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Part I. FINANCIAL INFORMATION

Selected Financial Data

At or for the Quarter Ended % of Change Sept 30, 2008 frc
Sept 30, June 30, Sept 30, June 30, Sept 30,
2008 2008 2007 2008 2007

(Amounts in thousands, except per share data)
Operating Data:

Interest income $ 24,41: $ 23,727 $ 25,33¢ 3% (4)%
Interest expense 12,55: 11,947 14,35( 5 (13
Net interest income 11,85¢ 11,78( 10,98¢ 1 8
Provision for loan losses 1,35( 3,53( 57¢ (62) 13t
Net interest income aftg@rovision for loan losses 10,50¢ 8,25( 10,41« 27 1
Nor-interest income 2,071 3,09¢ 2,54¢ 33 (18
Nor-interest expense 10,20¢ 10,67: 10,34¢ (4) (1
Income beforancome taxes 2,38z 67€ 2,611 252 9
Provision for income taxes 754 73 89C 938 (15
Net income $ 1,62¢ $ 602 $ 1,721 17C (5)

Net Income Per Share:
Basic $ 0.0¢ $ 0.0z % 0.1C
Diluted 0.0¢ 0.0z 0.1C

Selected Performance Ratios:

Return on average assets 0.3% 0.14% 0.45%
Return on average equity 4.57% 1.6&% 4.92%
Net interest margin (1 2.88% 2.9% 3.1%
Efficiency ratio (2) 73.22% 71.7% 76.4%

Asset Quality Ratios:

Nonperforming loans to peri-end loans 0.91% 1.0(% 0.1<%
Nonperforming assets to total assets 0.84% 0.8(% 0.2(%
Net loan charc-offs to average loargutstanding
(annualized) 0.28% 0.28% 0.02%
Allowance for loan losses to period-end loans 1.35% 1.36% 1.22%
X X X
Allowance for loan losses to nonperformil@ans 1.4¢ 1.37 6.3¢

Capital Ratios:

Total risk-based capital 10.61% 10.82% 11.64%
Tier 1 risk-based capital 9.34% 9.5(% 10.45%
Leverage ratio 7.82% 8.02% 9.15%
Equity to assets ratio 7.94% 8.01% 9.09%

Balance Sheet Data: (End of Period)

Total assets 1,797,86. 1,771,70! 1,548,73. 1 16
Loans 1,323,36! 1,285,01. 1,158,16: 3 14
Deposits 1,262,97 1,217,40: 1,033,71 4 22
Short-term borrowings 135,44 153,95 116,13¢ (12 17
Long-term borrowings 243,05¢ 247,71¢ 244,17( 2

Stockholders’ equity 142,83t 141,89( 140,83t 1 1



Other Data:
Weighted average shares

Basic 17,369,92 17,354,29 17,584,56
Diluted 17,416,67 17,401,29 17,602,25
Period end outstanding shares 17,370,17 17,370,17 17,520,82
Number of banking office 22 22 22
Number of ful-time equivalent employees 334 353 34¢

(1) Net interest margin is net interest incomedidd by average interest-earning assets.
(2) Efficiency ratio is non-interest expense diddey the sum of net interest income and non-inténesme.
(3) Nonperforming assets consist of nonaccrualdpesstructured loans and foreclosed assets, velppleeable.
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Item 2. Management’s Discussion and Analysis of Famcial Condition and Results of Operations

This Quarterly Report on Form 10-Q may contain aarforwardiooking statements consisting of estimates wittpees to our financii
condition, results of operations and business dmatsubject to various factors which could causeahcesults to differ materially from the
estimates. These factors include, but are notdianib, general economic conditions, changes inéstaates, deposit flows, loan demand,
estate values and competition; changes in accauptinciples, policies, or guidelines; changeseigidlation or regulation; and other econol
competitive, governmental, regulatory, technolobfaators affecting our operations, pricing, protduand services, and other factors disct
in our filings with the Securities and Exchange Q@uission.

Recent Industry Developments

In response to the challenges facing the finansmivices sector, several regulatory and governrheattons have recently be
announced including:

« The Emergency Economic Stabilization Act, approbgdCongress and signed by President Bush on Oc&ki#Z008, which, amot
other provisions, allowed the U.S. Treasury to pase troubled assets from banks, authorized theiri8es and Exchang
Commission to suspend the application of markagrket accounting, and temporarily raised the biasit of FDIC deposit insurant
from $100,000 to $250,000; the legislation conteatea a return to the $100,000 limit on Decembei2809;

« On October 7, 2008, the FDIC approved a plan toease the rates banks pay for deposit insurance;

« On October 14, 2008, the U.S. Treasury announcedrgmation of a new program, the TARP Capital PasehlProgram that encoura
and allows financial institutions to build capitarough the sale of senior preferred shares tdJtse Treasury on terms that are non-
negotiable;

« On October 14, 2008, the FDIC announced the creatfthe Temporary Liquidity Guarantee Program (R)Gwhich seeks
strengthen confidence and encourage liquidity enlihnking system. The TLGP has two primary compt:nthat are available ot
voluntary basis to financial institutions:

o Guarantee of newlissued senior unsecured debt; the guarantee woplg g0 new debt issued on or before June 30,
and would provide protection until June 30, 2015uers electing to participate would pay a 75 bpsiat fee for th
guarantee;

o Unlimited deposit insurance for nanterest bearing deposit transaction accountsnfiiz institutions electing to participi
will pay a 10 basis point premium in addition te thsurance premiums paid for standard depositamnse;

We have made application to participate in the TARBital Purchase Program up to $42.8 million ief@mred stock. We will participate
the TLGPS enhanced deposit insurance program and will ppbot of the TLGP guarantee of unsecured delitpagth we have no curre
plans to issue any unsecured debt at this timea #esult of the enhancements to deposit insurpratection and the expectation that there
be demands on the FDIC’s deposit insurance funsl ciear that our deposit insurance costs wiltéase significantly during 2009.

Although it is likely that further regulatory actis will arise as the Federal government attempéglthiess the economic situation, manage
is not aware of any further recommendations by letgty authorities that, if implemented, would hawewould be reasonably likely to hav
material effect on liquidity, capital ratios or véts of operations.

Summary of Third Quarter

Total assets grew $26.2 million or 1.5% during tified quarter of 2008 driven by an increase in pah$38.3 million or 3.0% while cash ¢
due from banks decreased $10.1 million or 26.9%ianestment securities decreased $3.2 million 6#4lto end the period at $1.80 billi
Commercial mortgage loans, which amount to $415l6om or 31.4% of gross loans at September 30,82@@ntinue to comprise the larc
segment of the loan portfolio and grew $6.7 million1.6% for the quarter. Commercial and industiéains experienced the most gro
during the quarter increasing $16.3 million or 7.@%@ comprised 17.1% of the total loan portfoli@sRential mortgage loan growth slov
during the third quarter compared to the first tgquearters while increasing $10.7 million. Of the Fl@nillion increase in the residen
mortgage loan segment, financing fod Tamily residences increased $7.7 million, finagcof land and building lots increased $2.5 mil)
and home equity loans increased $0.5 million. Gosbn loans increased slightly by $5.9 million22% to $278.9 million or 21.1% of ta
gross loans as building activity in the market aneraained slow. The net decreases fmvéstment securities activity on a linked quartasi
with $8.0 million in purchases and $11.2 millionmaturities and calls provided funding for loanwtlo along with the increase in depo:
Total deposits were $1.26 billion at quarter endjreerease of $45.6 million or 3.7% from the priprarterend. Time deposits increased $¢
million or 16.9% as wholesale funding grew $63.8lioti and customer time deposits increased $2716omi This increase in time depos
was offset by a decrease of $45.8 million or 6.8%0dnmaturity deposits. Borrowings decreased $23.2 anilbr 5.8% from the prior quar
end with short term and long term borrowings desirep$18.5 million and $4.7 million, respectivelhe decrease in borrowings was offse
an increase in brokered certificates of deposit.






Net interest income increased $79 thousand or Gof%he third quarter compared to the second qualtéerest rates remained unchar
during the third quarter following four cuts by tRederal Reserve totaling 225 basis points in théeFal Funds rate during the first 1
guarters. An additional 50 basis point reductios wanounced by the Federal Reserve shortly akeerd of the third quarter which will affi
net interest income in the fourth quarter and gdorgvard. Interest income increased $685 thousarl@% as the impact of loan growth
the quarter exceeded the reduction in market istaes on variable rate loans. Interest expemzeased $606 thousand or 5.1% as
deposits increased while lower rate moaturity deposits decreased during the quarter.nehénterest margin declined 11 basis points 88%
compared to 2.99% for the linked quarter and dee@&8 basis points when compared to 3.16% fothtihg quarter of 2007. Included in 1
11 basis point reduction was a 9 basis point impéldst interest income from terminated derivatiomtracts discussed below.

The Company decreased its provision for loan logsé&d.4 million for the quarter compared with $&flion for the second quarter of 2(
and $575 thousand for the third quarter of 2007is Tdignificantly lower provision level resulted dswer loans were identified
nonperforming loans during the third quarter white loss exposure still primarily centered in tesidential construction and developn
lending portfolio. Based on the challenges we a®ing in residential construction and developmeatcantinued our proactive approacl
credit risk management. Nonperforming loans deem#s $12.0 million or 0.91% of loans at Septen@#:r2008 from $12.8 million or 1.0C
of loans at June 30, 2008 compared to $2.2 mithio0.19% of loans at September 30, 2007. Nonpeifgmassets increased to $15.1 millio
0.84% of total assets at September 30, 2008 compar$3.2 million or 0.20% of total assets at Seyiter 30, 2007. Net chargdfs remaine
unchanged from the second quarter at 0.28% (armeuBldf average loans and 0.02% of average loarthéathird quarter 2007. The incree
in net chargesffs, nonperforming loans and nonperforming asaetspredominately related to residential constoumcéind development lendi
The allowance for loan losses of $17.9 million ap@mber 30, 2008 represented 1.35% of total laadsl1.49 times nonperforming loan
current quarteend compared with 1.36% of total loans and 1.3&s¢imonperforming loans at June 30, 2008. We beliegeallowance
adequate for losses inherent in the loan portitiSeptember 30, 2008.

Nor-interest income was $2.1 million during the thindager of 2008, compared to $3.1 million for th@pquarter and $2.5 million for t
third quarter of 2007. The decrease in the imd@rest income in the current quarter was attablg primarily to a nonrecurring $440 thous
loss on certain derivative contracts compared osggom derivative activity of $330 thousand ir thecond quarter. The nonrecurring loss
related to the value of certain derivative posiiam our balance sheet where collectibility rem&indoubt due to the bankruptcy and techt
default of Lehman Brothers, the counterparty in ¢batracts. In addition, Lehman Brothers currehityds $1 million of the Company’U.S
Government Agency investment securities as colhtes a part of these derivative agreements. Tiep@aoy has filed a claim against Lehr
Brothers for all funds due to the Company as alresuheir technical default including the retushthis collateral. We expect to fully reco
the investment securities held as collateral (sete 8 to the Financial Statements for further disan). Income from our small busin
investment company (SBIC) activities decreasedhéthird quarter to $39 thousand compared to $8astind in the second quarter. Inci
from our SBIC activities will vary as the gains aledses from investments are recognized. Moerest income also improved in the cur
quarter by $16 thousand from service charges omsiepccounts, while income from wealth managendsatdreased $50 thousand
mortgage banking income decreased $139 thousawed lbaslower transaction volumes.

Non-interest expense of $10.2 million in the third qeaof 2008 decreased $468 thousand or 4.4% freptlor quarter and decreasec
$145 thousand or 1.4% compared with the $10.3 onilfieported in the year ago period. This decreasa the second quarter of 2008 is
result of continued cost control efforts as all onajategories of noimterest expense decreased and the Company cashtiowealize increas
efficiencies from prior investments in its infrastture. This reduction in expense is reflectechindecrease in the ratio of norerest expens
to average assets from 2.69% for the third quaft@007 to 2.47% for the second quarter of 2008.27% for the current quarter.
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On October 24, 2008, Southern Community Financ@p@ration announced that its Board of Directotghair regular meeting on October
2008, declared a quarterly cash dividend of fomt€$0.04) per share on the Compangdmmon stock. The dividend is payable on Nove
28, 2008 to shareholders of record as of the abfsmisiness on November 14, 2008. This cash diddenhe fifteenth consecutive quart:
cash dividend, following two annual cash dividentlse Company’s first cash dividend was paid in NMa2004.

Financial Condition at September 30, 2008 and Decdyar 31, 2007

During the nine month period ending September B082total assets increased by $228.7 million,36%, to $1.80 billion. The Comparsy’
balance sheet management for the quarter and yeaté emphasized maintaining an adequate allowfandean losses, maintaining adeqt
liquidity and keeping capital ratios in excesshw tvell capitalized threshold as defined by reguiatuthorities. The allowance for loan los
was 1.35% of period end loans compared to 1.368teaprior quarter end and 1.20% at the prior year &@he allowance was increased wi
year to date provision of $5.8 million while netace-offs totaled $2.1 million. Liquidity was maintainédy growing the investment portfo
by $84.2 million or 28.4% over yeand levels, and funding the $228.7 million balasheet growth with $217.7 million in total deposars
$6.1 million in borrowings. The deposit growth whsge primarily to brokered deposits which increa$&d4.6 million from year end.

In the loan portfolio, commercial mortgage loansjch total $415.6 million or 31.4% of gross loaosntinue to comprise the largest segr
with year to date growth of $24.7 million or 6.3%aans secured by residential mortgages, which 888P.0 million or 28.9% of gross loa
experienced the most growth during the nine morttiod increasing by $64.0 million or 20.1%. The sioaction segment of the portfc
increased $19.2 million to end the period at $2#8ilon, or 21.1% of gross loans. Commercial andustrial lending grew $28.9 million
$226.7 million at September 30, 2008 or 17.1% efttital loan portfolio.

We utilize various funding sources, as necessargupport balance sheet management and growtheWinditomer deposits continue to be
primary funding source, asset growth during theenimonth period was financed principally by wholesklnding. At September 30, 20
deposits totaled $1.26 billion, an increase of $2Iillion or 20.8% from yeaend 2007. Brokered certificates of deposit accalifive the
majority of the deposit growth during the periodcreasing $174.6 million or 134.4% since DecemHer2®07. Our continued emphasis
growing local deposits netted an increase in maturity deposits of $23.6 million or 3.9% durifgetnine month period while customer t
deposits grew $20.6 million or 11.9%.

Although our capital position remains strong withod our regulatory capital ratios at levels tmaake us “well capitalizediinder federal bar
regulatory capital guidelines, we are exploringmlatives for raising additional capital to expand balance sheet capacity for anticip.
growth including the new programs recently annodrizge the federal government and the FDIC. We h#ed &in application to participate
the United States TreasusyCapital Purchase Program (CPP) to the maximunuatrevailable to us, which would be approximate3.$
million in preferred stock. Under the Treasury’'sRCRpproved banks will issue ngoting cumulative preferred stock to the Treasuhjoh
will qualify as Tier 1 capital. The dividend on $hpreferred stock is payable quarterly at an afmrelate of 5% for the first five years and
thereafter. The issuer may redeem this preferredksafter three years at par plus any accrueddstetntil the third anniversary of 1
preferred stock, the issuer needs Treasury coneeintrease common stock dividends or to conduatesinepurchases of common stoc
junior preferred stock. The Treasury will also figeavarrants to purchase common shares having gregate market value equal to 15% of
preferred stock issued. These warrants will haterra of 10 years and a strike price based on theage price of the issusrcommon stock fi
the 20 trading days prior to the consummation &f ttansaction. These warrants are transferablihdyreasury. At September 30, 2008,
stockholdersequity totaled $142.8 million, an increase of $488usand compared to December 31, 2007. Curreiddoearnings were offs
by a reduction of $1.4 million in the market valieavailable for sale securities along with the mpayt of cash dividends of $2.1 million ¢
the repurchase of 133,175 shares of our outstarmingnon stock during the first quarter at a coss®f2 thousand with no repurchases dt
the second or third quarter.




Results of Operations for the Three Months Ended S#ember 30, 2008 and 2007

Net Income. N et income for the three months ended Septembe2@IB was $1.6 million, a decrease of $93 thousan8,4%, from the sar
three month period in 2007. Net income per share $&09 for both basic and diluted for the threenth® ended September 30, 200
compared with $0.10 basic and diluted for the spar@d in 2007. Net interest income for the thicchger of 2008 was $11.9 million, up $t
thousand, or 7.9% compared with the third quar@72 due to continued strong loan growth, which wHset by compression of the

interest margin as the Bank adjusted to rate ctsahgdhe Federal Reserve. The net interest mafgnB88% declined 28 basis points from
year ago period and decreased 11 basis pointdinkeal quarter basisNon-nterest income was $2.1 million during the thingager of 200¢
which represents a decrease of 18.4% frominterest income of $2.5 million reported in the garable period in 2007. The primary fai
for the decrease was a $440 thousand loss beiognmzed in connection with Lehman Brothers derivatactivity in the current quarter

discussed above) compared to a gain of $69 thousatite third quarter of 2007. Our small businesgestment company (SBIC) affilic
recognized a gain of $39 thousand compared to @ @fa$167 thousand in the third quarter of 2007ntderest expense decreased 9§
thousand, or 1.4% compared with the same quarfeanago. Salaries and employee benefits increb268 thousand while occupancy

equipment and other non-interest expense decrek2@?l thousand and $151 thousand respectively. Gmked quarter basis, nanteres
expense decreased 4.4%.

Net Interest Income. During the three months ended September 30, 20@8net interest income was $11.9 million, an insecaf $87
thousand or 7.9% over the third quarter 2007. Tddction in interest expense from repricing of dgsoexceeded the decrease in inti
income from declining yields on variable rate aned rate loans and the partially offsetting impattcontinued strong loan demand.
interest income for the quarter was also affectedidrivative activity as $201 thousand in interesbme was lost from the termination
certain derivative contracts. While claims haverbéled to recoup lost income from Lehman Brothets defaulted on the contracts and
now in bankruptcy, there is no assurance that thas#s will be received in the future. Net interestome was further impacted by an
thousand reduction in dividends received from teddfal Home Loan Bank as they followed a nationvindestry trend to preserve capital.

Our net interest margin has been impacted andcaiitinue to be impacted in the near term by actiaken by the Federal Reserve Board
respect to interest rates and by competition inmarkets. During the third quarter, the FederaleResdid not continue their trend of reduc
the Federal Funds rate which they began in the thirarter of 2007 leaving the Federal Funds rathamged for the quarter. The Fed
Reserve resumed their trend with two 50 basis p@dtictions announced early in the fourth quarfe2G®8 in response to the weaker
financial condition throughout the financial sectworldwide. The total reduction in the Federal Faimdte from the third quarter of 2(
through the recently announced reductions in thetfioquarter of 2008 is 425 basis points. TheseefedReserve actions resultec
comparable reductions in the prime rate index ticwithe majority of the Bank' variable rate loans are priced. Prior to the ghan thi
Federal Funds rate in September 2007, the rateemadined constant since June 2006. The loan porifoktructured with approximately 4:
of loans with fixed rates, which will not be immatily affected by the change, and 57% with variaéles which will reprice as the applice
rate changes. At quarter end, approximately 72%hefvariable rate loans were tied to prime whil&28ere tied to LIBOR or another ind
The loans tied to prime are generally repricedhat time of the change while the loans tied to LIB&@Rrice based on terms of the Ic
Deposits, such as money market and NOW accourggegriced at the discretion of management whires tdeposits can only be reprices
they mature. The average yield on interstring assets in the third quarter of 2008 deerka85 basis points to 5.93% compared to the
quarter 2007. The lower interest rate environmex® &lso impacted our funding costs. Our cost ofaaeeinterest bearing liabilities for -
third quarter of 2008 decreased 125 basis poin&2@% compared to the third quarter of 2007. ferthird quarter 2008, our net inte
margin of 2.88%, decreased from 3.15% for the fowuarter of 2007 and decreased from 3.16% fromthivd quarter of 2007 while
decreased 11 basis points from the end of the degquoarter. The effect of the Federal Reserve astiubsequent to the end of the third qu
of 2008 and the applicable repricing of loans, d#gpand borrowings will be reflected in the maerest income in future quarters. We ex
that competition for deposits and the rates pa@ctuire them will continue to present challengesdt interest margin improvement.
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Average Yield/Cost Analysis

The following table contains information relating the Company average balance sheet and reflects the averalgeoyi assets and cos!
liabilities for the periods indicated. Such annzedi yields and costs are derived by dividing arinedlincome or expense by the ave
balances of assets or liabilities, respectivelytlie periods presented. The average loan portialiances include nonaccrual loans.

Three Months Ended September 30, 2008 Three Months Ended September 30, 2007
(Amounts in thousands)
Average Interest Average Average Interest Average
balance earned/paid yield/cost balance earned/paid yield/cost
Interest-earning assets:
Loans $ 1,315,98: $ 20,59° 6.22%$ 1,131,061 $ 22,30¢ 7.82%
Investment securities available for sale 276,92° 3,317 4.77% 183,62¢ 2,20¢ 4.77%
Investment securities held to maturity 41,35( 487 4.6%% 63,64: 781 4.87%
Federal funds sold 2,144 11 1.97% 2,951 41 5.51%
Total interest earning assets 1,636,40: 24,41 5.95% 1,381,27! 25,33¢ 7.26%
Other assets 153,19( 142,64!
Total assets $ 1,789,59: $ 1,523,92;
Interest-bearing liabilities:
Deposits:
NOW, Money Market, and Savings $ 535,17¢ $ 3,147 2.3%%% 446,84: $ 4,07¢ 3.62%
Time deposits greater than $100K 133,70: 1,39: 4.1% 161,47: 1,91¢ 4.71%
Other time deposits 460,77: 4,314 3.7% 310,13t 3,93¢ 5.02%
Short-term borrowings 98,83: 90z 3.62% 117,46t 1,38¢ 4.6%%
Long-term borrowings 298,83: 2,791 3.7% 222,76. 3,031 5.4(%
Total interest bearing liabilities 1,527,31 12,55! 3.21% 1,258,68: 14,35( 4.52%
Demand deposits 105,55t¢ 111,35
Other liabilities 14,87¢ 15,05z
Stockholders' equity 141,84¢ 138,83
Total liabilities and stockholders' equity $ 1,789,59: $ 1,523,92:
Net interest income and net interest spi $ 11,85¢ 2.61% $ 10,98¢ 2.7%%
Net interest margi 2.88% 3.1€%
Ratio of average interest-earning assets
to average interest-bearing liabilities 107.1%% 109.7%%

Provision for Loan Losses . The Companyecorded a $1.4 million provision for loan losses the quarter ended September 30, Z
representing an increase of $775 thousand fron$%i& thousand provision for the third quarter 0®20The level of provision for the quai
is reflective of the trends in the loan portfolingluding loan growth, levels of nonperforming Isaand other loan portfolio quality measu
and analyses of impaired loans. While the thirdrggugorovision is substantially less than the seloguarter, the Company continues to focu
nonperforming loans and certain loans identifiedngsaired and other specific loans currently idéedi with a greater than normal risk ba
on the current economic conditions. Additional amsuare required to be added to the allowance pecifc loans that are within t
guidelines of SFAS 114 as well as additional ametotproperly recognize the loss potential inhenemtskier segments of the loan portfo
particularly the residential construction and depehent loan segment. The provision was also impabieloan portfolio growth of $38
million during the third quarter. Provisions foralo losses are charged to income to bring our atieedor loan losses to a level deel
appropriate by management based on the factorssdisd under “Asset Quality.” On an annualized basispercentage of net loan chaafés
to average loans outstanding was 0.28% for thetgquanded September 30, 2008, compared with 0.@2%hé quarter ended September
2007.




Non-Interest Income. For the three months ended September 30, 2008intemr@st income decreased $469 thousand or 18.4%2.fomillior
from $2.5 million for the same period in the priggar. The decrease was primarily the result of £0%housand loss being recognize
connection with economic hedges in the currenttgu@aompared to a gain of $69 thousand in the tpirarter of 2007. During the third qua
of 2008, Lehman Brothers, the counterparty for semnomic hedges became insolvent and unable to lgomigh the terms of the hedc
thereby causing a termination of these derivatioptracts by their technical default. The Company Wia the money”on these contrac
creating an asset whose collectibility was in doad therefore was written off creating the $44@uand loss. See Note 8 to the Fina
Statements for a further discussion on derivati8esvice charges and fees on deposit accounts.Bf§illion were up $225 thousand or 17.
from the third quarter of 2007, and were up $16ifamd on a linked quarter basis. Our small busime&stment company (SBIC) affilic
recognized a gain of $39 thousand in the third tgmarf 2008 compared to a gain of $167 thousarttiénthird quarter of 2007. This decre
was due to current losses on companies in whiclSBIE had invested. Income from SBIC activities|wéry as the gains and losses f
these investments are recognized. Income from rmgetdpanking activities of $219 thousand for theenirquarter was down $79 thousanc
26.5%, compared to the third quarter of 2007 ar@d&thousand or 38.8% on a linked quarter basis@gage origination volumes and I
sales decreased due to the current economic slaw.davestment brokerage and trust fees also dsedet $285 thousand compared to ¢
thousand in the third quarter of 2007. The decréasrcome resulted from lower transaction volunde® to economic uncertainty and
declining stock market.

Non-Interest Expense. We strive to maintain noimterest expenses at levels that we believe areopppte given the nature of our operati
and the investments in personnel and facilitie$ tizve been necessary to support and service owrtlgr From 1998 forward through 1
current three month period, we have consistentlintaiged our ratio of noimterest expense to average total assets below. Dottng 200!
our growth has slowed and our investment in efficies in prior years was realized through redustion other than personnel rels
components of non-interest expense. For the thaeghm ended September 30, 2008, our inderest expense decreased $145 thousand ol
over the same period in 2007. The only major corepbito increase during the period were salariesralated employee benefits which w
$5.5 million in the current quarter compared to3$&illion in the third quarter of 2007. On a linkegdarter basis, cost control efforts w
realized as non-interest expense decreased in enaoy category totaling $468 thousand or 4.4% ftbensecond quarter.

Provision for Income Taxes. Our provision for income taxes, as a percentagaaime before income taxes, was 31.7% for the threeth:
ended September 30, 2008 and 34.1% for the thre¢éhsmi@ended September 30, 2007. The relatively highaportion of taxexempt earninc
to total earnings in the third quarter producedltiveer than normal effective income tax rate. Naatze interest income continued to incre
during the third quarter due to the impact of adi@hal investment of $10 million in Bank Ownedfdilnsurance (BOLI) during the secc
quarter of 2008.

Results of Operations for the Nine Months Ended Sépmber 30, 2008 and 2007

Net Income. Our net income for the nine months ended Septer8def008 was $4.3 million, compared to $5.7 millfon the nine montt
ended September 30, 2007. Net interest incomedsere$2.1 million or 6.5% compared to the nine mmgeriod of the prior year. The imp
of Federal Reserve reductions of 325 basis poinghort term interest rates, and the lag in théngnof this magnitude of market interest
change affecting the Barkinterest bearing liabilities contributed to th&lasis point compression of our net interest margi2.95% for th
nine month period of 2008, from 3.21% recordedtfe nine months ended September 30, 2007. Thegwavfor loan loss increased $
million or 186.7% compared to the prior year. Theoant of the provision for the third quarter 20@&kased following a substantial incre
in the second quarter 2008. Norterest income increased $273 thousand or 3.2%paced to the prior nine month period with increas
income achieved in all areas (as presented in Blédethe Financial Statements) except for SBIC imeavith the most notable increases rel
to service charges and income related to derivatitizity. Noninterest expense increased $1.0 million or 3.4%pared with the same peri
a year ago. The increase in niaterest expense was primarily the result of insesain salaries and related employee benefits eg)
Decreases were realized in occupancy, equipmenttiued non-interest expense due to cost controlsff
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Net Interest Income. During the nine months ended September 30, 2008neuinterest income totaled $34.6 million, anrgase of $2.
million or 6.5% over the $32.5 million for the samime month period in 2007. Net interest incomedbiéed from strong growth in avere
earning assets. Due to strong loan demand, ourdéawerage earning assets has increased $21H4i@noir 15.8% to $1.57 billion from $1..
billion for the nine months ended September 200atwBen September 2007 and September 2008 the Fédm@rve decreased the targ
Federal Funds rate seven times for a total of 3&fskpoints with variable loan rates tied to primagusting accordingly. Our average yielc
interestearning assets decreased 109 basis points to &@d#fgared to the same period in 2007. Decliningsrhte also impacted our fund
costs for the first nine months of 2008, as fundingts decreased 96 basis points to 3.47% fron? {68 the comparable period a year
Average interest bearing liabilities increased $21@illion or 17.7% to $1.46 billion from $1.24 Iin for the nine month period enc
September 2007. For the nine months ended Septe88b2008, our net interest spread was 2.70% caedpar2.82% for the comparable p
year period while our net interest margin was 2.9&8tpared to 3.21%. Net interest income in thedtljuarter of 2008 decreased $
thousand from lost benefit from the terminatiorceftain derivative contracts and $80 thousand fretuced dividends from the Federal He
Loan Bank.

Average Yield/Cost Analysis

The following table contains information relating the Company average balance sheet and reflects the averalgkoyi assets and cos!
liabilities for the periods indicated. Such annzedi yields and costs are derived by dividing incemexpense by the average balances of ¢
or liabilities, respectively, for the periods pressl. The average loan portfolio balances inclunte-accrual loans.

Nine Months Ended September 30, 2008 Nine Months Ended September 30, 2007
(Amounts in thousands)
Average Interest Average Average Interest Average
balance earned/paid yield/cost balance earned/paid yield/cost
Interest-earning assets:
Loans $ 1,264,74. $ 61,65¢ 6.51%% 1,093,69: $ 64,212 7.85%
Investment securities available for sale 250,73¢ 9,03¢ 4.81% 180,51: 6,691 4.9¢%
Investment securities held to maturity 51,29: 1,72¢ 4.4% 76,01 2,452 4.31%
Federal funds sold 2,53( 43 2.2¢% 4,817 182 5.06%
Total interest earning assets 1,569,301 72,46¢ 6.17% 1,355,03 73,53¢ 7.26%
Other assets 148,05: 143,28(
Total assets $ 1,717,35 $ 1,498,31!
Interest-bearing liabilities:
Deposits:
NOW, Money Market, and Savings $ 520,18! $ 9,42t 2.42%$ 427,80: $ 11,16 3.4%%
Time deposits greater than $100K 134,40¢ 5,21« 5.1&% 166,08" 5,947 4.7%
Other time deposits 404,47 12,027 3.97% 330,82¢ 11,95¢ 4.82%
Short-term borrowings 135,44 3,07¢ 3.04% 107,98t¢ 3,30% 4.0%%
Long-term borrowings 262,34( 8,081 4.11% 204,69. 8,63¢ 5.64%
Total interest bearing liabilities 1,456,84! 37,82: 3.47% 1,237,39 41,00¢ 4.45%
Demand deposits 104,78t 108,33t
Other liabilities 12,921 14,48t
Stockholders' equity 142,80( 138,09:
Total liabilities and stockholders' equity $ 1,717,35 $ 1,498,31I
Net interest income and net interest spi $ 34,64. 2.7(% $ 32,52¢ 2.82%
Net interest margi 2.95% 3.21%
Ratio of average interest-earning assets to average %
interest-bearing liabilities 107.7% 109.57
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Provision for Loan Losses . The Companyecorded a $5.8 million provision for loan losses the nine months ended September 30, :
representing an increase of $3.8 million from tReO$million provision for the comparable period28f07. The level of provision for the n
months is reflective of the trends in the loan fmdid, including loan growth, levels of ngmerforming loans and other loan portfolio qué
measures, and analyses of impaired loans as ddiln&FAS 114. Provisions for loan losses are clthtgécome to bring our allowance -
loan losses to a level deemed appropriate by mamagtebased on the factors discussed under “Assaliti On an annualized basis,
percentage of net loan chargfs to average loans outstanding was 0.23% foptréeod ended September 30, 2008, compared wittPo fbr
the period ended September 30, 2007.

Non-Interest Income. For the nine months ended September 30, 2008, dingp@ny reported noimterest income of $8.8 million comparec
$8.5 million for the first nine months of 2007. Seete 6 to the Financial Statements for a summéthecomponents of nointerest incomt
Since 2003, the Company has entered into varidaeseist rate swaps to hedge the interest ratenigrént in certain of its brokered certifice
of deposit and believes these swaps have beentieffears economic hedges. Due to the decline in etdriterest rates over the last r
months, all of the brokered certificates of depasid the related derivatives were called duringfitise six months of 2008. As these derivat
and the related brokered deposits were called poionaturity, a gain was recognized in riaterest income which totaled $1.4 million for
first six months of 2008. During the third quarteehman Brothers, thecounterparty for two economic hedges became insblved unable
comply with the terms of the hedges thereby cauaiteymination of these derivative contracts byrttezhnical default. The Company waas
the money”on these contracts creating an asset whose cbllégtivas in doubt and therefore was written oféating the $440 thousand Ic
The loss in the third quarter offset the gain ie finst two quarters resulting in a cumulative yamdate gain of $934 million from econor
hedge activitycompared to a $60 thousand gain for the same pémid@D07. The loss for the first nine months of om our SBI(
investment was $29 thousand compared to a gaiil.@f @illion in 2007. This investment was profitaliethe second and third quarters \
combined earnings of $121 thousand following a fs$150 thousand in the first quarter. Income fiBBIC activities will vary as the gai
and losses from these investments are realizedicBarharges on deposit accounts for the nine mpettod in 2008 increased to $4.4 milli
up $882 thousand, or 25.3% over the same perichaggo. We expect a continued positive trend rivice charge fee income in the future
we continue to expand our nomaturity deposit base. Improvement was also redlineother areas during the first three quarter2@i8 a
mortgage banking income was up $43 thousand or da2&investment brokerage and trust fees werel8p $housand or 16.3% from the y
ago period. Despite the year-owgrar improvement in wealth management income aoohire from mortgage banking, these revenue sc
have experienced a negative trend in the thirdtquaf 2008 with lower transaction volumes. Naterest income for the first nine mon
2007 also contained a one-time $152 thousand gathesale of bank property which did not recu2098.

Non-Interest Expense . We strive to maintain noimterest expenses at levels that we believe areopgpte given the nature of our operati
and the investments in personnel and facilitiesessary to support and service our growth. As candhise expansion slowed during the
nine months of 2008, the rate of increase in noerést expense also decreased. For the nine mentted September 30, 2008, our non-
interest expense increased $1.0 million or 3.4% tve same period in 2007. Salaries and employeefibe&xpense increased $1.2 millior
7.6% due to normal salary increases, minimal steffeases and related employee benefit cost. Oocypand equipment expense decre
$158 thousand or 2.7% as the depreciation expevsterecognized for facilities and equipment has enattd. For the nine months en
September 30, 2008, on an annualized basis, dor ghhoninterest expenses to average total assets decreaged5% as compared w
2.71% for the same nine months in 2007.

Provision for Income Taxes. Our provision for income taxes, as a percentag@eadme before income taxes, was 30.3% for the ninath:
ended September 30, 2008 and 34.0% for the ninghm@mded September 30, 2007, reflective of diffelevels of taxexempt earnings. Tt
rate was affected by lower taxable income and ased nontaxable income from an additional $10 onilinvestment in BOLI during tl
second quarter of 2008.

Liquidity and Capital Resources
Market and public confidence in our financial stfnand in the strength of financial institutionsgeneral will largely determine our acces

appropriate levels of liquidity. This confidencesignificantly dependent on our ability to maintaiound asset quality and sufficient level
capital resources to generate appropriate earaing$o maintain a consistent dividend policy.
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Liquidity is defined as our ability to meet antiatpd customer demands for funds under credit comemits and deposit withdrawals ¢
reasonable cost and on a timely basis. Managemeasumes our liquidity position by giving consid@atto both on- and offialance she
sources of funds and demands for funds on a daitlyveeekly basis. Sources of liquidity include castd cash equivalents, net of fed
requirements to maintain reserves against depabhitifies, unpledged investments available foesédan repayments, loan sales, deposits
borrowings from the Federal Home Loan Bank and fammrespondent banks under overnight federal fnedit lines. In addition to depc
and borrowing withdrawals and maturities, the Conypa primary demand for liquidity is anticipated fundiunder credit commitments
customers.

Investment securities totaled $313.1 million att8eyber 30, 2008, an increase of $84.2 million fi§2#8.9 million at December 31, 2007.
believe our liquidity is adequate to fund expedtsth demand with current deposit and borrowing sesir Supplementing customer deposi
a source of funding, we have available lines oflitrbcom various correspondent banks to purchasertd funds on a shotérm basis ¢
approximately $121.0 million. Another source ofulidity utilized for the first time during the seabmuarter of 2008 was the Term Auct
Facility (TAF) processed through the Federal Res@unk. As of September 30, 2008, the Company Badd3million outstanding with ti
TAF. These borrowings are collateralized with vas@ssets pledged to the Federal Reserve in theahoourse of business. We also have
credit capacity from the Federal Home Loan BanRiidinta (FHLB) to borrow up to $448.4 million as 8éptember 30, 2008, which is limi
to our lendable collateral value of $174.9 milliétHLB borrowings were $164.2 million and $212.6lmoit at September 30, 2008 and 2(
respectively. At September 30, 2008, we had $90ldmin the form of term repurchase agreementhwiaturities from one year to five ye
which increased $10.0 million since yeard and $25.0 million from the third quarter of 200Ve have repurchase lines of credit aggreg
$150.0 million from various institutions, which muse adequately collateralized. We also had steont repurchase agreements with 1
outstanding balances of $28.4 million and $22.7ionlat September 30, 2008 and December 31, 2@3pectively. Of the $28.4 million
guarter end, $18.4 million were done as accommoudstifor our deposit customers with the remaining.®Imillion being repurcha
agreements with a maturity of less than a yearui®@s sold under agreements to repurchase génenature within ninety days from t
transaction date and are collateralized by U.S.e@awent Agency obligations. At September 30, 2@8,total outstanding commitments
extend credit were $342.3 million consisting ofla@mmitments of $214.2 million, amounts availalmeler home equity credit lines of $1C
million, letters of credit of $8.2 million and otheredit lines of $16.2 million. We believe thatrarombined aggregate liquidity position fr
all sources is sufficient to meet the funding reeients of loan demand and deposit maturities atfliwals in the near term.

Throughout our history, our loan demand has exatede growth in core deposits. We have therefdieddeavily on certificates of deposit
a source of funds. While the majority of these fiade from our local market area, the Bank haizetilbrokered and out-ofarket certificate
of deposit to diversify and supplement our depbage. In recent years, the Bank has emphasizéatiwes to increase demand deposits
other core deposit accounts to improve our fundiig This emphasis continued in the first threertpra of 2008 with the introduction of 1
ME account, which pays a higher rate of interestdiaalifying transaction accounts, the new Masterraccount for business customers
higher rates for certain money market accountsa Assult of those initiatives and normal growthpimaaturity deposits increased $23.6 mil
or 3.9% at the end of the third quarter comparedhto prior year end. Certificates of deposit repntésd 50.2% of our total deposits
September 30, 2008, an increase from 42.1% at Deme®1, 2007. Time deposits of $100 thousand oertmaled $133.5 million and $13
million at September 30, 2008 and December 31, 2@¥pectively. While we will need to pay compgétrates to retain these deposits at
maturities, there are other subjective factors Wikhtalso determine their continued retention.

At September 30, 2008, our leverage ratio (Tieapital to average quarterly assets) of 7.8% arkih@sed capitals ratios exceeded
minimums established for a well capitalized bankdgulatory measures. Our Tier | risk-based ana tigk-based capital ratios at Septen
30, 2008 were 9.3% and 10.67%, respectively. Wes Hidwd an application to participated in the UditStates Treasurg’Capital Purcha
Program (CPP) up to the maximum amount availablestovhich would be approximately $43 million ireferred stock. (See the discus:
above for further details on the CPP.)

Goodwill amounted to $49.8 million at September 2008. Under purchase accounting, goodwill may berompaired under cert:
conditions. With the recent decline in our stoclcgr we performed an idepth review of our goodwill to test for impairmeBased on th
internally prepared analysis, we concluded thate@ot have impairment as of September 30, 2008. ddnclusion is dependent on our fu
earnings and capital projections which we intentetoew periodically.
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The Company announced plans to repurchase up t@@D@hares of its common stock in March 2005 efmurchase an additional 600,
shares of its common stock in September 2005 anepuarchase up to an additional 1 million shareissafommon stock in July 2006. Throt
September 30, 2008, the Company had repurchas&8,073 shares at an average price of $8.93 pee shater the three plans, includ
133,175 shares at an average price of $7.07 pwedhhging the first quarter of 2008 with no rep@asbs during the second or third quarter.

On October 24, 2008, Southern Community Financ@p@ration announced that its Board of Directotghair regular meeting on October
2008, declared a quarterly cash dividend of fomtx€$0.04) per share on the Compangdmmon stock. The dividend is payable on Nove
28, 2008, to shareholders of record as of the abdrisiness on November 14, 2008. This cash didds the fifteenth consecutive quart
dividend, following two annual dividends.

Asset Quality

We consider asset quality to be of primary impartanNe employ a formal internal loan review procesensure adherence to the Len
Policy as approved by the Board of Directors. Ithis responsibility of each lending officer to gssan appropriate risk grade to every

originated. Credit Administration, through the lo@view process, validates the accuracy of théalnitsk grade assessment. In addition,
given loan’s credit quality improves or deteriogti is Credit Administration’s responsibility thhange the borrowes’risk grade according
Our policy in regard to past due loans normallyuiezs a chargeff to the allowance for loan losses within a ressde period after collecti
efforts and a thorough review have been compldtacher collection efforts are then pursued througtious means including legal remec
Loans carried in a nonaccrual status and probabkek are considered in the determination of thevahce for loan losses.

Our financial statements are prepared on the acbasis of accounting, including the recognitiorirgérest income on loans, unless we ple
loan on a nonaccrual basis. We account for loana aonaccrual basis when we have serious doubist ae collectibility of principal ¢
interest. Generally, our policy is to place a laam nonaccrual status when the loan becomes pasB@udays. We also place loans
nonaccrual status in cases where we are uncerta@ther the borrower can satisfy the contractuahseof the loan agreement. Amot
received on nonaccrual loans generally are apfiliedto principal and then to interest only af&dr principal has been collected. Restructi
loans are those for which concessions, includiegéduction of interest rates below a rate othenaisilable to that borrower or the deferr:
interest or principal have been granted due tobitweowers weakened financial condition. We record intemstrestructured loans at
restructured rates, as collected, when we antigigfat no loss of original principal will occur. kagement also considers potential prot
loans in the evaluation of the adequacy of the Baakowance for loan losses. Potential problemdcae loans which are currently perforn
and are not included in nonaccrual or restructlwads as shown above, but which we have doubts tetborrowess ability to comply wit|
present repayment terms. These loans may becorhdyaseach nonaccrual or be restructured; howagesuch events have not yet occu
they are being evaluated due to a heightened fisluah occurring.

Nonperforming assets increased to $15.1 milliorD.84% of assets at September 30, 2008, compar&d.8million or 0.18% of assets
December 31, 2007. (For a summary of nonperforrasggts, see Note 4 to the Financial Statementspddforming loans decreased to $:
million or 0.91% of total loans at September 300&f&rom $12.8 million or 1.00% of loans at June 3008 and increased from $2.1 millior
0.17% of loans at December 31, 2007. Nonaccrualslad $12.0 million decreased by $0.8 million dgrihe third quarter 2008 from $1
million at June 30, 2008. At September 30, 2008, Itrgest nonaccrual loan relationship with any bogower was $2.9 million with tl
average balance for the fiftyine nonaccrual loans being $204 thousand. Therithajaf nonperforming loans, nonperforming assetd ae
charge-offs during the third quarter of 2008 wergidential construction and development relatedlesses.

Foreclosed assets consist of real estate acquiredgh foreclosure and repossessed assets. Atnteate30, 2008, foreclosed assets tol
$3.1 million or 0.17% of total assets, and conslisté nineteen properties compared to $775 thousan@d.05% of total assets, and se
properties at December 31, 2007. Foreclosed aissdtisled $2.8 million in construction and land deyenent and $308 thousand irdamily
residential properties and improved land. The Istrgellar value of a foreclosed property at Septng, 2008, was $655 thousand comp
to $319 thousand December 31 2007. We have revieeseht valuations of these properties and beltba¢ the properties are curret
recorded at their fair value, less costs to sell.
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Our allowance for loan losses (“ALLL’s established through charges to earnings indha bf a provision for loan losses. We increase
allowance for loan losses by provisions chargeajpterations and by recoveries of amounts previoctsérged off and we reduce our allowe
by loans charged off. In evaluating the adequacyhefallowance, we consider the growth, compositiad industry diversification of t
portfolio, historical loan loss experience, currdatinquency levels, trends in past dues and ¢ledsassets, adverse situations that may af
borrower’s ability to repay, estimated value of any undedytollateral, prevailing economic conditions arlden relevant factors derived frt
our history of operations.

The Bank’s methodology for the calculation of ALldegins with the evaluation of loans under SFAS 14gtounting by Creditors for
Impairment of a Loan . For the purpose of evaluating loans for impairtnerder SFAS 114, loans are considered impairedithie considere
probable that all amounts due under the contradtrats of the loan will not be collected when da@npr shortfalls in amount or timil
excepted). The Bank has established policies anckpures for identifying loans that should be adexsd for impairment. Loans are revie
through multiple means such as delinquency managenoesdit risk reviews, watch and criticized loaronitoring meetings and gene
account management. Loans that are outside of #mk'8 established criteria for evaluation may be carsid for SFAS 114 impairme
testing when management deems the risk sufficentdrrant this approach. For loans determined téamymired, the specific allowance
based on the most appropriate of the three measutemethods: present value of expected future flasls, fair value of collateral, or tl
observable market price of a loan method. While agament uses the best information available to regk&uations, future adjustments to
allowance may be necessary if conditions differssamtially from the assumptions used in making ¢kaluations. Once a loan has t
evaluated for SFAS 114 impairments, it is not ideld in the determination of the general allowarmamonent based on SFASAgcounting
for Contingencies, even if no specific allowance (the SFAS 114 congm) is considered necessary.

The Bank also utilizes various other factors tdaHer evaluate the portfolio for risk to determihe &appropriate level of allowance to proy
for probable losses in the loan portfolio. The otfeetors utilized include the rate of loan growtinedit grade migration, policy exceptic
account officer experience, interest rate trends \rious economic factors. These factors are exaanfor trends and the risk that t
represent to the Bardk'loan portfolio. Each of these other factors migreed a level of risk and this risk factor is apglto only the SFAS
pool of loans to calculate the appropriate alloveanc

Throughout our history, growth in loans outstandhmgs been the primary reason for increases in bowance for loan losses and

provisions for loan losses. The provision for ldasses increased to $1.4 million for the third geraof 2008 as compared to $575 thousan
the same period last year. This significantly highmvision and resultant allowance level was gi¢aied by the increase in our nonperforn
loans and the potential loss exposure primarilytered in the $162.6 million residential construstand development lending portfolio.
discussed above, loans identified as impaired uS#exS 114 are evaluated when determining the redyirovision for the total loan Ic
allowance. At September 30, 2008, $14.8 milliohoains were considered impaired, of which $8.3 onilliequired a specific allowance of $
million. This compared to $14.1 million in impairémhns of $8.2 million required an allowance of &million at June 30, 2008. Loan gro
of $38.3 million during the quarter also was a dadh the increased provision. The allowance famldosses at September 30, 2008 was !
million and represented 1.35% of total loans amtd Ximes nonperforming loans. At September 30, 200& allowance was $14.2 milli
which represented 1.23% of total loans and 6.3&gimonperforming loans. The Company believes timtatlowance is adequate for los
inherent in our loan portfolio at September 30,200
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Item 1 - Financial Statements

SOUTHERN COMMUNITY FINANCIAL CORPORATION
CONSOLIDATED STATEMENTS OF FINANCIAL CONDITION (Unaudited)

September 30, December 31,
2008 2007 *

(Amounts in thousands, except sh

data)
Assets
Cash and due from banks $ 27,45: % 31,90¢
Federal funds sold 2,60¢ 2,25(
Investment securities
Available for sale, at fair value 271,79¢ 159,12:
Held to maturity, at amortized cost 41,31¢ 69,81:
Loans held for sale 92C 1,92¢
Loans 1,323,36! 1,188,43!
Allowance for loan losses (17,929 (14,259
Net Loans 1,305,43. 1,174,18I
Premises and equipment, net 39,26¢ 38,99°
Goodwill 49,79: 49,79
Other assets 59,28: 41,19¢
Total Assets $ 1,797,86. $ 1,569,18:
Liabilities and Stockholders’ Equity
Deposits
Demand $ 104,98¢ $ 109,89!
Money market, NOW and savings 523,94¢ 495,44
Time 634,03 439,89:
Total Deposits 1,262,97. 1,045,23
Short-term borrowings 135,44 117,77
Long-term borrowings 243,05t 254,63:
Other liabilities 13,54¢ 9,201
Total Liabilities 1,655,02 1,426,84.
Stockholders’ Equity
Preferred stock, no par value, 1,000,000 shardwenéd; none
issued or outstanding at September 30, 2008 andrbiger 31, 2007 - -
Common stock, no par value, 30,000,000 shares Azglp issued and
outstanding 17,370,175 shares at September 30, 2008
and 17,399,882 shares at December 31, 2007 118,67 119,10:
Retained earnings 24,27¢ 22,19¢
Accumulated other comprehensive income (loss) (112) 1,04(
Total Stockholders’ Equity 142,83t 142,33¢

Commitments and contingencies



Total Liabilities and Stockholders' Equity $ 1,797,86. $ 1,569,18:

* Derived from audited consolidated financial stagmts

See accompanying notes.
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SOUTHERN COMMUNITY FINANCIAL CORPORATION
CONSOLIDATED STATEMENTS OF OPERATIONS (Unaudited)

Three Months Ended Nine Months Ended
September 30, September 30,
2008 2007 2008 2007

(Amounts in thousands, except per share and shag d
Interest Income

Loans $ 20,597 $ 22,30¢ $ 61,65¢ $ 64,21
Investment securities available for sale 3,317 2,20¢ 9,03¢ 6,691
Investment securities held to maturity 487 781 1,72¢ 2,452
Federal funds sold 11 41 43 187
Total Interest Incorr 24,41 25,33¢ 72,46¢ 73,53¢

Interest Expense
Money market, NOW and savings deposits 3,145 4,07¢ 9,42: 11,16:
Time deposits 5,70¢ 5,852 17,24 17,90:
Borrowings 3,70( 4,41¢ 11,15¢ 11,94
Total Interest Expen 12,55! 14,35( 37,82: 41,00¢
Net Interest Inconr 11,85¢ 10,98¢ 34,64 32,52¢
Provision for Loan Losses 1,35(C 57¢ 5,80¢ 2,02t
Net Interest Income After Provision for Loan Los 10,50¢ 10,41« 28,83¢ 30,50«
Non-Interest Income 2,077 2,54¢ 8,764 8,491

Non-Interest Expense

Salaries and employee benefits 5,53¢ 5,26 16,95( 15,75:
Occupancy and equipment 1,85¢ 2,11¢ 5,74¢ 5,901
Other 2,81¢ 2,96¢ 8,731 8,75¢
Total Noninterest Expen: 10,20- 10,34¢ 31,43¢ 30,41
Income Before Income Tax 2,38: 2,611 6,16¢ 8,58:
Income Tax Expense 754 89(C 1,86¢ 2,921
Net Incom« ¢ 1,62¢ $ 1,721 $ 429 $ 5,661

Net Income Per Common She
Basic $ 0.0¢ $ 0.1C $ 0.2 $ 0.32
Diluted 0.0¢ 0.1C 0.2t 0.32

Weighted Average Common Shares Outstanding
Basic 17,369,92 17,584,56 17,361,25 17,532,81
Diluted 17,416,67 17,602,25 17,406,55 17,603,52

See accompanying notes.
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SOUTHERN COMMUNITY FINANCIAL CORPORATION
CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME (Un audited)

Three Months Ended Nine Months Ended
September 30, September 30,
2008 2007 2008 2007

(Amounts in thousands)

Net income $ 1,62¢ $ 1,721 $ 429 $ 5,661

Other comprehensive income (loss):
Securities available for sale:
Unrealized holding gains (losses) on

available for sale securities (57) 2,304 (2,29]) 862
Tax effect 22 (88¢€) 88z (332
Net of tax amount (35) 1,41¢ (1,40%) 53C

Cash flow hedging activities:

Unrealized holding gains on cash flow hedging dti¢is 632 174 99¢ 46
Tax effect (2439) (67) (38€) (18
Loss due to counterparty default (4049) - (404) -
Reclassification of losses recognized in net income 50 14 78 42
Tax effect (19 (5) (29) (15)
Net of tax amount 16 11€ 257 55
Total other comprehensive income (l¢ (19 1,532 (1,15 58¢

Comprehensive income $ 1,60¢ $ 3,25 $ 3,14t $ 6,24¢

See accompanying notes.
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SOUTHERN COMMUNITY FINANCIAL CORPORATION
CONSOLIDATED STATEMENT OF CHANGES IN STOCKHOLDERS’' EQUITY (Unaudited)
L]

Accumulated

Common Stock Other Total
Retained Comprehensiv Stockholders
Shares Amount Earnings  Income (loss) Equity

(Amounts in thousands, except share data)

Balance at December 31, 2007 17,399,88 $ 119,10: $ 22,19¢ $ 1,04C $ 142,33¢
Net income - - 4,29¢ 4,29¢
Other comprehensive loss, net of tax - - - (1,15 (1,157
Common shares repurchased (133,179 (942) - - (942
Stock options exercised including income tax berméf51 103,46¢ 40¢ - - 40¢€
Stock-based compensation - 10¢€ - - 10€
Cumulative effect of accounting method change - - (132) - (132)
Cash dividends of $0.12 per share - - (2,08¢) - (2,08¢)

Balance at September 30, 2008 17,370,17 $ 118,67 $ 24,27¢ $ (111 % 142,83t

See accompanying notes.
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SOUTHERN COMMUNITY FINANCIAL CORPORATION
CONSOLIDATED STATEMENTS OF CASH FLOWS (Unaudited)

Nine Months Ended
September 30,
2008 2007

(Amounts in thousands)
Cash Flows from Operating Activities
Net income $ 429 $ 5,661
Adjustments to reconcile net income to net cashigesl
by operating activities:

Depreciation and amortization 2,88¢ 2,93¢
Provision for loan losses 5,80¢ 2,02t
Stock based compensation 10¢€ 78
Net increase in cash surrender value of life inscea (64¢) (459)
Realized (gain) loss on sale of premises and eqgripm 32 (119
Gain on economic hedges (939 (60)
Deferred income taxes 874 (701)
Realized (gain) loss on sale of foreclosed assets 51 (58)
Changes in assets and liabilities:
Increase in other assets (7,690 (3,887
Increase in other liabilities 5,407 3,62:
Total Adjustment 5,88¢ 3,381
Net Cash Provided by Operating Activit 10,18¢ 9,04:

Cash Flows from Investing Activities

(Increase) decrease in federal funds sold (35%) 363
Purchase of:
Available for sale investment securities (158,189 (16,359
Held to maturity investment securities - (2,719
Proceeds from maturities and calls of:
Available for sale investment securities 43,19( 14,98:
Held to maturity investment securities 28,48: 12,16:
Net increase in loans (136,04) (125,629
Purchases of premises and equipment (2,949 (1,219
Proceeds from disposal of premises and equipment 8 6
Proceeds from sale of foreclosed assets 767 98¢
Purchase of bank-owned life insurance (10,000 -
Net Cash Used by Investing Activit (235,083 (116,410

Cash Flows from Financing Activities

Net increase in demand deposits 23,59« 88,21
Net increase (decrease) in time deposits 194,141 (79,079
Net increase in short-term borrowings 17,67: 23,39:
Proceeds from long-term borrowings 50,00( 110,00(
Repayment of long-term borrowings (62,349 (38,379
Net proceeds from the issuance of common stock 40¢ 1,72¢
Common stock repurchased (942) (1,419

Cash dividends paid (2,086 (2,020




Net Cash Provided by Financing Activit 220,44t 102,43!

Net Decrease in Cash and Due From B (4,4572) (4,937)
Cash and Due From Banks, Beginning of Period 31,90t 29,16(
Cash and Due From Banks, End of Period $ 27,45 $ 24,22

See accompanying notes.
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Southern Community Financial Corporation
Notes to Consolidated Financial Statements (Unauditl)

Note 1 — Basis of Presentation

The consolidated financial statements include ttmpants of Southern Community Financial Corporatitre “Company”), and its wholly-
owned subsidiary, Southern Community Bank and Trtintercompany transactions and balances haenteliminated in consolidation.
managemens opinion, the financial information, which is uwnlited, reflects all adjustments (consisting sot#lywormal recurring adjustmen
necessary for a fair presentation of the finanicitdrmation as of and for the three-month and mimanth periods ended September 30, :
and 2007, in conformity with accounting principtenerally accepted in the United States of America.

The preparation of the consolidated financial stetets and accompanying notes requires managemém @fompany to make estimates
assumptions relating to reported amounts of asmedisliabilities and the disclosure of contingensess and liabilities at the date of
consolidated financial statements and the repaiedunts of revenues and expenses during the peéatdal results could differ significan
from those estimates and assumptions. Materiahagtis that are particularly susceptible to sigaiftcchange relate to the determination o
allowance for loan losses. To a lesser extentfiignt estimates are also associated with theatiln of securities, intangibles and deriva
instruments, determination of stoblesed compensation and income tax assets or tiediland accounting for acquisitions. Operatirguite
for the three-month and nimaenth periods ended September 30, 2008 are nosserily indicative of the results that may be expedor the
fiscal year ending December 31, 2008.

The organization and business of Southern Commihiitgincial Corporation, accounting policies follaey the Company and other rele\
information are contained in the notes to the chdated financial statements filed as part of tlempany’s 2007 annual report on FormHKO-
This quarterly report should be read in conjunctidth the annual report.

Recently issued accounting pronouncements
On January 1, 2008, the Company adopted the fallgwew pronouncements:

« SFAS No. 157, Fair Value Measurements and
 SFAS No. 159, The Fair Value Option for Financialsats and Financial Liabilities

« The Emerging Issues Task Force (EITF)4)6Accounting for Deferred Compensation and Pdstment Benefit Aspects
Endorsement Split-Dollar Life Insurance Arrangersent

In adopting EITF 064, the Company recognized the cumulative impadhisf pronouncement through December 31, 2007 &slaction o
beginning of the period retained earnings in thewamh of $132 thousand. The effect on earnings éndirrent quarter and future quartel
immaterial.

The adoption of SFAS 157 and SFAS 159 did not heweaterial effect on our financial statements at date of adoption. For additio
information, see Note 9 (Fair Value of Assets arabllities) to Financial Statements.

SFAS 161,Disclosures about Derivative Instruments and Hedging Activities - an Amendment of FASB Statement 133 , requires addition
disclosures for derivatives and hedging activitielse enhanced disclosures will include a descmptban entitys objectives including hc
and why derivative instruments are used. OtheraBsices will include how derivative instruments aethted hedged items are accounte
under SFAS 133 and related interpretations and Hevivatives and related hedged items affect antyéstifinancial position, financi
performance and cash flows. The statement alsoiresgqeross-referencing within the footnotes to ioyer the reades’ ability to locat
information about derivative instruments. This etagént is effective for the Compasyfinancial statements issued for the years beginafte
November 15, 2008 with early adoption encouragéd. Company is in the process of evaluating the anptthe adoption of SFAS 16
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Note 1 — Basis of Presentation (continued)

SFAS 162,The Hierarchy of Generally Accepted Accounting Principles, establishes the framework and sources adcounting principles fi
determining the appropriate principles to be usdterwpreparing financial statements in conformitthwgenerally accepted account
principles in the United States. This statemengffective following SEC approval and will not hagematerial effect on the Company’
financial statements.

Note 2 — Net Income Per Share
Basic and diluted net income per share is compodased on the weighted average number of shareswoditsg during each period. Diluted
income per share reflects the potential dilutioat ttould occur if stock options were exercisedyltesy in the issuance of common stock

would then share in the net income of the Company.

Basic and diluted net income per share have bempuited based upon the weighted average numbemnuhoo shares outstanding or assu
to be outstanding as summarized below.

Three Months Ended Nine Months Ended
Sepember 30, Sepember 30,
2008 2007 2008 2007
Weighted average number of common shares used in
computing basic net income per share 17,369,92 17,584,56 17,361,25 17,532,81
Effect of dilutive stock options 46,75( 17,68t 45,30: 70,71:
Weighted average number of common shares andwdilu
potential common shares used in computing dilutgd |
income per share 17,416,67 17,602,25 17,406,55 17,603,52
Net income (in thousand $ 1,62¢ $ 1,721 $ 4,29 $ 5,661
Basic 0.0¢ 0.1c 0.2t 0.32
Diluted 0.0¢ 0.1¢ 0.2t 0.32

Options to purchase shares that have been exclindedthe determination of diluted earnings per shiaecause they are antidilutive
exercise price is higher than the current markieepamount to 752,342 and 614,851 shares foritee tmonths ended September 30, 200!
2007, respectively, and 718,655 and 547,624 stiarése nine months ended September 30, 2008 adid, 28spectively.
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Note 3 — Investment Securities

The following is a summary of the securities pditfdoy major classification at the dates presented.

September 30, 2008
Gross Unrealize Gross Unrealize
Amortized Cost Gains Losses Fair Value

(Amounts in thousands)

Securities available for sale:

U. S. government agencies $ 92,03: $ 1,39C $ 121 $ 93,30:
Mortgage-backed securities 159,62( 667 1,90¢ 158,37¢
Municipals 2,39: 5 88 2,31(
Other 18,78( 105 1,077 17,80¢

$ 272,82 % 2,167 $ 3,194 $ 271,79¢

Securities held to maturity:

U. S. government agencies $ 31,50 $ 10¢ $ 332 % 31,27:
Mortgage-backed securities 1,87¢ 1C 21 1,86:
Municipals 7,941 95 367 7,66¢

$ 41,31 % 214 % 72C % 40,80¢

December 31, 2007

Gross Unrealize Gross Unrealize
Amortized Cost Gains Losses Fair Value

(Amounts in thousands)

Securities available for sale:

U. S. government agencies $ 72,92: $ 1,75¢  $ 5 ¢ 74,67
Mortgage-backed securities 62,78 42¢ 50C 62,71(
Municipals 2,391 5 8 2,38¢
Other 19,76 24 43¢ 19,35:

$ 157,85t $ 2,211 % 94¢ $ 159,12:

Securities held to maturity:

U. S. government agencies $ 58,79 $ 8 $ 41¢ % 58,46+
Mortgage-backed securities 2,19 8 3C 2,17t
Municipals 8,821 12F 121 8,82¢

$ 69,81: $ 22z $ 57¢ $ 69,46¢

The following tables show the gross unrealizeddssand fair values for our investments and lengtimee that the individual securities he
been in a continuous unrealized loss position.

September 30, 2008

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

(Amounts in thousands)

U. S. government agencies $ 37,64. $ 45% $ -$ -$ 37,64. $ 45¢
Mortgage-backed securities 93,97¢ 1,761 11,11% 16¢ 105,09! 1,92¢
Municipals 4,29( 281 882 174 517: 45k

Other 844 65€ 88¢ 421 1,72¢ 1,07




Total temporarily impaired
securities $ 136,750 $ 3,151 $ 12,88t $ 76 $ 149,63¢ $ 3,91«
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Note 4 — Loans

Following is a summary of loans at each of the medasheet dates presented:

At September 30, At December 31,
2008 2007
Percent Percent
Amount of Total Amount of Total
(Amounts in thousands)
Residential mortgage loans $ 381,98t 28.9% $ 318,03 26.£%
Commercial mortgage loans 415,64 31.%% 390,94 32.%
Construction loans 278,90! 21.1% 259,74( 21.%%
Commercial and industrial loans 226,71 17.1% 197,85: 16.6%
Loans to individuals 20,10¢ 1.5% 21,86 1.8%
Subtotal 1,323,36! 100.(% 1,188,43: 100.(%
Less: Allowance for loan losses (17,929 (14,25%)
Net loans $ 1,305,43: $ 1,174,18
An analysis of the allowance for loan losses ifodsws:
Three Months Ended Nine Months Ended
September 30, September 30,
2008 2007 2008 2007

(Amounts in thousands)

Balance at beginning of period $ 17,49¢ $ 13,677 $ 14,25¢ $ 13,04(
Provision for loan losses 1,35( 57t 5,80¢ 2,02t
Charge-offs (937) (182) (2,367 (2,150
Recoveries 17 127 221 282
Net charg-offs (920) (55) (2,139 (86¢€)
Balance at end of period $ 17,92¢ % 14,197 $ 17,92¢ 14,197

The following is a summary of nonperforming assetthe periods presented:

September 30, December 31, September 30,
2008 2007 2007
(Amounts in thousands)

Nonaccrual loan $ 12,000 $ 2,05 $ 2,22¢
Foreclosed assets 3,07¢ 77E 93¢
Total nonperforming assets $ 15,08¢ $ 2827 $ 3,16¢
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Note 4 — Loans (continued)

Management estimates the allowance for loan logzpsred using past loan loss experience, the @atnd volume of the portfolio, informati
about specific borrower situations, estimated ¢etkl values, economic conditions and other factdtse allowance consists of sew
components. One component is for loans that argithally classified as impaired and measured ur@8eAS No. 114 which may result il
need for specific valuation allowances. The otl@mponents are for collective loan impairment meagumder SFAS No. 5 which generat
general valuation allowance. Allocations of the@atnce may be made for specific loans, but theeeatiowance is available for any loan t
in management’s judgment, should be charged off.

As of September 30, 2008, the Company had recordegbtment in loans considered impaired in accardamith SFAS No. 114 of $1«
million. A corresponding valuation allowance of @illion has been provided for impaired loans vathoutstanding balance of $8.3 milli
Based upon extensive analyses of the credits, dmducollateral position, loss exposure, guarant@sother considerations, no additic
specific valuation allowance credits was deemeeassary for the other $6.5 million impaired credits.

Note 5 — Borrowings
The following is a summary of our borrowings at ®epber 30, 2008 and December 31, 2007:

September 30, December 31,
2008 2007
(Amounts in thousands)

Short-term borrowings

FHLB advances $ 57,000 $ 73,00(
Federal funds purchased 20,00( 22,10(
Term Auction Facility 30,00( -
Repurchase agreements 28,44« 22,67

$ 135,44: $ 117,77.

Long-term borrowings

FHLB advances $ 107,17¢ $ 129,52:
Term repurchase agreements 90,00( 80,00(
Jr. subordinated debentures 45,877 45,11

$ 243,05¢ $ 254,63:

-24-




Note 6 — Non-Interest Income and Other Non-InteresExpense

The major components of other non-interest incoreeaa follows:

Three Months Ended Nine Months Ended
September 30, September 30,
2008 2007 2008 2007
(Amounts in thousands)
Service charges and fees on deposit accounts $ 1,491 $ 1,26¢ $ 437 $ 3,49(
Income from mortgage banking activities 21¢ 29¢ 1,061 1,01¢
Investment brokerage and trust fees 28k 334 991 852
SBIC income (loss) and management fees 39 167 (29) 1,70¢
Loss and net cash settlement on economic hedges (440) 69 934 60
Other 48° 412 1,43¢ 1,367
$ 2,077 $ 2,54¢ % 8,76¢ $ 8,491
The major components of other non-interest expansas follows:
Three Months Ended Nine Months Ended
September 30, September 30,
2008 2007 2008 2007

(Amounts in thousands)

Postage, printing and office supplies $ 147 $ 24C % 584 $ 622
Telephone and communication 27¢ 22¢€ 772 631
Advertising and promotion 25¢ 337 90C 1,012
Data processing and other outsourced services 20t 172 62¢ 587
Professional services 31¢ 49¢ 1,16¢ 1,33
Other 1,60¢ 1,49: 4,68« 4,56¢

$ 2,81t % 2,96¢ $ 8,737 $ 8,75¢

Note 7 — Common Stock Repurchase Programs

The Company announced plans to repurchase up t@@D@hares of its common stock in March 2005 efurchase an additional 600,
shares of its common stock in September 2005 aneptarchase up to an additional 1 million shareissafommon stock in July 2006. Throt
September 30, 2008, the Company had repurchas&8,073 shares at an average price of $8.93 pee shater the three plans, includ
133,175 shares at an average price of $7.07 pwrdithging the first quarter of 2008 with no rep@asds during the second or third quarter.

Note 8 — Derivatives
Derivative Financial I nstruments

The Company utilizes staralene derivative financial instruments, primarity the form of interest rate swap and option agredsnen it
asset/liability management program. These trarmactinvolve both credit and market risk. The Conypases derivative instruments
mitigate exposure to adverse changes in fair vatuzash flows of certain assets and liabilitiesdéinthe guidelines of SFAS 13&¢counting
for Derivative Instruments and Hedging Activities (SFAS 133) derivative financial instruments gerlgrate required to be carried at fair va
Derivative instruments designated in a hedge oatiip to mitigate exposure to changes in the ¥alue of an asset, liability, or fit
commitment attributable to a particular risk, sashinterest rate risk, are considered fair valudgbe under SFAS 133. Derivative instrum
designated in a hedge relationship to mitigate supoto variability in expected future cash flowspother types of forecasted transactions
considered cash flow hedges.
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Note 8 — Derivatives (continued)

Fair value hedges are accounted for by recordiadain value of the derivative instrument and thie ¥alue related to the risk being hedge
the hedged asset or liability on the balance shitét corresponding offsets recorded in the incotagesnent. The adjustment to the hec
asset or liability is included in the basis of tiexlged item, while the fair value of the derivatiseecorded as a freestanding asset or liat
Actual cash receipts or payments and related ammaastrued during the period on derivatives incluithed fair value hedge relationship
recorded as adjustments to the income or expentigedmedged asset or liability. Cash flow hedgesaacounted for by recording the fair ve
of the derivative instrument on the balance sheatither a freestanding asset or liability, witbcaresponding offset recorded in accumul
other comprehensive income within stockholdeiglity, net of tax. Amounts are reclassified frooswanulated other comprehensive incorr
the income statement in the period or periods #aghd transaction affects earnings. Under botHainezalue and cash flow hedge meth:
derivative gains and losses not effective in hegldime change in fair value or expected cash flofvdéhe hedged item are recogni
immediately in the income statement.

The Company has utilized interest rate swap antm@Eigreements to convert a portion of its variabte loans to a fixed rate (cash f
hedge), and to convert a portion of its fixede debt to a variable rate (fair value hedgegrést rate swaps are contracts in which a sef
interest rate flows are exchanged over a preschigetbd. The notional amount on which the integgsgments are based is not exchar
During the third quarter of 2008, the Company had hedge contracts for variablate loans. One of the contracts with a notionabam o
$25 million was a fair value hedge which matured@seduled during the quarter. The other contrétt asnotional amount of $25 million w
a cash flow hedge which was terminated prior tounigtdue to the insolvency and technical defafilthe counterparty, Lehman Brothers.
Company did not replace these instruments by tkleoéthe third quarter. The Company had two interate swaps for fixed rate debt at
beginning of the quarter; however, one of the awir was terminated during the quarter due to rtkeliency and technical default of
counterparty, Lehman Brothers. The remaining cabtima cash flow hedge with a notional amount 10 #illion for debt at the parent tl
converts variable rate debt to a fixed rate. Then@any also utilizes an option (cap) with a noticaalount of $10 million which is a cash fl
hedge designated with a borrowing at the Federahéiboan Bank. During the second quarter of 2008,Gbmpany issued $10 million
brokered certificates of deposit whose interest nats tied to a variable rate indexed to a baskdbreign currencies. As a part of t
transaction, the Company entered into an offseftingign currency indexed derivative contract wheffect is to convert the variable rate
fixed interest rate on the underlying foreign cooy denominated certificates of deposit. The Comeas the option to call the underly
brokered certificates of deposit upon any earlynteation of this $10 million derivative contract.

As a result of Lehmag’technical default and termination of certain \wi#ive contracts, the Company recorded a nonreau$i40 thousar
loss related to the value of these terminated dévie positions on our balance sheet where coligityi remains in doubt. Under hec
accounting (SFAS 133), the Company will reducedtieer comprehensive income component related teetterminated derivative contre
over the remaining original term of the contra@sins and losses from early terminations of deineatare deferred and amortized as
adjustments over the shorter of the remaining tefrthe hedged asset or liability or the remainiagm of the derivative instrument. Uy
disposition or settlement of the asset or liabibging hedged, deferral accounting is discontinaled any gains or losses are recognize
income.

The Company does not enter into derivative findrostruments for speculative or trading purpos$es. derivatives that are economic hed
but are not designated as hedging instruments lwrwise do not qualify for hedge accounting treatinall changes in fair value :
recognized in non-interest income during the peabdhange. The net cash settlement on these tigasas included in non-interest income.

The Company is exposed to creditated losses in the event of nonperformance byctiunterparties to these agreements. The Cor
controls the credit risk of its financial contratitsough credit approvals, limits and monitoringgedures and agreements that specify coll:
levels to be maintained by the Company and eachtequarty. These collateral levels are based orcbeit rating of each counterparty. -
Company deals only with primary dealers. In additibehman Brothers currently holds $1 million of tBompanys U.S. Government Agen
investment securities as collateral as a partegdiderivative agreements. The Company has fitdgim against Lehman Brothers for all fu
due to the Company as a result of their technieddudt including the return of this collateral. Végpect to fully recover the investm
securities held as collateral.
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Note 8 — Derivatives (continued)

The fair value of the Company’s derivative assat labilities and their related notional amourstsummarized below.

September 30, 2008 December 31, 2007
Notional Notional
Fair Value Amount Fair Value Amount

(Amounts in thousands)
Fair value hedges
Interest rate swaps associated
with borrowing activities $ - 8 - $ (490) $ 20,00(

Interest rate swaps associated
with deposit taking activities 14 10,00( 66 40,50(

Cash flow hedges
Interest rate options associated
with lending activities - - 427 25,00(

Interest rate options associated
with borrowing activities 70 10,00( - -

Interest rate swaps associated
with borrowing activities 17¢ 10,00( - -

Derivatives not designated as accounting hedges
Interest rate options associated
with lending activities - - 7 50,00(

Derivatives not designated as accounting hedges
Interest rate options associated
with borrowing activities - - 33 10,00(

$ 26z $ 30,00C $ 39 $ 145,50(

During the three months and nine months ended Béyatie30, 2008, the impact of derivative activitysw#(440) thousand and $934 thous
respectively, recorded in ndnterest income and was $16 thousand and $257 ahdusespectively, recorded as other comprehermmsogene
(loss). The primary derivative activity during tfiest nine months of 2008 involved the calling bétinterest rate swaps that served as a |
to several of our brokered certificates of depasit] the termination of the contracts discussedabo

Certain derivative liabilities were collateralizég securities, which are held by the counterpartynosafekeeping by third parties. The
value of these securities was $1.5 million and $3ildon at September 30, 2008 and December 317 288pectively.

As part of our banking activities, the Company réges certain residential loans and commits theares for sale. The commitments
originate residential loans and the sales commitsare freestanding derivative instruments andgarerally funded within 90 days. The
value of these commitments was not significantegitt&mber 30, 2008.

Note 9 — Fair Values of Assets and Liabilities

Effective January 1, 2008, the Company adopted SP&SFair Value Measurements (SFAS 157) and SFAS 15%he Fair Value Option for
Financial Assets and Financial Liabilities, including an amendment for FASB Statement No. 115 (SFAS 159). The effect of adopting these t
pronouncements was not material to the financ@kstents.

SFAS 157 defines fair value establishes a frameworkmeasuring fair value according to generallgegated accounting principles,
expands disclosures about fair value measureméhis.statement establishes a three level fair vhalaearchy that is fully described belc
While this standard does not require any finanitisfruments to be measured at fair value the piamwsof the statement must be applie
situations where other accounting pronouncemernterepermit or require fair value measurement. Twmnpany reports fair value or



recurring basis for certain financial instrumemst notably for available for sale investment siéies and certain derivative instrument:
compliance with the provisions of SFAS 157. The @any may be required, from time to time, to meagfigain assets at fair value ¢
nonrecurring basis. These include assets that aesumed at the lower of cost or market that weregeized at fair value which was below «
at the end of the period. Assets subject to nomriequ use of fair value measurements could inclimbns held for sale, goodwill, a
foreclosed assets. At September 30, 2008, the Cayriped certain impaired loans that are measurératalue on a nonrecurring basis.
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Note 9 — Fair Values of Assets and Liabilities (camued)

In accordance with SFAS 157, we group our finanagsets and financial liabilities measured atvalue in three levels, based on the ma
in which the assets and liabilities are tradedthedeliability of the assumptions used to deteeair value. These levels are:

« Level 1 —Valuations for assets and liabilities traded invaecexchange markets, such as the New York Stodh&nhge. Level 1 al:
includes U.S. Treasury, other U.S. government ajeghey mortgagdacked securities that are traded by dealers debsdn activ
markets. Valuations are obtained from readily aldé@ pricing sources for market transactions invmgiidentical assets or liabilities.

» Level 2 —Valuations for assets and liabilities traded irslastive dealer or broker markets. Valuations dtained from third par
services for similar or comparable assets or ligdsl.

« Level 3 —Valuations for assets and liabilities that are \itifrom other valuation methodologies, includingion pricing model:
discounted cash flow models and similar technigard,not based on market exchange, dealer, or feoieded transactions. Leve
valuations incorporate certain assumptions anceptiains in determining the fair value assigneduthsassets or liabilities.

The table below presents the balances of assetéasildies measured at fair value on a recurfiragis.

September 30, 2008

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

Securities available for sale $ 271,79¢ $ 39 $ 271,400 $ -
Net Derivatives 262 - 24¢ 14

The table below presents reconciliation for theiqgeof January 1, 2008 to September 30, 2008, lfdrewvel 3 assets and liabilities that
measured at fair value on a recurring basis.

Fair Value Measurements Us
Significant Unobservable Inpt
Net Derivatives
(Dollars in Thousands)
Beginning Balance January 1, 2008 $ =
Total realized and unrealized gains or losses:

Included in earnings (14)
Included in other comprehensive income -
Purchases, issuances and settlements -
Transfers in and/or out of Level 3 -

Ending Balance $ (24)

The Company utilizes a third party pricing serviogrovide valuations on its securities portfoldost of these securities are U.S. governt
agency debt obligations and agency mortdageked securities traded in active markets. The farty valuations are determined based o
characteristics of each security (such as matuityation, rating, etc.) and in reference to simidla comparable securities. Due to the n¢
and methodology of these valuations, the Compangiders these fair value measurements as Level 2.
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Note 9 — Fair Values of Assets and Liabilities (camued)

SFAS 159 allows an entity to make an irrevocabdetedn to measure certain financial instrument@iatvalue. The changes in fair value fr
one reporting period to the next period must bemepl in the income statement with additional disates to identify the effect on net inco
The Company continued to account for securitiesla@wa for sale at fair value as reported in pry@ars which is required by SFAS 1
Derivative activity is also reported at fair valag required by SFAS 133. Securities available & and derivative activity are reported ¢
recurring basis. Upon adoption of SFAS 159, no tiftl financial assets or liabilities were repdreg fair value and there was no matt
effect on earnings.

The Company records loans in the ordinary coursbusiness and does not record loans at fair vafua oecurring basis. As previou
discussed in “Asset Qualitylpans are considered impaired when it is determioede probable that all amounts due under theraotia
terms of the loan will not be collected when dueahs considered individually impaired are evaluateder the provisions of SFAS 114 ar
specific allowance is established if required basedhe most appropriate of the three measuremetiiads: present value of expected fu
cash flows, fair value of collateral, or the obsdle market price of a loan method. A specific\alace is required if the fair value of
expected repayments or the collateral is less thamecorded investment in the loan. At SeptemBe2808, loans with a book value of $1
million were evaluated for impairment. Of this #0t88.3 million required a specific allowance tatgl $1.6 million for a net fair value of $¢
million. The methods used to determine the faiugadf these loans were generally either the pressdué of expected future cash flows or
value of collateral and were considered level three

The table below presents the balances of assetéafildies measured at fair value on a nonrecgthasis.

September 30, 2008
Total Level 1 Level 2 Level 3
(Amounts in thousands)

Impaired loans $ 6,70 $ - $ - $ 6,70(
Iltem 3. Quantitative and Qualitative Disclosures abut Market Risk

Market risk reflects the risk of economic loss tésg from adverse changes in market prices aretést rates. This risk of loss can be refle
in diminished current market values and/or redysaténtial net interest income in future periods.

The Company’s market risk arises primarily fromenaist rate risk inherent in its lending, deptaiing and borrowing activities. The struci
of the Companys loan and liability portfolios is such that a sfgrant decline in interest rates may adverselyaetmet market values and
interest income. The Company does not maintairadirtg account nor is the Company subject to comtyqulice risk. During the seco
quarter of 2008, the Company issued $10 milliorbinkered certificates of deposit whose interes¢ iatindexed to a basket of fore
currencies. As part of this transaction, the Corgpantered into an offsetting foreign currency ineléxderivative contract to convert
variable interest rate to a fixed interest rateét@nunderlying certificates of deposit.

In reviewing the needs of our Bank with regard toper management of its asset/liability program, esémate future needs, taking i
consideration investment portfolio purchases, cafld maturities in addition to estimated loan aadasit increases (due to increased del
through marketing) and forecasted interest rateg@bs. We use a number of measures to monitor amdgeanterest rate risk, including
interest income simulations and gap analyses. Aimtetest income simulation model is the primargltased to assess the direction
magnitude of changes in net interest income reguftiom changes in interest rates. Key assumpfiiotise model include prepayment spe
on mortgageelated assets, cash flows and maturities of atherstment securities, loan and deposit volumespaitihg. These assumptic
are inherently uncertain and, as a result, the ncalenot precisely estimate net interest incomerecisely predict the impact of higher
lower interest rates on net interest income. Acteallts will differ from simulated results duetbming, magnitude and frequency of inte
rate changes and changes in market conditions amagement strategies, among other factors. Thégesuhe most recent analysis indice
that the Company is relatively interest rate ndutfanterest rates decreased instantaneouslymaygercentage points, our net interest inc
over a oneyear time frame could decrease by approximatel92 2 interest rates increased instantaneouslywwygercentage points, our
interest income over a one-year time frame coutdeiase by approximately 1.7%.

-29-




Item 4. Controls and Procedures

The Company conducted an evaluation, under thergispm and with the participation of its Chief Exgive Officer and Chief Financ
Officer, of the effectiveness of the design andrapen of the Company’ disclosure controls and procedures as of Septe8ihe2008. Th
Companys disclosure controls and procedures are designeddure that information required to be discldsgdhe Company in the repc
that it files or submits under the Exchange Actisorded, processed, summarized and reported withitime periods specified in the rules
forms of the Securities and Exchange Commissiod that such information is accumulated and comnataitto the Company’managemer
including its Chief Executive Officer and Chief Bimcial Officer, as appropriate, to allow timely d#mns regarding required disclosure.
Based upon that evaluation, the Chief Executivdc®ffand Chief Financial Officer concluded that thempany$ disclosure controls a
procedures were effective as of September 30, 20€6& reasonable assurance level. However, thep@wmyrbelieves that a controls systerr
matter how well designed and operated, cannot geoabsolute assurance that the objectives of thieate system are met and no evaluatic
controls can provide absolute assurance that atfalissues and instances of fraud, if any, withicompany have been detected.

There were no changes in the Comparnipternal control over financial reporting thatcoaed during the quarter ended September 30,
that materially affected, or are reasonably likedlymaterially affect, the Comparsyinternal controls over financial reporting. Then@pan
reviews its disclosure controls and proceduresclimay include its internal control over financiaporting, on an ongoing basis, and |
from time to time make changes aimed at enhantieig ¢ffectiveness and to ensure that the Compaygems evolve with its business.
Part 1l. OTHER INFORMATION

Item 1. Legal Proceedings

The Company is a party to legal proceedings andnpiat claims arising in the normal course of bass Management believes that this
litigation is not material to the financial posii@r resulting operations of the Company.

Item 1A. Risk Factors

The following is in addition to our risk factorssdlosed in our Annual Report on Form 10-K for tlearyended December 31, 2007:

Our construction loans are subject to additional lending risks that could adversely affect earnings.

As of September 30, 2008, approximately 21% oftotal loan portfolio was comprised of constructianguisition and development loans
the event of a continuing general economic slowddiese loans may have additional risk due to treolver’s inability to repay on a time
basis. In addition to the normal repayment risk patkéntial decreases in real estate values, catistinuending may pose additional risks

affect repayment and the value and marketabilityeaf estate collateral, such as:

« developers, builders or owners may fail to comptetdevelop projects;

« municipalities may place moratoriums on buildintlity connections or required certifications;
» developers may fail to sell the improved real estat

« there may be construction delays and cost overruns;

» Loans with rising variable rates may experiencedases in the borrower’s payments on the loartisi@when the borrowes’incomi
is under stress;

« collateral may prove insufficient; or
» permanent financing may not be obtained in a timedyner.

Any of these conditions could negatively affeciectability, our net income and our financial cdrafi.
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Item 2. Unregistered Sales of Equity Securities andse of Proceeds

The Company announced plans to repurchase up t@@D@hares of its common stock in March 2005 efurchase an additional 600,
shares of its common stock in September 2005 aneptarchase up to an additional 1 million shareisscdommon stock in July 2006. Throt
September 30, 2008, the Company had repurchasé8,073 shares at an average price of $8.93 pee shater the three plans, includ
133,175 shares at an average price of $7.07 pwedhthging the first quarter of 2008 with no rep@asds during the third quarter.

Total Number of
Shares Purchas:  Maximum Number of
Total Number Average as Part of Publici  Shares That May Yet

of Shares Price Paid Announced Be Purchased Under 1
Period Purchased per Share Programs Programs
July 1, 2008 to September 30, 2008 None 641,92
Total repurchases under all programs 1,258,07. $ 8.9¢
Item 6. Exhibits
€) Exhibits.
Exhibit 31.1 Certification of the Chief Executive Officer pursudo Rule 13a-14(a)
Exhibit 31.2 Certification of the Chief Financial Officer pursudo Rule 13a-14(a)

Exhibit 32 Section 1350 Certification
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SIGNATURES

Pursuant to the requirements of the Securities &xga Act of 1934, the Company has duly caused¢pisrt to be signed on its behalf by
undersigned thereunto duly authorized.

SOUTHERN COMMUNITY FINANCIAL CORPORATION

Date: November 7, 2008 By: /s/ F. Scott Bauer

F. Scott Bauer
Chairman and Chief Executive Officer

Date: November 7, 2008 By: /d/ James Hastings

James Hastings
Executive Vice President and Chief Financial Office

-32-




Exhibit 31.1
CERTIFICATION OF PRINCIPAL EXECUTIVE OFFICER
Pursuant to Rule 13a-14(a)/15d-14(a)
I, F. Scott Bauer , certify that:

(1) I have reviewed this quarterly report on Fortr@ of Southern Community Financial Corporation, atNdCarolina holding compa
(the "registrant™);

(2) Based on my knowledge, this report does not corgainuntrue statement of a material fact or omgttde a material fact necessar
make the statements made, in light of the circuncgts. under which such statements were made, nég¢adisg with respect to t
period covered by this report;

(3) Based on my knowledge, the financial statementd,aher financial information included in this repdairly present in all materi
respects the financial condition, results of operetand cash flows of the registrant as of, amdtfe periods presented in this report;

(4) The registrant's other certifying officer and | aesponsible for establishing and maintaining disgie controls and procedures
defined in Exchange Act Rules 13a-15(e) and 15¢)) and internal control over financial repagtifas defined in Exchange Act Rt
13a-15(f) and 15d-15(f)) for the registrant andéhav

(a) Designed such disclosure controls and proceduresawsed such disclosure controls and procedurée tdesigned under ¢
supervision, to ensure that material informatiolatneg to the registrant, is made known to us blyeat within those entitie
particularly during the period in which this rep@rteing prepared;

(b) Designed such internal control over financial reipgr or caused such internal control over finahoégorting to be design
under our supervision, to provide reasonable asseraegarding the reliability of financial repogirand the preparation
financial statements for external purposes in ataroce with generally accepted accounting principles

(c) Evaluated the effectiveness of the registrantslasire controls and procedures and presentedsimgport our conclusions ab
the effectiveness of the disclosure controls aratguures, as of the end of the period covered Isyréport based on st
evaluation; and

(d) Disclosed in this report any change in thegtegnt's internal control over financial reportititat occurred during the registrant’
most recent fiscal quarter that has materially e, or is reasonably likely to materially affette registrans internal contre
over financial reporting; and

(5) The registrant's other certifying officer and | badisclosed, based on our most recent evaluatioimtefnal control over financi
reporting, to the registrant's auditors and thetaumnmittee of the registrant's board of directors

(&) All significant deficiencies and material weaknessethe design or operation of internal contratiofinancial reporting which a
reasonably likely to adversely affect the regidteaability to record, process, summarize and refieincial information; and

(b) Any fraud, whether or not material, that involveamagement or other employees who have a significdatin the registran
internal control over financial reporting.

Date: November 7, 2008 By: /4 F. Scott Bauer
F. Scott Bauer
Chairman and Chief Executive Officer




Exhibit 31.2
CERTIFICATION OF PRINCIPAL FINANCIAL OFFICER
Pursuant to Rule 13a-14(a)/15d-14(a)
I, James Hastings , certify that:

(1) I have reviewed this quarterly report on Fortr@ of Southern Community Financial Corporation, atNdCarolina holding compa
(the "registrant™);

(2) Based on my knowledge, this report does not corgainuntrue statement of a material fact or omgttde a material fact necessar
make the statements made, in light of the circuncgts. under which such statements were made, nég¢adisg with respect to t
period covered by this report;

(3) Based on my knowledge, the financial statementd,aher financial information included in this repdairly present in all materi
respects the financial condition, results of operetand cash flows of the registrant as of, amdtfe periods presented in this report;

(4) The registrant's other certifying officer and | aesponsible for establishing and maintaining disgie controls and procedures
defined in Exchange Act Rules 13a-15(e) and 15¢)) and internal control over financial repagtifas defined in Exchange Act Rt
13a-15(f) and 15d-15(f)) for the registrant andéhav

(a) Designed such disclosure controls and proceduresawsed such disclosure controls and procedurée tdesigned under ¢
supervision, to ensure that material informatiolatneg to the registrant, is made known to us blyeat within those entitie
particularly during the period in which this rep@rteing prepared;

(b) Designed such internal control over financial reipgr or caused such internal control over finahoégorting to be design
under our supervision, to provide reasonable asseraegarding the reliability of financial repogirand the preparation
financial statements for external purposes in ataroce with generally accepted accounting principles

(c) Evaluated the effectiveness of the registrantslasire controls and procedures and presentedsimgport our conclusions ab
the effectiveness of the disclosure controls aratguures, as of the end of the period covered Isyréport based on st
evaluation; and

(d) Disclosed in this report any change in thegtegnt's internal control over financial reportititat occurred during the registrant’
most recent fiscal quarter that has materially e, or is reasonably likely to materially affette registrans internal contre
over financial reporting; and

(5) The registrant's other certifying officer and | badisclosed, based on our most recent evaluatioimtefnal control over financi
reporting, to the registrant's auditors and thetaumnmittee of the registrant's board of directors

(&) All significant deficiencies and material weaknessethe design or operation of internal contratiofinancial reporting which a
reasonably likely to adversely affect the regidteaability to record, process, summarize and refieincial information; and

(b) Any fraud, whether or not material, that involveamagement or other employees who have a significdatin the registran
internal control over financial reporting.

Date: November 7, 2008 By: /¢ James Hastings

James Hastings
Executive Vice President and Chief Financial Office




Exhibit 32
Section 1350 Certification

The undersigned hereby certifies that, to his keoge,(i) the Form 109 filed by Southern Community Financial Corporat{thre "Issuer") fc
the period ended September 30, 2008, fully compiigls the requirements of Section 13(a) or 15(djhe&f Securities Exchange Act of 1€
and (i) the information contained in that report fairly peats, in all material respects, the financial éor and results of operations of
Issuer on the dates and for the periods presehézdin.

SOUTHERN COMMUNITY FINANCIAL CORPORATION

Date: November 7, 2008 By: /¢ F. Scott Bauer

F. Scott Bauer
Chairman and Chief Executive Officer

Date: November 7, 2008 By: /¢ James Hastings

James Hastings
Executive Vice President and Chief Financial Office




