible Officer" means, with respect to the Trustee, any officer within the Principal Office of the Trustee
with direct responsibility for the administration of the Indenture, including any vice-president, any assistant vice-president, any
secretary, any assistant secretary, the treasurer, any assistant treasurer, any trust officer or other officer of the Principal Office of
the Trustee customarily performing functions similar to those performed by any of the above designated officers and also means,
with respect to a particular corporate trust matter, any other officer to whom such matter is referred because of that officer's
knowledge of and familiarity with the particular subject.

"Securityholder," "holder of Debt Securities" or other similar terms, means any Person in whose name at the
time a particular Debt Security is registered on the Debt Security Register.

"Senior Indebtedness" means, with respect to the Company, (i) the principal, premium, if any, and interest in
respect of (A) indebtedness of the Company for money borrowed and (B) indebtedness evidenced by securities, debentures,
notes, bonds or other similar instruments issued by the Company; (ii) all capital lease obligations of the Company; (iii) all
obligations of the Company issued or assumed as the deferred purchase price of property, all conditional sale obligations of the
Company and all obligations of the Company under any title retention agreement (but excluding trade accounts payable arising in
the ordinary course of business); (iv) all obligations of the Company for the reimbursement of any letter of credit, any banker's
acceptance, any security purchase facility, any repurchase agreement or similar arrangement, any interest rate swap, any other
hedging arrangement, any obligation under options or any similar credit or other transaction; (v) all obligations of the type
referred to in clauses (i) through (iv) above of other Persons for the payment of which the Company is responsible or liable as
obligor, guarantor or otherwise; and (vi) all obligations of the type referred to in clauses (i) through (v) above of other Persons
secured by any lien on any property or asset of the Company (whether or not such obligation is assumed by the Company),
whether incurred on or prior to the date of this Indenture or thereafter incurred, unless, with the prior approval of the Federal
Reserve if not otherwise generally approved, it is provided in the instrument creating or evidencing the same or pursuant to
which the same is outstanding, that such obligations are not superior or are pari passu in right of payment to the Debt Securities;
provided, however, that Senior Indebtedness shall not include (A) any debt securities issued to any trust other than the Trust (or a
trustee of such trust) that is a financing vehicle of the Company (a “financing entity””), in connection with the issuance by such
financing entity of equity or other securities in transactions substantially similar in structure to the transactions contemplated
hereunder and in the Declaration or (B) any guarantees of the Company in respect of the equity or other securities of any financing
entity referred to in clause (A) above.

"Special Event" means any of a Tax Event, an Investment Company Event or a Capital Treatment Event.

"Special Redemption Date" has the meaning set forth in Section 10.02.
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"Special Redemption Price" means, with respect to the redemption of any Debt Security
following a Special Event, an amount in cash equal to 103.525% of the principal amount of Debt
Securities to be redeemed prior to July 23, 2005 and thereafter equal to the percentage of the principal
amount of the Debt Securities that is specified below for the Special Redemption Date plus, in each case,
unpaid interest accrued thereon to the Special Redemption Date:

Special Redemption During the

12-Month Period Beginning July 23 Percentage of Principal Amount
2005 103.140%
2006 102.355%
2007 101.570%
2008 100.785%
2009 and thereafter 100.000%

"Subsidiary" means, with respect to any Person, (i) any corporation, at least a majority of the outstanding
voting stock of which is owned, directly or indirectly, by such Person or by one or more of its Subsidiaries, or by such Person
and one or more of its Subsidiaries, (ii) any general partnership, joint venture or similar entity, at least a majority of the
outstanding partnership or similar interests of which shall at the time be owned by such Person, or by one or more of its
Subsidiaries, or by such Person and one or more of its Subsidiaries, and (iii) any limited partnership of which such Person or any
of its Subsidiaries is a general partner. For the purposes of this definition, "voting stock" means shares, interests, participations
or other equivalents in the equity interest (however designated) in such Person having ordinary voting power for the election of a
majority of the directors (or the equivalent) of such Person, other than shares, interests, participations or other equivalents having
such power only by reason of the occurrence of a contingency.

"Tax Event" means the receipt by the Company and the Trust of an Opinion of Counsel experienced in such
matters to the effect that, as a result of any amendment to or change (including any announced prospective change) in the laws or
any regulations thereunder of the United States or any political subdivision or taxing authority thereof or therein, or as a result of
any official administrative pronouncement (including any private letter ruling, technical advice memorandum, field service
advice, regulatory procedure, notice or announcement, including any notice or announcement of intent to adopt such procedures or
regulations (an "Administrative Action")) or judicial decision interpreting or applying such laws or regulations, regardless of
whether such Administrative Action or judicial decision is issued to or in connection with a proceeding involving the Company
or the Trust and whether or not subject to review or appeal, which amendment, clarification, change, Administrative Action or
decision is enacted, promulgated or announced, in each case on or after the date of original issuance of the Debt Securities, there
is more than an insubstantial risk that: (i) the Trust is, or will be within 90 days of the date of such opinion, subject to United
States federal income tax with respect to income received or accrued on the Debt Securities; (ii) interest payable by the Company
on the Debt Securities is not, or within 90 days of the date of such opinion, will not be, deductible by the Company, in whole or
in part, for United States federal income tax purposes; or (iii) the Trust is, or will be within 90 days of the date of such opinion,
subject to or otherwise required to pay, or
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required to withhold from distributions to holders of Trust Securities, more than a de minimis amount of
other taxes (including withholding taxes), duties, assessments or other governmental charges.

"Trust" means Coastal Banking Company Trust I, the Delaware statutory trust, or any other similar trust created
for the purpose of issuing Capital Securities in connection with the issuance of Debt Securities under this Indenture, of which the
Company is the sponsor.

"Trust Indenture Act" means the Trust Indenture Act of 1939, as amended from time-to-time, or any successor
legislation.

"Trust Securities" means Common Securities and Capital Securities of Coastal Banking Company Trust L.

"Trustee" means the Person identified as "Trustee" in the first paragraph hereof, and, subject to the provisions
of Article VI hereof, shall also include its successors and assigns as Trustee hereunder.

"United States" means the United States of America and the District of Columbia.

"U.S. Person" has the meaning given to United States Person as set forth in Section 7701(a)(30) of the Internal
Revenue Code of 1986, as amended.

ARTICLE II

DEBT SECURITIES

SECTION 2.01. Authentication and Dating.

Upon the execution and delivery of this Indenture, or from time to time thereafter, Debt
Securities in an aggregate principal amount not in excess of $3,093,000 may be executed and delivered by
the Company to the Trustee for authentication, and the Trustee shall thereupon authenticate and make
available for delivery said Debt Securities to or upon the written order of the Company, signed by its
Chairman of the Board of Directors, Vice Chairman, President or Chief Financial Officer or one of its
Vice Presidents, without any further action by the Company hereunder. In authenticating such Debt
Securities, and accepting the additional responsibilities under this Indenture in relation to such Debt
Securities, the Trustee shall be entitled to receive, and (subject to Section 6.01) shall be fully protected in
relying upon a copy of any Board Resolution or Board Resolutions relating thereto and, if applicable, an
appropriate record of any action taken pursuant to such resolution, in each case certified by the Secretary
or an Assistant Secretary or other officers with appropriate delegated authority of the Company as the
case may be.

The Trustee shall have the right to decline to authenticate and deliver any Debt Securities
under this Section if the Trustee, being advised in writing by counsel, determines that such action may not
lawfully be taken or if a Responsible Officer of the Trustee in good faith shall determine that such action
would expose the Trustee to personal liability to existing Securityholders. The Trustee shall also be
entitled to receive an opinion of counsel to the effect
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that (1) all conditions precedent to the execution, delivery and authentication of the Securities have been
complied with; (2) the Securities are not required to be registered under the Securities Act; and (3) the
Indenture is not required to be qualified under the Trust Indenture Act.

The definitive Debt Securities shall be typed, printed, lithographed or engraved on steel
engraved borders or may be produced in any other manner, all as determined by the officers executing
such Debt Securities, as evidenced by their execution of such Debt Securities.

SECTION 2.02. Form of Trustee's Certificate of Authentication.

The Trustee's certificate of authentication on all Debt Securities shall be in substantially the
following form:

This is one of the Debt Securities referred to in the within-mentioned Indenture.
JPMorgan Chase Bank, not in its individual capacity but solely as Trustee

By

Authorized Signatory

SECTION 2.03. Form and Denomination of Debt Securities.

The Debt Securities shall be substantially in the form of Exhibit A hereto. The Debt
Securities shall be in registered, certificated form without coupons and in minimum denominations of
$100,000 and any multiple of $1,000 in excess thereof. The Debt Securities shall be numbered, lettered, or
otherwise distinguished in such manner or in accordance with such plans as the officers executing the
same may determine with the approval of the Trustee as evidenced by the execution and authentication
thereof.

SECTION 2.04. Execution of Debt Securities.

The Debt Securities shall be signed in the name and on behalf of the Company by the
manual or facsimile signature of any of its Chairman of the Board of Directors, Vice Chairman, President
or Chief Financial Officer or one of its Executive Vice Presidents, Senior Vice Presidents or Vice
Presidents, under its corporate seal (if legally required), which may be affixed thereto or printed, engraved
or otherwise reproduced thereon, by facsimile or otherwise, and which need not be attested. Only such
Debt Securities as shall bear thereon a certificate of authentication substantially in the form herein before
recited, executed by the Trustee or the Authenticating Agent by the manual signature of an authorized
officer, shall be entitled to the benefits of this Indenture or be valid or obligatory for any purpose. Such
certificate by the Trustee or the Authenticating Agent upon any Debt Security executed by the Company
shall be conclusive evidence that the Debt Security so authenticated has been duly authenticated and
delivered hereunder and that the holder is entitled to the benefits of this Indenture.

In case any officer of the Company who shall have signed any of the Debt Securities shall
cease to be such officer before the Debt Securities so signed shall have been authenticated and delivered
by the Trustee or the Authenticating Agent, or disposed of by the Company, such Debt Securities
nevertheless may be authenticated and delivered or disposed of
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as though the Person who signed such Debt Securities had not ceased to be such officer of the Company;
and any Debt Security may be signed on behalf of the Company by such Persons as, at the actual date of
the execution of such Debt Security, shall be the proper officers of the Company, although at the date of
the execution of this Indenture any such person was not such an officer.

Every Debt Security shall be dated the date of its authentication.

SECTION 2.05. Exchange and Registration of Transfer of Debt Securities.

The Company shall cause to be kept, at the office or agency maintained for the purpose of
registration of transfer and for exchange as provided in Section 3.02, a register (the "Debt Security
Register") for the Debt Securities issued hereunder in which, subject to such reasonable regulations as it
may prescribe, the Company shall provide for the registration and transfer of all Debt Securities as
provided in this Article II. Such register shall be in written form or in any other form capable of being
converted into written form within a reasonable time.

Debt Securities to be exchanged may be surrendered at the Principal Office of the Trustee
or at any office or agency to be maintained by the Company for such purpose as provided in Section 3.02,
and the Company shall execute, the Company or the Trustee shall register and the Trustee or the
Authenticating Agent shall authenticate and make available for delivery in exchange therefor the Debt
Security or Debt Securities which the Securityholder making the exchange shall be entitled to receive.
Upon due presentment for registration of transfer of any Debt Security at the Principal Office of the
Trustee or at any office or agency of the Company maintained for such purpose as provided in Section
3.02, the Company shall execute, the Company or the Trustee shall register and the Trustee or the
Authenticating Agent shall authenticate and make available for delivery in the name of the transferee or
transferees a new Debt Security for a like aggregate principal amount. Registration or registration of
transfer of any Debt Security by the Trustee or by any agent of the Company appointed pursuant to
Section 3.02, and delivery of such Debt Security, shall be deemed to complete the registration or
registration of transfer of such Debt Security.

All Debt Securities presented for registration of transfer or for exchange or payment shall
(if so required by the Company or the Trustee or the Authenticating Agent) be duly endorsed by, or be
accompanied by, a written instrument or instruments of transfer in form satisfactory to the Company and
either the Trustee or the Authenticating Agent duly executed by, the holder or such holder's attorney duly
authorized in writing.

No service charge shall be made for any exchange or registration of transfer of Debt
Securities, but the Company or the Trustee may require payment of a sum sufficient to cover any tax, fee
or other governmental charge that may be imposed in connection therewith.

The Company or the Trustee shall not be required to exchange or register a transfer of any
Debt Security for a period of 15 days immediately preceding the date of selection of Debt Securities for
redemption.

Notwithstanding the foregoing, Debt Securities may not be transferred except in
compliance with the restricted securities legend set forth below, unless otherwise determined by
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the Company in accordance with applicable law, which legend shall be placed on each Debt Security:

THIS SECURITY HAS NOT BEEN REGISTERED UNDER THE SECURITIES ACT OF
1933, AS AMENDED (THE "SECURITIES ACT"), OR ANY STATE SECURITIES LAWS OR ANY
OTHER APPLICABLE SECURITIES LAWS. NEITHER THIS SECURITY NOR ANY INTEREST OR
PARTICIPATION HEREIN MAY BE REOFFERED, SOLD, ASSIGNED, TRANSFERRED,
PLEDGED, ENCUMBERED OR OTHERWISE DISPOSED OF IN THE ABSENCE OF SUCH
REGISTRATION OR UNLESS SUCH TRANSACTION IS EXEMPT FROM, OR NOT SUBJECT TO,
THE REGISTRATION REQUIREMENTS OF THE SECURITIES ACT. THE HOLDER OF THIS
SECURITY BY ITS ACCEPTANCE HEREOF AGREES TO OFFER, SELL OR OTHERWISE
TRANSFER SUCH SECURITY ONLY (A) TO THE COMPANY, (B) PURSUANT TO RULE 144A
UNDER THE SECURITIES ACT ("RULE 144A"), TO A PERSON THE HOLDER REASONABLY
BELIEVES IS A "QUALIFIED INSTITUTIONAL BUYER" AS DEFINED IN RULE 144A THAT
PURCHASES FOR ITS OWN ACCOUNT OR FOR THE ACCOUNT OF A QUALIFIED
INSTITUTIONAL BUYER TO WHOM NOTICE IS GIVEN THAT THE TRANSFER IS BEING MADE
IN RELIANCE ON RULE 144A, (C) TO A "NON U.S. PERSON" IN AN "OFFSHORE
TRANSACTION" PURSUANT TO REGULATION S UNDER THE SECURITIES ACT, (D) PURSUANT
TO AN EXEMPTION FROM THE REGISTRATION REQUIREMENTS OF THE SECURITIES ACT TO
AN "ACCREDITED INVESTOR" WITHIN THE MEANING OF SUBPARAGRAPH (a) (1), (2), (3) OR
(7) OF RULE 501 UNDER THE SECURITIES ACT THAT IS ACQUIRING THE SECURITY FOR ITS
OWN ACCOUNT, OR FOR THE ACCOUNT OF SUCH AN "ACCREDITED INVESTOR," FOR
INVESTMENT PURPOSES AND NOT WITH A VIEW TO, OR FOR OFFER OR SALE IN
CONNECTION WITH, ANY DISTRIBUTION IN VIOLATION OF THE SECURITIES ACT, OR (E)
PURSUANT TO ANOTHER AVAILABLE EXEMPTION FROM THE REGISTRATION
REQUIREMENTS OF THE SECURITIES ACT, SUBJECT TO THE COMPANY'S RIGHT PRIOR TO
ANY SUCH OFFER, SALE OR TRANSFER PURSUANT TO CLAUSES (D) OR (E) TO REQUIRE THE
DELIVERY OF AN OPINION OF COUNSEL, CERTIFICATION AND/OR OTHER INFORMATION
SATISFACTORY TO IT IN ACCORDANCE WITH THE INDENTURE, A COPY OF WHICH MAY BE
OBTAINED FROM THE COMPANY. THE HOLDER OF THIS SECURITY BY ITS ACCEPTANCE
HEREOF AGREES THAT IT WILL COMPLY WITH THE FOREGOING RESTRICTIONS.

THE HOLDER OF THIS SECURITY BY ITS ACCEPTANCE HEREOF AGREES,
REPRESENTS AND WARRANTS THAT IT WILL NOT ENGAGE IN HEDGING TRANSACTIONS
INVOLVING THIS SECURITY UNLESS SUCH TRANSACTIONS ARE IN COMPLIANCE WITH THE
SECURITIES ACT.

THE HOLDER OF THIS SECURITY BY ITS ACCEPTANCE HEREOF ALSO AGREES,
REPRESENTS AND WARRANTS THAT IT IS NOT AN EMPLOYEE BENEFIT, INDIVIDUAL
RETIREMENT ACCOUNT OR OTHER PLAN OR ARRANGEMENT SUBJECT TO TITLE I OF THE
EMPLOYEE RETIREMENT INCOME SECURITY ACT OF 1974, AS AMENDED ("ERISA"), OR
SECTION 4975 OF THE INTERNAL REVENUE CODE OF 1986, AS AMENDED (THE "CODE"),
(EACH A "PLAN"), OR AN ENTITY

-11-

23 of 82 1/15/2009 10:54 PM



http://www.sec.gov/Archives/edgar/data/1093897/0001354488080003...

WHOSE UNDERLYING ASSETS INCLUDE "PLAN ASSETS" BY REASON OF ANY PLAN'S
INVESTMENT IN THE ENTITY AND NO PERSON INVESTING "PLAN ASSETS" OF ANY PLAN
MAY ACQUIRE OR HOLD THIS SECURITY OR ANY INTEREST THEREIN, UNLESS SUCH
PURCHASER OR HOLDER IS ELIGIBLE FOR THE EXEMPTIVE RELIEF AVAILABLE UNDER
U.S. DEPARTMENT OF LABOR PROHIBITED TRANSACTION CLASS EXEMPTION 96-23, 95-60,
91-38, 90-1 OR 84-14 OR ANOTHER APPLICABLE EXEMPTION OR ITS PURCHASE AND
HOLDING OF THIS SECURITY IS NOT PROHIBITED BY SECTION 406 OF ERISA OR SECTION
4975 OF THE CODE WITH RESPECT TO SUCH PURCHASE OR HOLDING. ANY PURCHASER OR
HOLDER OF THIS SECURITY OR ANY INTEREST THEREIN WILL BE DEEMED TO HAVE
REPRESENTED BY ITS PURCHASE AND HOLDING THEREOF THAT EITHER (i) IT IS NOT AN
EMPLOYEE BENEFIT PLAN WITHIN THE MEANING OF SECTION 3(3) OF ERISA, OR A PLAN
TO WHICH SECTION 4975 OF THE CODE IS APPLICABLE, A TRUSTEE OR OTHER PERSON
ACTING ON BEHALF OF AN EMPLOYEE BENEFIT PLAN OR PLAN, OR ANY OTHER PERSON
OR ENTITY USING THE ASSETS OF ANY EMPLOYEE BENEFIT PLAN OR PLAN TO FINANCE
SUCH PURCHASE, OR (i) SUCH PURCHASE WILL NOT RESULT IN A PROHIBITED
TRANSACTION UNDER SECTION 406 OF ERISA OR SECTION 4975 OF THE CODE FOR WHICH
THERE IS NO APPLICABLE STATUTORY OR ADMINISTRATIVE EXEMPTION.

IN CONNECTION WITH ANY TRANSFER, THE HOLDER OF THIS SECURITY WILL
DELIVER TO THE COMPANY AND TRUSTEE SUCH CERTIFICATES AND OTHER
INFORMATION AS MAY BE REQUIRED BY THE INDENTURE TO CONFIRM THAT THE
TRANSFER COMPLIES WITH THE FOREGOING RESTRICTIONS.

THIS SECURITY WILL BE ISSUED AND MAY BE TRANSFERRED ONLY IN
BLOCKS HAVING A PRINCIPAL AMOUNT OF NOT LESS THAN $100,000 AND MULTIPLES OF
$1,000 IN EXCESS THEREOF. ANY ATTEMPTED TRANSFER OF THIS SECURITY IN A BLOCK
HAVING A PRINCIPAL AMOUNT OF LESS THAN $100,000 SHALL BE DEEMED TO BE VOID
AND OF NO LEGAL EFFECT WHATSOEVER. ANY SUCH PURPORTED TRANSFEREE SHALL
BE DEEMED NOT TO BE THE HOLDER OF THIS SECURITY FOR ANY PURPOSE, INCLUDING,
BUT NOT LIMITED TO, THE RECEIPT OF DISTRIBUTIONS ON THIS SECURITY, AND SUCH
PURPORTED TRANSFEREE SHALL BE DEEMED TO HAVE NO INTEREST WHATSOEVER IN
THIS SECURITY.

THIS OBLIGATION IS NOT A DEPOSIT AND IS NOT INSURED BY THE UNITED
STATES OR ANY AGENCY OR FUND OF THE UNITED STATES, INCLUDING THE FEDERAL
DEPOSIT INSURANCE CORPORATION. THIS OBLIGATION IS SUBORDINATED TO THE
CLAIMS OF DEPOSITORS AND THE CLAIMS OF GENERAL AND SECURED CREDITORS OF
THE COMPANY, IS INELIGIBLE AS COLLATERAL FOR A LOAN BY THE COMPANY OR ANY
OF ITS SUBSIDIARIES AND IS NOT SECURED.
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SECTION 2.06. Mutilated, Destroyed, Lost or Stolen Debt Securities.

In case any Debt Security shall become mutilated or be destroyed, lost or stolen, the
Company shall execute, and upon its written request the Trustee shall authenticate and deliver, a new
Debt Security bearing a number not contemporaneously outstanding, in exchange and substitution for the
mutilated Debt Security, or in lieu of and in substitution for the Debt Security so destroyed, lost or stolen.
In every case the applicant for a substituted Debt Security shall furnish to the Company and the Trustee
such security or indemnity as may be required by them to save each of them harmless, and, in every case
of destruction, loss or theft, the applicant shall also furnish to the Company and the Trustee evidence to
their satisfaction of the destruction, loss or theft of such Debt Security and of the ownership thereof.

The Trustee may authenticate any such substituted Debt Security and deliver the same
upon the written request or authorization of any officer of the Company. Upon the issuance of any
substituted Debt Security, the Company may require the payment of a sum sufficient to cover any tax or
other governmental charge that may be imposed in relation thereto and any other expenses connected
therewith. In case any Debt Security which has matured or is about to mature or has been called for
redemption in full shall become mutilated or be destroyed, lost or stolen, the Company may, instead of
issuing a substitute Debt Security, pay or authorize the payment of the same (without surrender thereof
except in the case of a mutilated Debt Security) if the applicant for such payment shall furnish to the
Company and the Trustee such security or indemnity as may be required by them to save each of them
harmless and, in case of destruction, loss or theft, evidence satisfactory to the Company and to the
Trustee of the destruction, loss or theft of such Security and of the ownership thereof.

Every substituted Debt Security issued pursuant to the provisions of this Section 2.06 by
virtue of the fact that any such Debt Security is destroyed, lost or stolen shall constitute an additional
contractual obligation of the Company, whether or not the destroyed, lost or stolen Debt Security shall be
found at any time, and shall be entitled to all the benefits of this Indenture equally and proportionately
with any and all other Debt Securities duly issued hereunder. All Debt Securities shall be held and owned
upon the express condition that, to the extent permitted by applicable law, the foregoing provisions are
exclusive with respect to the replacement or payment of mutilated, destroyed, lost or stolen Debt
Securities and shall preclude any and all other rights or remedies notwithstanding any law or statute
existing or hereafter enacted to the contrary with respect to the replacement or payment of negotiable
instruments or other securities without their surrender.

SECTION 2.07. Temporary Debt Securities.

Pending the preparation of definitive Debt Securities, the Company may execute and the
Trustee shall authenticate and make available for delivery temporary Debt Securities that are typed,
printed or lithographed. Temporary Debt Securities shall be issuable in any authorized denomination, and
substantially in the form of the definitive Debt Securities but with such omissions, insertions and
variations as may be appropriate for temporary Debt Securities, all as may be determined by the
Company. Every such temporary Debt Security shall be executed by the Company and be authenticated
by the Trustee upon the same conditions and in substantially the same manner, and with the same effect,
as the definitive Debt Securities. Without
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unreasonable delay, the Company will execute and deliver to the Trustee or the Authenticating Agent
definitive Debt Securities and thereupon any or all temporary Debt Securities may be surrendered in
exchange therefor, at the Principal Office of the Trustee or at any office or agency maintained by the
Company for such purpose as provided in Section 3.02, and the Trustee or the Authenticating Agent shall
authenticate and make available for delivery in exchange for such temporary Debt Securities a like
aggregate principal amount of such definitive Debt Securities. Such exchange shall be made by the
Company at its own expense and without any charge therefor except that in case of any such exchange
involving a registration of transfer the Company may require payment of a sum sufficient to cover any
tax, fee or other governmental charge that may be imposed in relation thereto. Until so exchanged, the
temporary Debt Securities shall in all respects be entitled to the same benefits under this Indenture as
definitive Debt Securities authenticated and delivered hereunder.

SECTION 2.08. Payment of Interest.

Each Debt Security will bear interest at the then applicable Interest Rate from and
including each Interest Payment Date or, in the case of the first Interest Payment Period, the original date
of issuance of such Debt Security to, but excluding, the next succeeding Interest Payment Date or, in the
case of the last Interest Payment Period, the Redemption Date, Special Redemption Date or Maturity
Date, as applicable, on the principal thereof, on any overdue principal and (to the extent that payment of
such interest is enforceable under applicable law) on Deferred Interest and on any overdue installment of
interest (including Defaulted Interest), payable (subject to the provisions of Article XV) on each Interest
Payment Date commencing on July 23, 2004. Interest and any Deferred Interest on any Debt Security that
is payable, and is punctually paid or duly provided for by the Company, on any Interest Payment Date
shall be paid to the Person in whose name said Debt Security (or one or more Predecessor Securities) is
registered at the close of business on the regular record date for such interest installment, except that
interest and any Deferred Interest payable on the Maturity Date shall be paid to the Person to whom
principal is paid. In case (i) the Maturity Date of any Debt Security or (ii) any Debt Security or portion
thereof is called for redemption and the redemption date is subsequent to a regular record date with
respect to any Interest Payment Date and either on or prior to such Interest Payment Date, interest on
such Debt Security will be paid upon presentation and surrender of such Debt Security.

Any interest on any Debt Security, other than Deferred Interest, that is payable, but is not
punctually paid or duly provided for by the Company, on any Interest Payment Date (herein called
"Defaulted Interest") shall forthwith cease to be payable to the registered holder on the relevant regular
record date by virtue of having been such holder, and such Defaulted Interest shall be paid by the
Company to the Persons in whose names such Debt Securities (or their respective Predecessor Securities)
are registered at the close of business on a special record date for the payment of such Defaulted Interest,
which shall be fixed in the following manner: the Company shall notify the Trustee in writing of the
amount of Defaulted Interest proposed to be paid on each such Debt Security and the date of the
proposed payment, and at the same time the Company shall deposit with the Trustee an amount of money
equal to the aggregate amount proposed to be paid in respect of such Defaulted Interest or shall make
arrangements reasonably satisfactory to the Trustee for such deposit prior to the date of the proposed
payment, such money when deposited to be held in trust for the benefit of the Persons entitled to such
Defaulted
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Interest as in this clause provided. Thereupon the Trustee shall fix a special record date for the payment of
such Defaulted Interest which shall not be more than fifteen nor less than ten days prior to the date of the
proposed payment and not less than ten days after the receipt by the Trustee of the notice of the proposed
payment. The Trustee shall promptly notify the Company of such special record date and, in the name and
at the expense of the Company, shall cause notice of the proposed payment of such Defaulted Interest
and the special record date therefor to be mailed, first class postage prepaid, to each Securityholder at his
or her address as it appears in the Debt Security Register, not less than ten days prior to such special
record date. Notice of the proposed payment of such Defaulted Interest and the special record date
therefor having been mailed as aforesaid, such Defaulted Interest shall be paid to the Persons in whose
names such Debt Securities (or their respective Predecessor Securities) are registered on such special
record date and thereafter the Company shall have no further payment obligation in respect of the
Defaulted Interest.

Any interest scheduled to become payable on an Interest Payment Date occurring during
an Extension Period shall not be Defaulted Interest and shall be payable on such other date as may be
specified in the terms of such Debt Securities.

The term "regular record date" as used in this Section shall mean the fifteenth day prior to
the applicable Interest Payment Date whether or not such date is a Business Day.

Subject to the foregoing provisions of this Section, each Debt Security delivered under this
Indenture upon registration of transfer of or in exchange for or in lieu of any other Debt Security shall
carry the rights to interest accrued and unpaid, and to accrue, that were carried by such other Debt
Security.

SECTION 2.09. Cancellation of Debt Securities Paid, etc.

All Debt Securities surrendered for the purpose of payment, redemption, exchange or
registration of transfer, shall, if surrendered to the Company or any Paying Agent, be surrendered to the
Trustee and promptly canceled by it, or, if surrendered to the Trustee, shall be promptly canceled by it,
and no Debt Securities shall be issued in lieu thereof except as expressly permitted by any of the
provisions of this Indenture. The Trustee shall dispose of all canceled Debt Securities in accordance with
its customary practices, unless the Company otherwise directs the Trustee in writing, in which case the
Trustee shall dispose of such Debt Securities as directed by the Company. If the Company shall acquire
any of the Debt Securities, however, such acquisition shall not operate as a redemption or satisfaction of
the indebtedness represented by such Debt Securities unless and until the same are surrendered to the
Trustee for cancellation.

SECTION 2.10. Computation of Interest.

(a) The amount of interest payable for any Interest Payment Period will be computed
on the basis of a 360-day year and the actual number of days elapsed in the relevant interest period;
provided, however, that upon the occurrence of a Special Event Redemption pursuant to Section 10.02
the amounts payable pursuant to this Indenture shall be calculated as set forth in the definition of Special
Redemption Price.
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(b) LIBOR, for any Interest Payment Period, shall be determined by the Calculation
Agent in accordance with the following provisions:

(1) On the second LIBOR Business Day (provided, that on such day
commercial banks are open for business (including dealings in foreign currency deposits) in
London (a "LIBOR Banking Day"), and otherwise the next preceding LIBOR Business
Day that is also a LIBOR Banking Day) prior to January 23, April 23, July 23 and October
23 (or, with respect to the first Interest Payment Period, on May 18, 2004) (each such day,
a "LIBOR Determination Date" for the following Interest Payment Period), the Calculation
Agent shall obtain the rate for three-month U.S. Dollar deposits in Europe, which appears
on Telerate Page 3750 (as defined in the International Swaps and Derivatives Association,
Inc. 2000 Interest Rate and Currency Exchange Definitions) or such other page as may
replace such Telerate Page 3750 on the Moneyline Telerate, Inc. service (or such other
service or services as may be nominated by the British Banker's Association as the
information vendor for the purpose of displaying London interbank offered rates for U.S.
dollar deposits), as of 11:00 a.m. (London time) on such LIBOR Determination Date, and
the rate so obtained shall be LIBOR for such Interest Payment Period. "LIBOR Business
Day" means any day that is not a Saturday, Sunday or other day on which commercial
banking institutions in The City of New York or Wilmington, Delaware are authorized or
obligated by law or executive order to be closed. If such rate is superseded on Telerate
Page 3750 by a corrected rate before 12:00 noon (London time) on the same LIBOR
Determination Date, the corrected rate as so substituted will be LIBOR for that Interest
Payment Period.

(2) If, on any LIBOR Determination Date, such rate does not appear on
Telerate Page 3750 or such other page as may replace such Telerate Page 3750 on the
Moneyline Telerate, Inc. service (or such other service or services as may be nominated by
the British Banker's Association as the information vendor for the purpose of displaying
London interbank offered rates for U.S. dollar deposits), the Calculation Agent shall
determine the arithmetic mean of the offered quotations of the Reference Banks (as
defined below) to leading banks in the London Interbank market for three-month U.S.
Dollar deposits in Europe (in an amount determined by the Calculation Agent) by
reference to requests for quotations as of approximately 11:00 a.m. (London time) on the
LIBOR Determination Date made by the Calculation Agent to the Reference Banks. If, on
any LIBOR Determination Date, at least two of the Reference Banks provide such
quotations, LIBOR shall equal the arithmetic mean of such quotations. If, on any LIBOR
Determination Date, only one or none of the Reference Banks provide such a quotation,
LIBOR shall be deemed to be the arithmetic mean of the offered quotations that at least
two leading banks in the City of New York (as selected by the Calculation Agent) are
quoting on the relevant LIBOR Determination Date for three-month U.S. Dollar deposits in
Europe at approximately 11:00 a.m. (London time) (in an amount determined by the
Calculation Agent). As used herein, "Reference Banks" means four major banks in the
London Interbank market selected by the Calculation Agent.
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3) If the Calculation Agent is required but is unable to determine a rate in
accordance with at least one of the procedures provided above, LIBOR for the applicable
Interest Payment Period shall be LIBOR in effect for the immediately preceding Interest
Payment Period.

() All percentages resulting from any calculations on the Debt Securities will be
rounded, if necessary, to the nearest one hundred-thousandth of a percentage point, with five
one-millionths of a percentage point rounded upward (e.g., 9.876545% (or .09876545) being rounded to
9.87655% (or .0987655)), and all dollar amounts used in or resulting from such calculation will be
rounded to the nearest cent (with one-half cent being rounded upward).

(d) On each LIBOR Determination Date, the Calculation Agent shall notify, in writing,
the Company and the Paying Agent of the applicable Interest Rate in effect for the related Interest
Payment Period. The Calculation Agent shall, upon the request of the holder of any Debt Securities,
provide the Interest Rate then in effect. All calculations made by the Calculation Agent in the absence of
manifest error shall be conclusive for all purposes and binding on the Company and the Holders of the
Debt Securities. The Paying Agent shall be entitled to rely on information received from the Calculation
Agent or the Company as to the Interest Rate. The Company shall, from time to time, provide any
necessary information to the Paying Agent relating to any original issue discount and interest on the Debt
Securities that is included in any payment and reportable for taxable income calculation purposes.

SECTION 2.11. Extension of Interest Payment Period.

So long as no Event of Default has occurred and is continuing, the Company shall have the
right, from time to time and without causing an Event of Default, to defer payments of interest on the
Debt Securities by extending the interest distribution period on the Debt Securities at any time and from
time to time during the term of the Debt Securities, for up to twenty consecutive quarterly periods (each
such extended interest distribution period, an "Extension Period"), during which Extension Period no
interest shall be due and payable (except any Additional Interest that may be due and payable). No
Extension Period may end on a date other than an Interest Payment Date or extend beyond the Maturity
Date, any Redemption Date or any Special Redemption Date, as the case may be. During any Extension
Period, interest will continue to accrue on the Debt Securities, and interest on such accrued interest (such
accrued interest and interest thereon referred to herein as "Deferred Interest") will accrue at an annual
rate equal to the Interest Rate applicable during such Extension Period, compounded quarterly from the
date such Deferred Interest would have been payable were it not for the Extension Period, to the extent
permitted by law. No interest or Deferred Interest shall be due and payable during an Extension Period,
except at the end thereof. At the end of any such Extension Period the Company shall pay all Deferred
Interest then accrued and unpaid on the Debt Securities; provided, however, that no Extension Period
may extend beyond the Maturity Date; and provided further, however, that during any such Extension
Period, the Company shall be subject to the restrictions set forth in Section 3.08 of this Indenture. Prior to
the termination of any Extension Period, the Company may further extend such period, provided, that
such period together with all such previous and further consecutive extensions thereof shall not exceed
twenty consecutive quarterly periods, or extend beyond the Maturity Date. Upon the termination of any
Extension Period and upon the payment of all Deferred Interest, the Company may
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commence a new Extension Period, subject to the foregoing requirements. The Company must give the
Trustee notice of its election to begin such Extension Period ("Notice") at least one Business Day prior to
the earlier of (i) the next succeeding date on which interest on the Debt Securities would have been
payable except for the election to begin such Extension Period or (ii) the date such interest is payable, but
in any event not later than the related regular record date. The Notice shall describe, in reasonable detail,
why the Company has elected to begin an Extension Period. The Notice shall acknowledge and affirm the
Company's understanding that it is prohibited from issuing dividends and other distributions during the
Extension Period. Upon receipt of the Notice, an Initial Purchaser shall have the right, at its sole
discretion, to disclose the name of the Company, the fact that the Company has elected to begin an
Extension Period and other information that such Initial Purchaser, at its sole discretion, deems relevant to
the company's election to begin an Extension Period. The Trustee shall give notice of the Company's
election to begin a new Extension Period to the Securityholders.

SECTION 2.12. CUSIP Numbers.

The Company in issuing the Debt Securities may use a "CUSIP" number (if then generally
in use), and, if so, the Trustee shall use a "CUSIP" number in notices of redemption as a convenience to
Securityholders; provided, that any such notice may state that no representation is made as to the
correctness of such number either as printed on the Debt Securities or as contained in any notice of a
redemption and that reliance may be placed only on the other identification numbers printed on the Debt
Securities, and any such redemption shall not be affected by any defect in or omission of such numbers.
The Company will promptly notify the Trustee in writing of any change in the CUSIP number.

ARTICLE III
PARTICULAR COVENANTS OF THE COMPANY

SECTION 3.01. Payment of Principal, Premium and Interest; Agreed Treatment of the
Debt Securities.

(a) The Company covenants and agrees that it will duly and punctually pay or cause to
be paid all payments due on the Debt Securities at the place, at the respective times and in the manner
provided in this Indenture and the Debt Securities. At the option of the Company, each installment of
interest on the Debt Securities may be paid (i) by mailing checks for such interest payable to the order of
the holders of Debt Securities entitled thereto as they appear on the Debt Security Register or (ii) by wire
transfer to any account with a banking institution located in the United States designated by such holders
to the Paying Agent no later than the related record date. Notwithstanding anything to the contrary
contained in this Indenture or any Debt Security, if the Trust or the Trustee of the Trust is the holder of
any Debt Security, then all payments in respect of such Debt Security shall be made by the Company in
immediately available funds when due.

(b) The Company will treat the Debt Securities as indebtedness, and the interest
payable in respect of such Debt Securities as interest, for all U.S. federal income tax purposes. As a
condition to the payment of any principal of or interest on any Debt Security
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without the imposition of withholding tax, the Company shall require the previous delivery of properly
completed and signed applicable U.S. federal income tax certifications (generally, an Internal Revenue
Service Form W-9 (or applicable successor form) in the case of a Person that is a U.S. Person or an
Internal Revenue Service Form W-8 (or applicable successor form) in the case of a Person that is not a
U.S. Person and any other certification acceptable to it to enable the Company and the Trustee to
determine their respective duties and liabilities with respect to any taxes or other charges that they may be
required to pay or withhold in respect of such Debt Security or the holder of such Debt Security under any
present or future law or regulation of the United States or any political subdivision thereof or taxing
authority therein or to comply with any reporting or other requirements under any such law or regulation.

(c) As of the date of this Indenture, the Company represents that it has no intention to
exercise its right under Section 2.11 to defer payments of interest on the Debt Securities by commencing
an Extension Period.

(d) As of the date of this Indenture, the Company represents that the likelihood that it
would exercise its right under Section 2.11 to defer payments of interest on the Debt Securities by
commencing an Extension Period at any time during which the Debt Securities are outstanding is remote
because of the restrictions that would be imposed on the Company's ability to declare or pay dividends or
distributions on, or to redeem, purchase or make a liquidation payment with respect to, any of its
outstanding equity and on the Company's ability to make any payments of principal of or interest on, or
repurchase or redeem, any of its debt securities that rank pari passu in all respects with (or junior in
interest to) the Debt Securities.

SECTION 3.02. Offices for Notices and Payments, etc.

So long as any of the Debt Securities remain outstanding, the Company will maintain in
New York, New York an office or agency where the Debt Securities may be presented for payment, an
office or agency where the Debt Securities may be presented for registration of transfer and for exchange
as provided in this Indenture and an office or agency where notices and demands to or upon the Company
in respect of the Debt Securities or of this Indenture may be served. The Company hereby appoints the
Trustee at ITS Unit Trust Window, 4 New York Plaza, Ground Floor, New York, New York 10004,
attention: ITS (Houston) — Coastal Banking Company Trust I as such office or agency. In case the
Company shall fail to maintain any such office or agency in New York, New York or shall fail to give
such notice of the location or of any change in the location thereof, presentations and demands may be
made and notices may be served at the Principal Office of the Trustee.

In addition to any such office or agency, the Company may from time to time designate
one or more offices or agencies outside Houston, Texas or where the Debt Securities may be presented for
registration of transfer and for exchange in the manner provided in this Indenture, and the Company may
from time to time rescind such designation, as the Company may deem desirable or expedient; provided,
however, that no such designation or rescission shall in any manner relieve the Company of its obligation
to maintain any such office or agency in New York, New York for the purposes above mentioned. The
Company will give to the Trustee prompt written notice of any such designation or rescission thereof.
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SECTION 3.03. Appointments to Fill Vacancies in Trustee's Office.

The Company, whenever necessary to avoid or fill a vacancy in the office of Trustee, will
appoint, in the manner provided in Section 6.09, a Trustee, so that there shall at all times be a Trustee
hereunder.

SECTION 3.04. Provision as to Paying Agent.

(a) If the Company shall appoint a Paying Agent other than the Trustee, it will cause
such Paying Agent to execute and deliver to the Trustee an instrument in which such agent shall agree
with the Trustee, subject to the provision of this Section 3.04:

(1) that it will hold all sums held by it as such agent for the payment of all
payments due on the Debt Securities (whether such sums have been paid to it by the
Company or by any other obligor on the Debt Securities) in trust for the benefit of the
holders of the Debt Securities;

(2) that it will give the Trustee prompt written notice of any failure by the
Company (or by any other obligor on the Debt Securities) to make any payment on the
Debt Securities when the same shall be due and payable; and

3) that it will, at any time during the continuance of any Event of Default,
upon the written request of the Trustee, forthwith pay to the Trustee all sums so held in
trust by such Paying Agent.

(b) If the Company shall act as its own Paying Agent, it will, on or before each due
date of the payments due on the Debt Securities, set aside, segregate and hold in trust for the benefit of
the holders of the Debt Securities a sum sufficient to pay such payments so becoming due and will notify
the Trustee in writing of any failure to take such action and of any failure by the Company (or by any
other obligor under the Debt Securities) to make any payment on the Debt Securities when the same shall
become due and payable.

Whenever the Company shall have one or more Paying Agents for the Debt Securities, it
will, on or prior to each due date of the payments on the Debt Securities, deposit with a Paying Agent a
sum sufficient to pay all payments so becoming due, such sum to be held in trust for the benefit of the
Persons entitled thereto and (unless such Paying Agent is the Trustee) the Company shall promptly notify
the Trustee in writing of its action or failure to act.

(©) Anything in this Section 3.04 to the contrary notwithstanding, the Company may, at
any time, for the purpose of obtaining a satisfaction and discharge with respect to the Debt Securities, or
for any other reason, pay, or direct any Paying Agent to pay to the Trustee all sums held in trust by the
Company or any such Paying Agent, such sums to be held by the Trustee upon the same terms and
conditions herein contained.

(d) Anything in this Section 3.04 to the contrary notwithstanding, the agreement to
hold sums in trust as provided in this Section 3.04 is subject to Sections 12.03 and 12.04.
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(e) The Company hereby initially appoints the Trustee to act as Paying Agent (the
"Paying Agent").

SECTION 3.05. Certificate to Trustee.

The Company will deliver to the Trustee on or before 120 days after the end of each fiscal
year, so long as Debt Securities are outstanding hereunder, a Certificate stating that in the course of the
performance by the signers of their duties as officers of the Company they would normally have
knowledge of any default during such fiscal year by the Company in the performance of any covenants of
the Company contained herein, stating whether or not they have knowledge of any such default and, if so,
specifying each such default of which the signers have knowledge and the nature thereof.

SECTION 3.06. Additional Interest.

If and for so long as the Trust is the holder of all Debt Securities and is subject to or
otherwise required to pay, or is required to withhold from distributions to holders of Trust Securities, any
additional taxes (including withholding taxes), duties, assessments or other governmental charges as a
result of a Tax Event, the Company will pay such additional amounts (the "Additional Interest") on the
Debt Securities as shall be required so that the net amounts received and retained by the Trust for
distribution to holders of Trust Securities after paying all taxes (including withholding taxes), duties,
assessments or other governmental charges will be equal to the amounts the Trust would have received
and retained for distribution to holders of Trust Securities after paying all taxes (including withholding
taxes on distributions to holders of Trust Securities), duties, assessments or other governmental charges if
no such additional taxes, duties, assessments or other governmental charges had been imposed. Whenever
in this Indenture or the Debt Securities there is a reference in any context to the payment of principal of
or premium, if any, or interest on the Debt Securities, such mention shall be deemed to include mention of
payments of the Additional Interest provided for in this paragraph to the extent that, in such context,
Additional Interest is, was or would be payable in respect thereof pursuant to the provisions of this
paragraph and express mention of the payment of Additional Interest (if applicable) in any provisions
hereof shall not be construed as excluding Additional Interest in those provisions hereof where such
express mention is not made; provided, however, that, notwithstanding anything to the contrary contained
in this Indenture or any Debt Security, the deferral of the payment of interest during an Extension Period
pursuant to Section 2.11 shall not defer the payment of any Additional Interest that may be due and
payable.

SECTION 3.07. Compliance with Consolidation Provisions.

The Company will not, while any of the Debt Securities remain outstanding, consolidate
with, or merge into any other Person, or merge into itself, or sell, convey, transfer or otherwise dispose of
all or substantially all of its property or capital stock to any other Person unless the provisions of Article
XI hereof are complied with.

SECTION 3.08. Limitation on Dividends.

If Debt Securities are initially issued to the Trust or a trustee of such Trust in connection
with the issuance of Trust Securities by the Trust (regardless of whether Debt
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Securities continue to be held by such Trust) and (i) there shall have occurred and be continuing an Event
of Default, (ii) the Company shall be in default with respect to its payment of any obligations under the
Capital Securities Guarantee or (iii) the Company shall have given notice of its election to defer payments
of interest on the Debt Securities by extending the interest distribution period as provided herein and such
period, or any extension thereof, shall have commenced and be continuing, then the Company may not
(A) declare or pay any dividends or distributions on, or redeem, purchase, acquire, or make a liquidation
payment with respect to, any of the Company's capital stock or (B) make any payment of principal of or
interest or premium, if any, on or repay, repurchase or redeem any debt securities of the Company that
rank pari passu in all respects with or junior in interest to the Debt Securities or (C) make any payment
under any guarantees of the Company that rank pari passu in all respects with or junior in interest to the
Capital Securities Guarantee (other than (a) repurchases, redemptions or other acquisitions of shares of
capital stock of the Company (I) in connection with any employment contract, benefit plan or other
similar arrangement with or for the benefit of one or more employees, officers, directors or consultants,
(IT) in connection with a dividend reinvestment or stockholder stock purchase plan or (III) in connection
with the issuance of capital stock of the Company (or securities convertible into or exercisable for such
capital stock), as consideration in an acquisition transaction entered into prior to the occurrence of (i), (ii)
or (iii) above, (b) as a result of any exchange, reclassification, combination or conversion of any class or
series of the Company's capital stock (or any capital stock of a subsidiary of the Company) for any class
or series of the Company's capital stock or of any class or series of the Company's indebtedness for any
class or series of the Company's capital stock, (c) the purchase of fractional interests in shares of the
Company's capital stock pursuant to the conversion or exchange provisions of such capital stock or the
security being converted or exchanged, (d) any declaration of a dividend in connection with any
stockholder's rights plan, or the issuance of rights, stock or other property under any stockholder's rights
plan, or the redemption or repurchase of rights pursuant thereto, or (e) any dividend in the form of stock,
warrants, options or other rights where the dividend stock or the stock issuable upon exercise of such
warrants, options or other rights is the same stock as that on which the dividend is being paid or ranks pari
passu with or junior to such stock).

SECTION 3.09. Covenants as to the Trust.

For so long as the Trust Securities remain outstanding, the Company shall maintain 100%
ownership of the Common Securities; provided, however, that any permitted successor of the Company
under this Indenture that is a U.S. Person may succeed to the Company's ownership of such Common
Securities. The Company, as owner of the Common Securities, shall use commercially reasonable efforts
to cause the Trust (a) to remain a statutory trust, except in connection with a distribution of Debt
Securities to the holders of Trust Securities in liquidation of the Trust, the redemption of all of the Trust
Securities or certain mergers, consolidations or amalgamations, each as permitted by the Declaration, (b)
to otherwise continue to be classified as a grantor trust for United States federal income tax purposes and
(c) to cause each holder of Trust Securities to be treated as owning an undivided beneficial interest in the
Debt Securities.
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ARTICLE IV

LISTS AND REPORTS BY THE COMPANY AND THE TRUSTEE

SECTION 4.01. Securityholders' Lists.

The Company covenants and agrees that it will furnish or cause to be furnished to the
Trustee:

(a) on each regular record date for an Interest Payment Date, a list, in such form as the
Trustee may reasonably require, of the names and addresses of the Securityholders of the Debt Securities
as of such record date; and

(b) at such other times as the Trustee may request in writing, within 30 days after the
receipt by the Company of any such request, a list of similar form and content as of a date not more than
15 days prior to the time such list is furnished, except that no such lists need be furnished under this
Section 4.01 so long as the Trustee is in possession thereof by reason of its acting as Debt Security
registrar.

SECTION 4.02. Preservation and Disclosure of Lists.

(a) The Trustee shall preserve, in as current a form as is reasonably practicable, all
information as to the names and addresses of the holders of Debt Securities (1) contained in the most
recent list furnished to it as provided in Section 4.01 or (2) received by it in the capacity of Debt
Securities registrar (if so acting) hereunder. The Trustee may destroy any list furnished to it as provided in
Section 4.01 upon receipt of a new list so furnished.

(b) In case three or more holders of Debt Securities (hereinafter referred to as
"applicants") apply in writing to the Trustee and furnish to the Trustee reasonable proof that each such
applicant has owned a Debt Security for a period of at least six months preceding the date of such
application, and such application states that the applicants desire to communicate with other holders of
Debt Securities with respect to their rights under this Indenture or under such Debt Securities and is
accompanied by a copy of the form of proxy or other communication which such applicants propose to
transmit, then the Trustee shall within five Business Days after the receipt of such application, at the
election of the Company, either:

(1) afford such applicants access to the information preserved at the time by the
Trustee in accordance with the provisions of subsection (a) of this Section 4.02, or

2) inform such applicants as to the approximate number of holders of Debt
Securities whose names and addresses appear in the information preserved at the time by
the Trustee in accordance with the provisions of subsection (a) of this Section 4.02, and as
to the approximate cost of mailing to such Securityholders the form of proxy or other
communication, if any, specified in such application.
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If the Company shall elect not to afford such applicants access to such information, the
Trustee shall, upon the written request of such applicants, mail to each Securityholder of Debt Securities
whose name and address appear in the information preserved at the time by the Trustee in accordance
with the provisions of subsection (a) of this Section 4.02 a copy of the form of proxy or other
communication which is specified in such request with reasonable promptness after a tender to the
Trustee of the material to be mailed and of payment, or provision for the payment, of the reasonable
expenses of mailing, unless within five days after such tender, the Trustee shall mail to such applicants,
and file with the Securities and Exchange Commission, if permitted or required by applicable law,
together with a copy of the material to be mailed, a written statement of the Company to the effect that
such mailing would be contrary to the best interests of the holders of all Debt Securities, as the case may
be, or would be in violation of applicable law. Such written statement shall specify the basis of such
opinion. If said Commission, as permitted or required by applicable law, after opportunity for a hearing
upon the objections specified in the written statement so filed, shall enter an order refusing to sustain any
of such objections or if, after the entry of an order sustaining one or more of such objections, said
Commission shall find, after notice and opportunity for hearing, that all the objections so sustained have
been met and shall enter an order so declaring, the Trustee shall mail copies of such material to all such
Securityholders with reasonable promptness after the entry of such order and the renewal of such tender;
otherwise the Trustee shall be relieved of any obligation or duty to such applicants respecting their
application.

(c) Each and every holder of Debt Securities, by receiving and holding the same,
agrees with the Company and the Trustee that neither the Company nor the Trustee nor any Paying Agent
shall be held accountable by reason of the disclosure of any such information as to the names and
addresses of the holders of Debt Securities in accordance with the provisions of subsection (b) of this
Section 4.02, regardless of the source from which such information was derived, and that the Trustee shall
not be held accountable by reason of mailing any material pursuant to a request made under said
subsection (b).

ARTICLE V
REMEDIES OF THE TRUSTEE AND SECURITYHOLDERS UPON AN EVENT OF DEFAULT

SECTION 5.01. Events of Default.

The following events shall be "Events of Default" with respect to Debt Securities:

(a) the Company defaults in the payment of any interest upon any Debt Security when
it becomes due and payable, and continuance of such default for a period of 30 days; for the avoidance of
doubt, an extension of any interest distribution period by the Company in accordance with Section 2.11 of
this Indenture shall not constitute a default under this clause 5.01(a); or

(b) the Company defaults in the payment of all or any part of the principal of (or
premium, if any, on) any Debt Securities as and when the same shall become due and payable
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either at maturity, upon redemption, by declaration of acceleration pursuant to Section 5.01 of this
Indenture or otherwise; or

(©) the Company defaults in the performance of, or breaches, any of its covenants or
agreements in Sections 3.06, 3.07, 3.08 or 3.09 of this Indenture (other than a covenant or agreement a
default in whose performance or whose breach is elsewhere in this Section specifically dealt with), and
continuance of such default or breach for a period of 90 days after there has been given, by registered or
certified mail, to the Company by the Trustee or to the Company and the Trustee by the holders of not
less than 25% in aggregate principal amount of the outstanding Debt Securities, a written notice specifying
such default or breach and requiring it to be remedied and stating that such notice is a "Notice of Default"
hereunder; or

(d) a court having jurisdiction in the premises shall enter a decree or order for relief in
respect of the Company in an involuntary case under any applicable bankruptcy, insolvency or other
similar law now or hereafter in effect, or appoints a receiver, liquidator, assignee, custodian, trustee,
sequestrator (or similar official) of the Company or for any substantial part of its property, or orders the
winding-up or liquidation of its affairs and such decree or order shall remain unstayed and in effect for a
period of 90 consecutive days; or

(e) the Company shall commence a voluntary case under any applicable bankruptcy,
insolvency or other similar law now or hereafter in effect, shall consent to the entry of an order for relief
in an involuntary case under any such law, or shall consent to the appointment of or taking possession by
a receiver, liquidator, assignee, trustee, custodian, sequestrator (or other similar official) of the Company
or of any substantial part of its property, or shall make any general assignment for the benefit of creditors,
or shall fail generally to pay its debts as they become due; or

63) the Trust shall have voluntarily or involuntarily liquidated, dissolved, wound-up its
business or otherwise terminated its existence except in connection with (1) the distribution of the Debt
Securities to holders of the Trust Securities in liquidation of their interests in the Trust, (2) the redemption
of all of the outstanding Trust Securities or (3) certain mergers, consolidations or amalgamations, each as
permitted by the Declaration.

If an Event of Default specified under clause (a), (b) or (c¢) of this Section 5.01 occurs and
is continuing with respect to the Debt Securities, then, and in each and every such case, unless the
principal of the Debt Securities shall have already become due and payable, either the Trustee or the
holders of not less than 25% in aggregate principal amount of the Debt Securities then outstanding
hereunder, by notice in writing to the Company (and to the Trustee if given by Securityholders), may
declare the entire principal of the Debt Securities and any premium and interest accrued, but unpaid,
thereon, if any, to be due and payable immediately, and upon any such declaration the same shall become
immediately due and payable. If an Event of Default specified under clause (d), (e) or (f) of this Section
5.01 occurs, then, in each and every such case, the entire principal amount of the Debt Securities and any
premium and interest accrued, but unpaid, thereon shall ipso facto become immediately due and payable
without further action.
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The foregoing provisions, however, are subject to the condition that if, at any time after the
principal of the Debt Securities shall have been so declared due and payable, and before any judgment or
decree for the payment of the moneys due shall have been obtained or entered as hereinafter provided, (i)
the Company shall pay or shall deposit with the Trustee a sum sufficient to pay all matured installments of
interest upon all the Debt Securities and all payments on the Debt Securities which shall have become due
otherwise than by acceleration (with interest upon all such payments and Deferred Interest, to the extent
permitted by law) and such amount as shall be sufficient to cover reasonable compensation to the Trustee
and each predecessor Trustee, their respective agents, attorneys and counsel, and all other amounts due to
the Trustee pursuant to Section 6.06, if any, and (ii) all Events of Default under this Indenture, other than
the non-payment of the payments on Debt Securities which shall have become due by acceleration, shall
have been cured, waived or otherwise remedied as provided herein, and in each and every such case the
holders of a majority in aggregate principal amount of the Debt Securities then outstanding, by written
notice to the Company and to the Trustee, may waive all defaults and rescind and annul such declaration
and its consequences, but no such waiver or rescission and annulment shall extend to or shall affect any
subsequent default or shall impair any right consequent thereon; provided, however, that if the Debt
Securities are held by the Trust or a trustee of the Trust, such waiver or rescission and annulment shall not
be effective until the holders of a majority in aggregate liquidation amount of the outstanding Capital
Securities of the Trust shall have consented to such waiver or rescission and annulment.

In case the Trustee shall have proceeded to enforce any right under this Indenture and such
proceedings shall have been discontinued or abandoned because of such rescission or annulment or for
any other reason or shall have been determined adversely to the Trustee, then and in every such case the
Company, the Trustee and the holders of the Debt Securities shall be restored respectively to their several
positions and rights hereunder, and all rights, remedies and powers of the Company, the Trustee and the
holders of the Debt Securities shall continue as though no such proceeding had been taken.

SECTION 5.02. Payment of Debt Securities on Default; Suit Therefor.

The Company covenants that upon the occurrence of an Event of Default pursuant to
clause 5.01(a) or 5.01(b) and upon demand of the Trustee, the Company will pay to the Trustee, for the
benefit of the holders of the Debt Securities, the whole amount that then shall have become due and
payable on all Debt Securities including Deferred Interest accrued on the Debt Securities; and, in addition
thereto, such further amount as shall be sufficient to cover the costs and expenses of collection, including
a reasonable compensation to the Trustee, its agents, attorneys and counsel, and any other amounts due to
the Trustee under Section 6.06. In case the Company shall fail forthwith to pay such amounts upon such
demand, the Trustee, in its own name and as trustee of an express trust, shall be entitled and empowered
to institute any actions or proceedings at law or in equity for the collection of the sums so due and unpaid,
and may prosecute any such action or proceeding to judgment or final decree, and may enforce any such
judgment or final decree against the Company or any other obligor on such Debt Securities and collect in
the manner provided by law out of the property of the Company or any other obligor on such Debt
Securities wherever situated the moneys adjudged or decreed to be payable.
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In case there shall be pending proceedings for the bankruptcy or for the reorganization of
the Company or any other obligor on the Debt Securities under Bankruptcy Law, or in case a receiver or
trustee shall have been appointed for the property of the Company or such other obligor, or in the case of
any other similar judicial proceedings relative to the Company or other obligor upon the Debt Securities,
or to the creditors or property of the Company or such other obligor, the Trustee, irrespective of whether
the principal of the Debt Securities shall then be due and payable as therein expressed or by declaration of
acceleration or otherwise and irrespective of whether the Trustee shall have made any demand pursuant
to the provisions of this Section 5.02, shall be entitled and empowered, by intervention in such
proceedings or otherwise, to file and prove a claim or claims for the whole amount of principal and
interest owing and unpaid in respect of the Debt Securities and, in case of any judicial proceedings, to file
such proofs of claim and other papers or documents as may be necessary or advisable in order to have the
claims of the Trustee (including any claim for reasonable compensation to the Trustee and each
predecessor Trustee, and their respective agents, attorneys and counsel, and for reimbursement of all
other amounts due to the Trustee under Section 6.06) and of the Securityholders allowed in such judicial
proceedings relative to the Company or any other obligor on the Debt Securities, or to the creditors or
property of the Company or such other obligor, unless prohibited by applicable law and regulations, to
vote on behalf of the holders of the Debt Securities in any election of a trustee or a standby trustee in
arrangement, reorganization, liquidation or other bankruptcy or insolvency proceedings or Person
performing similar functions in comparable proceedings, and to collect and receive any moneys or other
property payable or deliverable on any such claims, and to distribute the same after the deduction of its
charges and expenses; and any receiver, assignee or trustee in bankruptcy or reorganization is hereby
authorized by each of the Securityholders to make such payments to the Trustee, and, in the event that the
Trustee shall consent to the making of such payments directly to the Securityholders, to pay to the Trustee
such amounts as shall be sufficient to cover reasonable compensation to the Trustee, each predecessor
Trustee and their respective agents, attorneys and counsel, and all other amounts due to the Trustee under
Section 6.06.

Nothing herein contained shall be construed to authorize the Trustee to authorize or
consent to or accept or adopt on behalf of any Securityholder any plan of reorganization, arrangement,
adjustment or composition affecting the Debt Securities or the rights of any holder thereof or to authorize
the Trustee to vote in respect of the claim of any Securityholder in any such proceeding.

All rights of action and of asserting claims under this Indenture, or under any of the Debt
Securities, may be enforced by the Trustee without the possession of any of the Debt Securities, or the
production thereof at any trial or other proceeding relative thereto, and any such suit or proceeding
instituted by the Trustee shall be brought in its own name as trustee of an express trust, and any recovery
of judgment shall be for the ratable benefit of the holders of the Debt Securities.

In any proceedings brought by the Trustee (and also any proceedings involving the
interpretation of any provision of this Indenture to which the Trustee shall be a party) the Trustee shall be
held to represent all the holders of the Debt Securities, and it shall not be necessary to make any holders
of the Debt Securities parties to any such proceedings.
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SECTION 5.03. Application of Moneys Collected by Trustee.

Any moneys collected by the Trustee shall be applied in the following order, at the date or
dates fixed by the Trustee for the distribution of such moneys, upon presentation of the several Debt
Securities in respect of which moneys have been collected, and stamping thereon the payment, if only
partially paid, and upon surrender thereof if fully paid:

First: To the payment of costs and expenses incurred by, and reasonable fees of, the
Trustee, its agents, attorneys and counsel, and of all other amounts due to the Trustee under Section 6.06;

Second: To the payment of all Senior Indebtedness of the Company if and to the extent
required by Article XV;

Third: To the payment of the amounts then due and unpaid upon Debt Securities, in respect
of which or for the benefit of which money has been collected, ratably, without preference or priority of
any kind, according to the amounts due on such Debt Securities; and

Fourth: The balance, if any, to the Company.

SECTION 5.04. Proceedings by Securityholders.

No holder of any Debt Security shall have any right to institute any suit, action or
proceeding for any remedy hereunder, unless such holder previously shall have given to the Trustee
written notice of an Event of Default with respect to the Debt Securities and unless the holders of not less
than 25% in aggregate principal amount of the Debt Securities then outstanding shall have given the
Trustee a written request to institute such action, suit or proceeding and shall have offered to the Trustee
such reasonable indemnity as it may require against the costs, expenses and liabilities to be incurred
thereby, and the Trustee for 60 days after its receipt of such notice, request and offer of indemnity shall
have failed to institute any such action, suit or proceeding; provided, that no holder of Debt Securities
shall have any right to prejudice the rights of any other holder of Debt Securities, obtain priority or
preference over any other such holder or enforce any right under this Indenture except in the manner
herein provided and for the equal, ratable and common benefit of all holders of Debt Securities.

Notwithstanding any other provisions in this Indenture, however, the right of any holder of
any Debt Security to receive payment of the principal of, premium, if any, and interest on such Debt
Security when due, or to institute suit for the enforcement of any such payment, shall not be impaired or
affected without the consent of such holder. For the protection and enforcement of the provisions of this
Section, each and every Securityholder and the Trustee shall be entitled to such relief as can be given
either at law or in equity.

SECTION 5.05. Proceedings by Trustee.

In case of an Event of Default hereunder the Trustee may in its discretion proceed to
protect and enforce the rights vested in it by this Indenture by such appropriate judicial proceedings as the
Trustee shall deem most effectual to protect and enforce any of such rights, either by suit in equity or by
action at law or by proceeding in bankruptcy or otherwise, whether
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for the specific enforcement of any covenant or agreement contained in this Indenture or in aid of the
exercise of any power granted in this Indenture, or to enforce any other legal or equitable right vested in
the Trustee by this Indenture or by law.

SECTION 5.06. Remedies Cumulative and Continuing.

Except as otherwise provided in Section 2.06, all powers and remedies given by this Article
V to the Trustee or to the Securityholders shall, to the extent permitted by law, be deemed cumulative and
not exclusive of any other powers and remedies available to the Trustee or the holders of the Debt
Securities, by judicial proceedings or otherwise, to enforce the performance or observance of the
covenants and agreements contained in this Indenture or otherwise established with respect to the Debt
Securities, and no delay or omission of the Trustee or of any holder of any of the Debt Securities to
exercise any right or power accruing upon any Event of Default occurring and continuing as aforesaid
shall impair any such right or power, or shall be construed to be a waiver of any such default or an
acquiescence therein; and, subject to the provisions of Section 5.04, every power and remedy given by
this Article V or by law to the Trustee or to the Securityholders may be exercised from time to time, and
as often as shall be deemed expedient, by the Trustee or by the Securityholders.

SECTION 5.07. Direction of Proceedings and Waiver of Defaults by Majority of
Securityholders.

The holders of a majority in aggregate principal amount of the Debt Securities affected
(voting as one class) at the time outstanding and, if the Debt Securities are held by the Trust or a trustee of
the Trust, the holders of a majority in aggregate liquidation amount of the outstanding Capital Securities of
the Trust shall have the right to direct the time, method and place of conducting any proceeding for any
remedy available to the Trustee, or exercising any trust or power conferred on the Trustee with respect to
such Debt Securities; provided, however, that if the Debt Securities are held by the Trust or a trustee of
the Trust, such time, method and place or such exercise, as the case may be, may not be so directed until
the holders of a majority in aggregate liquidation amount of the outstanding Capital Securities of the Trust
shall have directed such time, method and place or such exercise, as the case may be; provided, further,
that (subject to the provisions of Section 6.01) the Trustee shall have the right to decline to follow any
such direction if the Trustee being advised by counsel shall determine that the action so directed would be
unjustly prejudicial to the holders not taking part in such direction or if the Trustee being advised by
counsel determines that the action or proceeding so directed may not lawfully be taken or if a Responsible
Officer of the Trustee shall determine that the action or proceedings so directed would involve the Trustee
in personal liability. Prior to any declaration of acceleration, or ipso facto acceleration, of the maturity of
the Debt Securities, the holders of a majority in aggregate principal amount of the Debt Securities at the
time outstanding may on behalf of the holders of all of the Debt Securities waive (or modify any
previously granted waiver of) any past default or Event of Default and its consequences, except a default
(a) in the payment of principal of, premium, if any, or interest on any of the Debt Securities, (b) in respect
of covenants or provisions hereof which cannot be modified or amended without the consent of the holder
of each Debt Security affected, or (c) in respect of the covenants contained in Section 3.09; provided,
however, that if the Debt Securities are held by the Trust or a trustee of the Trust, such waiver or
modification to such waiver shall not be effective until the holders of a majority
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in Liquidation Amount of the Trust Securities of the Trust shall have consented to such waiver or
modification to such waiver; provided, further, that if the consent of the holder of each outstanding Debt
Security is required, such waiver or modification to such waiver shall not be effective until each holder of
the outstanding Capital Securities of the Trust shall have consented to such waiver or modification to such
waiver. Upon any such waiver or modification to such waiver, the Default or Event of Default covered
thereby shall be deemed to be cured for all purposes of this Indenture and the Company, the Trustee and
the holders of the Debt Securities shall be restored to their former positions and rights hereunder,
respectively; but no such waiver or modification to such waiver shall extend to any subsequent or other
Default or Event of Default or impair any right consequent thereon. Whenever any Default or Event of
Default hereunder shall have been waived as permitted by this Section 5.07, said Default or Event of
Default shall for all purposes of the Debt Securities and this Indenture be deemed to have been cured and
to be not continuing.

SECTION 5.08. Notice of Defaults.

The Trustee shall, within 90 days after a Responsible Officer of the Trustee shall have
actual knowledge or received written notice of the occurrence of a Default with respect to the Debt
Securities, mail to all Securityholders, as the names and addresses of such holders appear upon the Debt
Security Register, notice of all Defaults with respect to the Debt Securities known to the Trustee, unless
such defaults shall have been cured before the giving of such notice (the term "defaults" for the purpose
of this Section 5.08 being hereby defined to be the events specified in subsections (a), (b), (¢), (d) and (e)
of Section 5.01, not including periods of grace, if any, provided for therein); provided, that, except in the
case of default in the payment of the principal of, premium, if any, or interest on any of the Debt
Securities, the Trustee shall be protected in withholding such notice if and so long as a Responsible
Officer of the Trustee in good faith determines that the withholding of such notice is in the interests of the
Securityholders.

SECTION 5.09. Undertaking to Pay Costs.

All parties to this Indenture agree, and each holder of any Debt Security by such holder's
acceptance thereof shall be deemed to have agreed, that any court may in its discretion require, in any suit
for the enforcement of any right or remedy under this Indenture, or in any suit against the Trustee for any
action taken or omitted by it as Trustee, the filing by any party litigant in such suit of an undertaking to
pay the costs of such suit, and that such court may in its discretion assess reasonable costs, including
reasonable attorneys' fees and expenses, against any party litigant in such suit, having due regard to the
merits and good faith of the claims or defenses made by such party litigant; but the provisions of this
Section 5.09 shall not apply to any suit instituted by the Trustee, to any suit instituted by any
Securityholder, or group of Securityholders, holding in the aggregate more than 10% in principal amount
of the Debt Securities (or, if such Debt Securities are held by the Trust or a trustee of the Trust, more than
10% in liquidation amount of the outstanding Capital Securities), to any suit instituted by any
Securityholder for the enforcement of the payment of the principal of (or premium, if any) or interest on
any Debt Security against the Company on or after the same shall have become due and payable, or to
any suit instituted in accordance with Section 14.12.
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ARTICLE VI

CONCERNING THE TRUSTEE

SECTION 6.01. Duties and Responsibilities of Trustee.

With respect to the holders of Debt Securities issued hereunder, the Trustee, prior to the
occurrence of an Event of Default with respect to the Debt Securities and after the curing or waiving of all
Events of Default which may have occurred, with respect to the Debt Securities, undertakes to perform
such duties and only such duties as are specifically set forth in this Indenture. In case an Event of Default
with respect to the Debt Securities has occurred (which has not been cured or waived), the Trustee shall
exercise such of the rights and powers vested in it by this Indenture, and use the same degree of care and
skill in their exercise, as a prudent person would exercise or use under the circumstances in the conduct of
such person's own affairs.

No provision of this Indenture shall be construed to relieve the Trustee from liability for its
own negligent action, its own negligent failure to act or its own willful misconduct, except that:

(a) prior to the occurrence of an Event of Default with respect to the Debt Securities
and after the curing or waiving of all Events of Default which may have occurred

(1) the duties and obligations of the Trustee with respect to the Debt Securities
shall be determined solely by the express provisions of this Indenture, and the Trustee shall
not be liable except for the performance of such duties and obligations with respect to the
Debt Securities as are specifically set forth in this Indenture, and no implied covenants or
obligations shall be read into this Indenture against the Trustee; and

(2) in the absence of bad faith on the part of the Trustee, the Trustee may
conclusively rely, as to the truth of the statements and the correctness of the opinions
expressed therein, upon any certificates or opinions furnished to the Trustee and
conforming to the requirements of this Indenture; but, in the case of any such certificates
or opinions which by any provision hereof are specifically required to be furnished to the
Trustee, the Trustee shall be under a duty to examine the same to determine whether or not
they conform on their face to the requirements of this Indenture;

(b) the Trustee shall not be liable for any error of judgment made in good faith by a
Responsible Officer or Officers of the Trustee, unless it shall be proved that the Trustee was negligent in
ascertaining the pertinent facts;

(c) the Trustee shall not be liable with respect to any action taken or omitted to be
taken by it in good faith, in accordance with the direction of the Securityholders pursuant to Section 5.07,
relating to the time, method and place of conducting any proceeding for any remedy available to the
Trustee, or exercising any trust or power conferred upon the Trustee, under this Indenture;
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(d) the Trustee shall not be charged with knowledge of any Default or Event of Default
with respect to the Debt Securities unless either (1) a Responsible Officer shall have actual knowledge of
such Default or Event of Default or (2) written notice of such Default or Event of Default shall have been
given to the Trustee by the Company or any other obligor on the Debt Securities or by any holder of the
Debt Securities, except with respect to an Event of Default pursuant to Sections 5.01(a) or 5.01(b) hereof
(other than an Event of Default resulting from the default in the payment of Additional Interest or
premium, if any, if the Trustee does not have actual knowledge or written notice that such payment is due
and payable), of which the Trustee shall be deemed to have knowledge; and

(e) in the absence of bad faith on the part of the Trustee, the Trustee may seek and rely
on reasonable instructions from the Company.

None of the provisions contained in this Indenture shall require the Trustee to expend or
risk its own funds or otherwise incur personal financial liability in the performance of any of its duties or
in the exercise of any of its rights or powers.

SECTION 6.02. Reliance on Documents, Opinions, etc.

Except as otherwise provided in Section 6.01:

(a) the Trustee may conclusively rely and shall be fully protected in acting or refraining
from acting upon any resolution, certificate, statement, instrument, opinion, report, notice, request,
consent, order, bond, note, debenture or other paper or document believed by it in good faith to be
genuine and to have been signed or presented by the proper party or parties;

(b) any request, direction, order or demand of the Company mentioned herein shall be
sufficiently evidenced by an Officers' Certificate (unless other evidence in respect thereof be herein
specifically prescribed); and any Board Resolution may be evidenced to the Trustee by a copy thereof
certified by the Secretary or an Assistant Secretary of the Company;

(©) the Trustee may consult with counsel of its selection and any advice or Opinion of
Counsel shall be full and complete authorization and protection in respect of any action taken, suffered or
omitted by it hereunder in good faith and in accordance with such advice or Opinion of Counsel;

(d) the Trustee shall be under no obligation to exercise any of the rights or powers
vested in it by this Indenture at the request, order or direction of any of the Securityholders, pursuant to
the provisions of this Indenture, unless such Securityholders shall have offered to the Trustee reasonable
security or indemnity against the costs, expenses and liabilities which may be incurred therein or thereby;

(e) the Trustee shall not be liable for any action taken or omitted by it in good faith and
reasonably believed by it to be authorized or within the discretion or rights or powers conferred upon it by
this Indenture; nothing contained herein shall, however, relieve the Trustee of the obligation, upon the
occurrence of an Event of Default with respect to the Debt Securities (that has not been cured or waived)
to exercise with respect to the Debt Securities such of the rights and powers vested in it by this Indenture,
and to use the same degree of care and skill in
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their exercise, as a prudent person would exercise or use under the circumstances in the conduct of such
person's own affairs;

) the Trustee shall not be bound to make any investigation into the facts or matters
stated in any resolution, certificate, statement, instrument, opinion, report, notice, request, consent, order,
approval, bond, debenture, coupon or other paper or document, unless requested in writing to do so by the
holders of not less than a majority in aggregate principal amount of the outstanding Debt Securities
affected thereby; provided, however, that if the payment within a reasonable time to the Trustee of the
costs, expenses or liabilities likely to be incurred by it in the making of such investigation is, in the opinion
of the Trustee, not reasonably assured to the Trustee by the security afforded to it by the terms of this
Indenture, the Trustee may require reasonable indemnity against such expense or liability as a condition to
so proceeding; and

(2) the Trustee may execute any of the trusts or powers hereunder or perform any
duties hereunder either directly or by or through agents (including any Authenticating Agent) or attorneys,
and the Trustee shall not be responsible for any misconduct or negligence on the part of any such agent or
attorney appointed by it with due care.

SECTION 6.03. No Responsibility for Recitals, etc.

The recitals contained herein and in the Debt Securities (except in the certificate of
authentication of the Trustee or the Authenticating Agent) shall be taken as the statements of the
Company and the Trustee and the Authenticating Agent assume no responsibility for the correctness of
the same. The Trustee and the Authenticating Agent make no representations as to the validity or
sufficiency of this Indenture or of the Debt Securities. The Trustee and the Authenticating Agent shall not
be accountable for the use or application by the Company of any Debt Securities or the proceeds of any
Debt Securities authenticated and delivered by the Trustee or the Authenticating Agent in conformity with
the provisions of this Indenture.

SECTION 6.04. Trustee, Authenticating Agent, Paying Agents, Transfer Agents or
Registrar May Own Debt Securities.

The Trustee or any Authenticating Agent or any Paying Agent or any transfer agent or any
Debt Security registrar, in its individual or any other capacity, may become the owner or pledgee of Debt
Securities with the same rights it would have if it were not Trustee, Authenticating Agent, Paying Agent,
transfer agent or Debt Security registrar.

SECTION 6.05. Moneys to be Held in Trust.

Subject to the provisions of Section 12.04, all moneys received by the Trustee or any
Paying Agent shall, until used or applied as herein provided, be held in trust for the purpose for which
they were received, but need not be segregated from other funds except to the extent required by law. The
Trustee and any Paying Agent shall be under no liability for interest on any money received by it
hereunder except as otherwise agreed in writing with the Company. So long as no Event of Default shall
have occurred and be continuing, all interest allowed on any such moneys, if any, shall be paid from time
to time to the Company upon the written order of
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the Company, signed by the Chairman of the Board of Directors, the President, the Chief Operating
Officer, a Vice President, the Treasurer or an Assistant Treasurer of the Company.

SECTION 6.06. Compensation and Expenses of Trustee.

Other than as provided in the Fee Agreement of even date herewith between Cohen Bros.
& Company, the Trustee, the Company and Delaware Trustee (as defined in the Declaration), the
Company covenants and agrees to pay to the Trustee from time to time, and the Trustee shall be entitled
to, such compensation as shall be agreed to in writing between the Company and the Trustee (which shall
not be limited by any provision of law in regard to the compensation of a trustee of an express trust), and
the Company will pay or reimburse the Trustee upon its written request for all documented reasonable
expenses, disbursements and advances incurred or made by the Trustee in accordance with any of the
provisions of this Indenture (including the reasonable compensation and the reasonable expenses and
disbursements of its counsel and of all Persons not regularly in its employ) except any such expense,
disbursement or advance that arises from its negligence, willful misconduct or bad faith. The Company
also covenants to indemnify each of the Trustee (including in its individual capacity) and any predecessor
Trustee (and its officers, agents, directors and employees) for, and to hold it harmless against, any and all
loss, damage, claim, liability or expense including taxes (other than taxes based on the income of the
Trustee), except to the extent such loss, damage, claim, liability or expense results from the negligence,
willful misconduct or bad faith of such indemnitee, arising out of or in connection with the acceptance or
administration of this Trust, including the costs and expenses of defending itself against any claim or
liability in the premises. The obligations of the Company under this Section 6.06 to compensate and
indemnify the Trustee and to pay or reimburse the Trustee for documented expenses, disbursements and
advances shall constitute additional indebtedness hereunder. Such additional indebtedness shall be
secured by (and the Company hereby grants and pledges to the Trustee) a lien prior to that of the Debt
Securities upon all property and funds held or collected by the Trustee as such, except funds held in trust
for the benefit of the holders of particular Debt Securities.

Without prejudice to any other rights available to the Trustee under applicable law, when
the Trustee incurs expenses or renders services in connection with an Event of Default specified in
subsections (d), (e) or (f) of Section 5.01, the expenses (including the reasonable charges and expenses of
its counsel) and the compensation for the services are intended to constitute expenses of administration
under any applicable federal or state bankruptcy, insolvency or other similar law.

The provisions of this Section shall survive the resignation or removal of the Trustee and
the defeasance or other termination of this Indenture.

Notwithstanding anything in this Indenture or any Debt Security to the contrary, the
Trustee shall have no obligation whatsoever to advance funds to pay any principal of or interest on or
other amounts with respect to the Debt Securities or otherwise advance funds to or on behalf of the
Company.
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SECTION 6.07. Officers' Certificate as Evidence.

Except as otherwise provided in Sections 6.01 and 6.02, whenever in the administration of
the provisions of this Indenture the Trustee shall deem it necessary or desirable that a matter be proved or
established prior to taking or omitting any action hereunder, such matter (unless other evidence in respect
thereof be herein specifically prescribed) may, in the absence of negligence, willful misconduct or bad
faith on the part of the Trustee, be deemed to be conclusively proved and established by an Officers'
Certificate delivered to the Trustee, and such certificate, in the absence of negligence, willful misconduct
or bad faith on the part of the Trustee, shall be full warrant to the Trustee for any action taken or omitted
by it under the provisions of this Indenture upon the faith thereof.

SECTION 6.08. Eligibility of Trustee.

The Trustee hereunder shall at all times be a U.S. Person that is a banking corporation or
national association organized and doing business under the laws of the United States of America or any
state thereof or of the District of Columbia and authorized under such laws to exercise corporate trust
powers, having a combined capital and surplus of at least fifty million U.S. dollars ($50,000,000) and
subject to supervision or examination by federal, state, or District of Columbia authority. If such
corporation or national association publishes reports of condition at least annually, pursuant to law or to
the requirements of the aforesaid supervising or examining authority, then for the purposes of this Section
6.08 the combined capital and surplus of such corporation or national association shall be deemed to be its
combined capital and surplus as set forth in its most recent records of condition so published.

The Company may not, nor may any Person directly or indirectly controlling, controlled
by, or under common control with the Company, serve as Trustee, notwithstanding that such corporation
or national association shall be otherwise eligible and qualified under this Article.

In case at any time the Trustee shall cease to be eligible in accordance with the provisions
of this Section 6.08, the Trustee shall resign immediately in the manner and with the effect specified in
Section 6.09.

If the Trustee has or shall acquire any "conflicting interest" within the meaning of § 310(b)
of the Trust Indenture Act, the Trustee shall either eliminate such interest or resign, to the extent and in
the manner provided by, and subject to this Indenture.

SECTION 6.09. Resignation or Removal of Trustee, Calculation Agent, Paying Agent or
Debt Security Registrar.

(a) The Trustee, or any trustee or trustees hereafter appointed, the Calculation Agent,
the Paying Agent and any Debt Security Registrar may at any time resign by giving written notice of such
resignation to the Company and by mailing notice thereof, at the Company's expense, to the holders of the
Debt Securities at their addresses as they shall appear on the Debt Security Register. Upon receiving such
notice of resignation, the Company shall promptly appoint a successor or successors by written
instrument, in duplicate, executed by order of its Board of Directors, one copy of which instrument shall
be delivered to the resigning party
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and one copy to the successor. If no successor shall have been so appointed and have accepted
appointment within 30 days after the mailing of such notice of resignation to the affected Securityholders,
the resigning party may petition any court of competent jurisdiction for the appointment of a successor, or
any Securityholder who has been a bona fide holder of a Debt Security or Debt Securities for at least six
months may, subject to the provisions of Section 5.09, on behalf of himself or herself and all others
similarly situated, petition any such court for the appointment of a successor. Such court may thereupon,
after such notice, if any, as it may deem proper and prescribe, appoint a successor.

(b) In case at any time any of the following shall occur:

(1) the Trustee shall fail to comply with the provisions of the last paragraph of
Section 6.08 after written request therefor by the Company or by any Securityholder who
has been a bona fide holder of a Debt Security or Debt Securities for at least six months,

(2) the Trustee shall cease to be eligible in accordance with the provisions of
Section 6.08 and shall fail to resign after written request therefor by the Company or by
any such Securityholder, or

3) the Trustee shall become incapable of acting, or shall be adjudged bankrupt
or insolvent, or a receiver of the Trustee or of its property shall be appointed, or any public
officer shall take charge or control of the Trustee or of its property or affairs for the
purpose of rehabilitation, conservation or liquidation,

then, in any such case, the Company may remove the Trustee and appoint a successor Trustee by written
instrument, in duplicate, executed by order of the Board of Directors, one copy of which instrument shall
be delivered to the Trustee so removed and one copy to the successor Trustee, or, subject to the
provisions of Section 5.09, if no successor Trustee shall have been so appointed and have accepted
appointment within 30 days of the occurrence of any of (1), (2) or (3) above, any Securityholder who has
been a bona fide holder of a Debt Security or Debt Securities for at least six months may, on behalf of
himself or herself and all others similarly situated, petition any court of competent jurisdiction for the
removal of the Trustee and the appointment of a successor Trustee. Such court may thereupon, after such
notice, if any, as it may deem proper and prescribe, remove the Trustee and appoint a successor Trustee.

(c) Upon prior written notice to the Company and the Trustee, the holders of a majority
in aggregate principal amount of the Debt Securities at the time outstanding may at any time remove the
Trustee and nominate a successor Trustee, which shall be deemed appointed as successor Trustee unless
within ten Business Days after such nomination the Company objects thereto, in which case or in the case
of a failure by such holders to nominate a successor Trustee, the Trustee so removed or any
Securityholder, upon the terms and conditions and otherwise as in subsection (a) of this Section 6.09
provided, may petition any court of competent jurisdiction for an appointment of a successor.

(d) Any resignation or removal of the Trustee, the Calculation Agent, the Paying Agent
and any Debt Security Registrar and appointment of a successor pursuant to any of
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the provisions of this Section 6.09 shall become effective upon acceptance of appointment by the
successor as provided in Section 6.10.

SECTION 6.10. Acceptance by Successor.

Any successor Trustee, Calculation Agent, Paying Agent or Debt Security Registrar
appointed as provided in Section 6.09 shall execute, acknowledge and deliver to the Company and to its
predecessor an instrument accepting such appointment hereunder, and thereupon the resignation or
removal of the retiring party shall become effective and such successor, without any further act, deed or
conveyance, shall become vested with all the rights, powers, duties and obligations with respect to the
Debt Securities of its predecessor hereunder, with like effect as if originally named herein; but,
nevertheless, on the written request of the Company or of the successor, the party ceasing to act shall,
upon payment of the amounts then due it pursuant to the provisions of Section 6.06, execute and deliver
an instrument transferring to such successor all the rights and powers of the party so ceasing to act and
shall duly assign, transfer and deliver to such successor all property and money held by such retiring party
hereunder. Upon reasonable request of any such successor, the Company shall execute any and all
instruments in writing for more fully and certainly vesting in and confirming to such successor all such
rights and powers. Any party ceasing to act shall, nevertheless, retain a lien upon all property or funds
held or collected to secure any amounts then due it pursuant to the provisions of Section 6.06.

If a successor Trustee is appointed, the Company, the retiring Trustee and the successor
Trustee shall execute and deliver an indenture supplemental hereto which shall contain such provisions as
shall be deemed necessary or desirable to confirm that all the rights, powers, trusts and duties of the
retiring Trustee with respect to the Debt Securities as to which the predecessor Trustee is not retiring shall
continue to be vested in the predecessor Trustee, and shall add to or change any of the provisions of this
Indenture as shall be necessary to provide for or facilitate the administration of the Trust hereunder by
more than one Trustee, it being understood that nothing herein or in such supplemental indenture shall
constitute such Trustees co-trustees of the same trust and that each such Trustee shall be Trustee of a trust
or trusts hereunder separate and apart from any trust or trusts hereunder administered by any other such
Trustee.

No successor Trustee shall accept appointment as provided in this Section 6.10 unless at
the time of such acceptance such successor Trustee shall be eligible and qualified under the provisions of
Section 6.08.

In no event shall a retiring Trustee, Calculation Agent, Paying Agent or Debt Security
Registrar be liable for the acts or omissions of any successor hereunder.

Upon acceptance of appointment by a successor Trustee, Calculation Agent, Paying Agent
or Debt Security Registrar as provided in this Section 6.10, the Company shall mail notice of the
succession to the holders of Debt Securities at their addresses as they shall appear on the Debt Security
Register. If the Company fails to mail such notice within ten Business Days after the acceptance of
appointment by the successor, the successor shall cause such notice to be mailed at the expense of the
Company.
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SECTION 6.11. Succession by Merger, etc.

Any Person into which the Trustee may be merged or converted or with which it may be
consolidated, or any Person resulting from any merger, conversion or consolidation to which the Trustee
shall be a party, or any Person succeeding to all or substantially all of the corporate trust business of the
Trustee, shall be the successor of the Trustee hereunder without the execution or filing of any paper or
any further act on the part of any of the parties hereto; provided, that such Person shall be otherwise
eligible and qualified under this Article.

In case at the time such successor to the Trustee shall succeed to the trusts created by this
Indenture any of the Debt Securities shall have been authenticated but not delivered, any such successor
to the Trustee may adopt the certificate of authentication of any predecessor Trustee, and deliver such
Debt Securities so authenticated; and in case at that time any of the Debt Securities shall not have been
authenticated, any successor to the Trustee may authenticate such Debt Securities either in the name of
any predecessor hereunder or in the name of the successor Trustee; and in all such cases such certificates
shall have the full force which it is anywhere in the Debt Securities or in this Indenture provided that the
certificate of the Trustee shall have; provided, however, that the right to adopt the certificate of
authentication of any predecessor Trustee or authenticate Debt Securities in the name of any predecessor
Trustee shall apply only to its successor or successors by merger, conversion or consolidation.

SECTION 6.12. Authenticating Agents.

There may be one or more Authenticating Agents appointed by the Trustee upon the
request of the Company with power to act on its behalf and subject to its direction in the authentication
and delivery of Debt Securities issued upon exchange or registration of transfer thereof as fully to all
intents and purposes as though any such Authenticating Agent had been expressly authorized to
authenticate and deliver Debt Securities; provided, that the Trustee shall have no liability to the Company
for any acts or omissions of the Authenticating Agent with respect to the authentication and delivery of
Debt Securities. Any such Authenticating Agent shall at all times be a Person organized and doing
business under the laws of the United States or of any state or territory thereof or of the District of
Columbia authorized under such laws to act as Authenticating Agent, having a combined capital and
surplus of at least $50,000,000 and being subject to supervision or examination by federal, state, territorial
or District of Columbia authority. If such Person publishes reports of condition at least annually pursuant
to law or the requirements of such authority, then for the purposes of this Section 6.12 the combined
capital and surplus of such Person shall be deemed to be its combined capital and surplus as set forth in its
most recent report of condition so published. If at any time an Authenticating Agent shall cease to be
eligible in accordance with the provisions of this Section, it shall resign immediately in the manner and
with the effect herein specified in this Section.

Any Person into which any Authenticating Agent may be merged or converted or with
which it may be consolidated, or any Person resulting from any merger, consolidation or conversion to
which any Authenticating Agent shall be a party, or any Person succeeding to all or substantially all of the
corporate trust business of any Authenticating Agent, shall be the successor of such Authenticating Agent
hereunder, if such successor Person is otherwise eligible
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under this Section 6.12 without the execution or filing of any paper or any further act on the part of the
parties hereto or such Authenticating Agent.

Any Authenticating Agent may at any time resign by giving written notice of resignation to
the Trustee and to the Company. The Trustee may at any time terminate the agency of any Authenticating
Agent with respect to the Debt Securities by giving written notice of termination to such Authenticating
Agent and to the Company. Upon receiving such a notice of resignation or upon such a termination, or in
case at any time any Authenticating Agent shall cease to be eligible under this Section 6.12, the Trustee
may, and upon the request of the Company shall, promptly appoint a successor Authenticating Agent
eligible under this Section 6.12, shall give written notice of such appointment to the Company and shall
mail notice of such appointment to all holders of Debt Securities as the names and addresses of such
holders appear on the Debt Security Register. Any successor Authenticating Agent upon acceptance of its
appointment hereunder shall become vested with all rights, powers, duties and responsibilities with respect
to the Debt Securities of its predecessor hereunder, with like effect as if originally named as
Authenticating Agent herein.

Other than as provided in the Fee Agreement of even date herewith between Cohen Bros.
& Company, the Company, the Trustee and Delaware Trustee (as defined in the Declaration), the
Company agrees to pay to any Authenticating Agent from time to time reasonable compensation for its
services. Any Authenticating Agent shall have no responsibility or liability for any action taken by it as
such in accordance with the directions of the Trustee and shall receive such reasonable indemnity as it
may require against the costs, expenses and liabilities incurred in furtherance of its duties under this
Section 6.12.

ARTICLE VII

CONCERNING THE SECURITYHOLDERS

SECTION 7.01. Action by Securityholders.

Whenever in this Indenture it is provided that the holders of a specified percentage in
aggregate