TDBK 10-Q 9/30/2008

Section 1: 10-Q (10-Q)

Table of Contents

UNITED STATES
SECURITIESAND EXCHANGE COMMISSION

WASHINGTON, D.C. 20549

FORM 10-Q

(MARK ONE)
QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES

EXCHANGE ACT OF 1934

For the Quarterly Period ended September 30, 2008
OR

O TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES

EXCHANGE ACT OF 1934

For the Transition Period from to

Commission File No. 001-33065

TIDELANDS BANCSHARES, INC.

(Exact name of registrant as specified in its charter)

South Carolina 02-0570232
(State or other jurisdiction (I.R.S. Employer
of incorporation) Identification No.)
875 L owcountry Blvd.

Mount Pleasant, South Car olina 29464
(Address of principal executive offices)

(843) 388-8433
(Registrant’ s telephone number, including area code)

Indicate by check mark whether the registrant (1) has filed all reports required to befiled by Section 13 or 15(d) of the Exchange Act of 1934 during
the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been subject to such filing
reguirements for the past 90 days. Yes No O

Indicate by check mark whether the registrant is alarge accelerated filer, an accelerated filer, a non-accel erated filer, or asmaller reporting
company. Seethedefinitions of “larger accelerated filer,” “accelerated filer” and “smaller reporting company” in Rule 12b-2 of the Exchange Act.

Large accelerated filer O Accelerated filer O
Non-accelerated O (do not check if smaller reporting company) Smaller reporting company

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). YesO No



Indicate the number of shares outstanding of each of the issuer’s classes of common stock, as of the latest practicable date:
4,277,176 shar es of common stock, $.01 par value per share, wereissued and outstanding as of November 10, 2008.

Table of Contents

INDEX
Page No.
PART | - FINANCIAL INFORMATION
Item 1. Financial Statements
Consolidated Balance Sheets - September 30, 2008 (Unaudited) and December 31, 2007 (Audited) 3
Consolidated Statements of Operations (Unaudited) — Nine and Three months ended September 30, 2008 and 2007 4
Consolidated Statements of Changesin Shareholders’ Equity and Comprehensive Income (Unaudited)- Nine
months ended September 30, 2008 and 2007 5
Consolidated Statements of Cash Flows (Unaudited) — Nine months ended September 30, 2008 and 2007 6
Notes to Consolidated Financial Statements 7-16
Item 2. Management’s Discussion and Analysis of Financial Condition and Results of Operation 17-38
Item 3. Quantitative and Qualitative Disclosures About Market Risk 39
Item 4. Controls and Procedures 39
PART Il - OTHER INFORMATION
Item 6. Exhibits 40
2
Table of Contents
TIDELANDSBANCSHARES, INC. AND SUBSIDIARY
Item 1. Financial Statements
Consolidated Balance Sheets
September 30, December 31,
2008 2007
(Unaudited) (Audited)
Assets:
Cash and cash equivalents:
Cash and due from banks $ 6,457,553 $ 724,957
Federal funds sold 4,250,000 1,945,000
Total cash and cash equivalents 10,707,553 2,669,957
Securities available for sale 159,853,129 88,036,109
Nonmarketable equity securities 3,807,140 2,060,940
Total securities 163,660,269 90,097,049
Mortgage loans held for sale 346,392 1,426,800
Loansreceivable 456,747,003 391,349,869
Less allowance for |oan | osses 5,023,538 4,158,324
Loans, net 451,723,465 387,191,545
Premises, furniture and equipment, net 19,516,323 17,759,388
Accrued interest receivable 2,802,478 3,164,124
Bank owned life insurance 13,206,116 7,849,156
Other assets 6,172,817 2,111,572

Total assets $ 668,135,413 $ 512,269,591




Liabilities:
Deposits:
Noninterest-bearing transaction accounts
I nterest-bearing transaction accounts
Savings and money market
Time deposits $100,000 and over
Other time deposits
Total deposits

Securities sold under agreements to repurchase
Junior subordinated debentures
Advances from Federal Home Loan Bank
ESOP borrowings
Other borrowings
Accrued interest payable
Other liahilities
Total liabilities
Commitments and contingencies

Shareholders’ equity:

Preferred stock, $.01 par value, 10,000,000 shares authorized, none issued
Common stock, $.01 par value, 10,000,000 shares authorized; 4,277,176 and 4,277,176 sharesissued and
outstanding at September 30, 2008 and December 31, 2007, respectively

Unearned ESOP shares

Capital surplus

Retained earnings (deficit)

Accumulated other comprehensive income
Total shareholders' equity
Total liabilities and shareholders’ equity

$ 13651973 $ 10,191,152
50,230,612 8,460,166
161,842,300 199,833,835
80,133,243 29,876,086
212,478,685 139,808,202
518,336,813 388,160,441
30,000,000 41,040,000
14,434,000 8,248,000
60,800,000 29,000,000
2,675,000 2,427,500
616,046 —
1,915,169 1,341,161
1,483,400 1,088,319
630,260,428 471,314,421
42,772 42,772
(2,642,415) (2,427,500)
43,265,240 42,788,666
(2,853,528) 49,164
62,916 502,068
37,874,985 40,955,170

$ 668,135,413 $ 512,269,591

The accompanying notes are an integral part of the consolidated financial statements.

3

Table of Contents

TIDELANDSBANCSHARES, INC. AND SUBSIDIARY

Interest income:
Loans, including fees
Securities available for sale, taxable
Securities available for sale, non-taxable
Federal funds sold
Other interest income
Total interest income
Interest expense:
Time deposits $100,000 and over
Other deposits
Other borrowings
Total interest expense
Net interest income
Provision for loan losses
Net interest income after provision for loan losses

Noninterest income (10ss):
Service charges on deposit accounts
Residential mortgage origination income
Gain on sale of securities available for sale
Gain (loss) on sale of real estate
Other service fees and commissions

Consolidated Statements of Operations
For the nineand three months ended September 30, 2008 and 2007

(Unaudited)
Nine Months Ended Three Months Ended
September 30, September 30,

2008 2007 2008 2007
$ 20,688,346 $ 20,337,589 $ 6,904,730 $ 7,354,042
4,551,700 1,525,428 2,070,109 557,386
220,165 300,873 70,679 141,781
246,339 614,359 58,463 182,233
3,933 12,202 2,019 8,056
25,710,483 22,790,451 9,106,000 8,243,498
1,726,493 267,089 774,579 81,364
10,459,295 11,780,286 3,205,458 4,436,821
2,592,080 1,640,037 1,088,197 585,582
14,777,868 13,687,412 5,068,234 5,103,767
10,932,615 9,103,039 4,037,766 3,139,731
1,473,000 1,025,000 696,000 —
9,459,615 8,078,039 3,341,766 3,139,731
26,917 26,882 8,605 9,806
361,896 664,768 81,768 221,784
505,585 5,558 473,431 2,694
10,979 — (12,372) —
276,454 138,860 126,519 53,846



Bank owned life insurance 355,299 216,655 129,069 73,195

Impairment on securities available for sale (4,596,200) — (4,596,200) —

Other 23,357 14,062 8,571 5,430

Total noninterest income (l0ss) (3,035,713) 1,066,785 (3,780,609) 366,755

Noninterest expense:

Salaries and employee benefits 6,220,329 5,137,237 1,815,989 1,929,775

Net occupancy 1,033,430 715,605 373,646 335,267

Furniture and equipment 526,868 330,417 192,769 155,733

Other operating 3,349,675 2,679,599 1,069,874 1,010,843

Total noninterest expense 11,130,302 8,862,858 3,452,278 3,431,618
Income (loss) befor eincome taxes (4,706,400) 281,966 (3,891,121) 74,868
Income tax expense (benefit) (1,803,708) 107,000 (1,453,228) 28,000
Net income (l0ss) $ (2,902,692) $ 174,966 $ (2,437,893) $ 46,868
Earnings (loss) per common share
Basic earnings (loss) per share $ (0.72) $ 0.04 $ (0.60) $ 0.01
Diluted earnings (loss) per share $ (0.72) $ 0.04 $ (0.60) $ 0.01
Weighted average common shar es outstanding
Basic 4,052,354 4,275,215 4,044,186 4,276,686
Diluted 4,058,681 4,275,215 4,044,186 4,276,686
The accompanying notes are an integral part of the consolidated financial statements.
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TIDELANDSBANCSHARES, INC. AND SUBSIDIARY
Consolidated Statements of Changesin Shareholders Equity and Comprehensive Income
For the nine months ended September 30, 2008 and 2007
(Unaudited)
Accumulated
other
Unear ned Retained compre-
Common Stock ESOP Capital earnings hensive
Shares Amount Shares surplus (deficit) income (loss) Total

Balance, December 31, 2006 4,272,385 $ 42,724 $ — % 42,045,551 $ (364,140) $ 96,319 $ 41,820,454
Proceeds from exercise of stock options 4,391 44 39,205 39,249
Stock based compensation expense 526,243 526,243
Guarantee of ESOP borrowings, net of

current year repayments (1,950,000) (1,950,000)
Net income 174,966 174,966
Other comprehensive loss, net of taxes

of $191,923 (292,922) (292,922)
Comprehensive loss (117,956)
Balance, September 30, 2007 4,276,776 $ 42,768 $ (1,950,000) $ 42,610,999 $ (189,174) $ (196,603) $ 40,317,990
Balance, December 31, 2007 T4277,176 $ 42,772 $ (2,427,500) $ 42,788,666 $ 49,164 $ 502,068 $ 40,955,170
Allocation of unearned ESOP shares (62,626) (62,626)
Stock based compensation expense 539,200 539,200
Guarantee of ESOP borrowings, net of

current year repayments (214,915) (214,915)
Net loss (2,902,692) (2,902,692)
Other comprehensive loss, net of taxes

of $269,157 (439,152) (439,152)
Comprehensive loss (3,341,844)
Balance, September 30, 2008 4277176 $ 42,772 $ (2,642,415) $ 43,265,240 $  (2,853,528) $ 62,916 $ 37,874,985

The accompanying notes are an integral part of the consolidated financial statements.
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TIDELANDSBANCSHARES, INC. AND SUBSIDIARY

Consolidated Statements of Cash Flows
For the nine months ended September 30, 2008 and 2007



(Unaudited)

Cash flows from operating activities:
Net income (l0ss)

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

Provision for loan losses
Depreciation and amortization expense
Discount accretion and premium amortization
Stock based compensation expense
(Increase) decrease in deferred income tax
Proceeds from sale of residential mortgages
Disbursements for residential mortgages held-for-sale
Increase (decrease) in accrued interest receivable
Increase in accrued interest payable
Increasein cash surrender value of life insurance
Gain from sale of real estate
Gain from sale of securities available for sale
Impairment on securities available for sale
Increase in other assets
Decreasein other liabilities
Net cash provided by operating activities

Cash flowsfrom investing activities:
Purchases of nonmarketable equity securities
Purchases of securities availablefor sale
Proceeds from sales of securities available for sale
Proceeds from calls and maturities of securities available for sale
Net increase in loans receivable
Purchase of premises, furniture and equipment, net
Purchase of bank owned life insurance

Net cash used by investing activities
Cash flows from financing activities:

Net increase in demand deposits, interest-bearing transaction accounts and savings accounts

Net increasein certificates of deposit and other time deposits
Increase (decrease) in securities sold under agreements to repurchase
Proceeds of FHLB advances
Proceeds from junior subordinated debentures
Proceeds from ESOP borrowings
Repayment of ESOP borrowings
Increase in unearned ESOP shares
Proceeds from other borrowings
Proceeds from exercise of stock options
Net cash provided by financing activities
Net increasein cash and cash equivalents
Cash and cash equivalents, beginning of period
Cash and cash equivalents, end of period

Cash paid during the period for:
Income taxes
Interest

2008 2007
(2902692 $ 174,966
1,473,000 1,025,000
648,422 381,406
(41,031) (34,851)
539,200 526,243
(2,264,170) (4,229)
27,001,063 46,068,159
(25,920,655) (44,399,446)
361,646 (589,719)
574,008 200,735
(355,299) (216,655)
(10,979) —
(505,585) (5,558)
4,596,200 —
(559,971) (239,970)
395,081 392,222
3,028,233 3,278,304
(1,746,000) —
(124,732,632) (44,343,856)
42,813,219 9,547,975
5,344,301 823,202
(66,969,969) (88,691,214)
(2,397,275) (8,921,939)
(5,001,662) —
(152,690,018) (131,585,741)
7,239,732 88,427,610
122,927,639 23,709,195
(11,040,000) 10,000,000
31,800,000 14,000,000
6,186,000 —
472,500 2,000,000
(225,000) (50,000)
(277,541) (1,950,000)
616,046 —
— 39,249
157,699,376 136,176,054
8,037,5% 7,868,617
2,669,957 5,413,995
10,707,553 $ 13,282,612
$ — $ 150,107
14,203,859 $ 13,458,885

The accompanying notes are an integral part of the consolidated financial statements.
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NOTE 1- BASISOF PRESENTATION

The accompanying financial statements have been prepared in accordance with the requirements for interim financial statements and, accordingly,
they are condensed and omit disclosures, which would substantially duplicate those contained in the most recent annual report on Form 10-KSB.
Thefinancia statements, as of September 30, 2008 and for the interim periods ended September 30, 2008 and 2007, are unaudited and, in the
opinion of management, include all adjustments (consisting of normal recurring adjustments) considered necessary for afair presentation.
Operating results for the nine months ended September 30, 2008 are not necessarily indicative of the results that may be expected for the year
ending December 31, 2008. The financial information as of December 31, 2007 has been derived from the audited financial statements as of that
date. For further information, refer to the financial statements and the notes included in the Company’s 2007 Annual Report on Form 10-KSB.

NOTE 2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES




Organization - Tidelands Bancshares, Inc. (the “Company”) was incorporated on January 31, 2002 to serve as a bank holding company for its
subsidiary, Tidelands Bank (the “Bank”). The Company operated as a devel opment stage company from January 31, 2002 to October 5, 2003.
Tidelands Bank commenced business on October 6, 2003. The principal business activity of the Bank is to provide banking servicesto domestic
markets, principally in Charleston, Dorchester, Berkeley, Horry and Beaufort countiesin South Carolina. The Bank is a state-chartered commercial
bank, and its deposits are insured by the Federal Deposit Insurance Corporation. The consolidated financial statements include the accounts of
the parent company and its wholly-owned subsidiary after elimination of all significant intercompany balances and transactions. On February 22,
2006 and June 20, 2008, the Company formed Tidelands Statutory Trust | and Tidelands Statutory Trust 11, respectively, for the purpose of issuing
trust preferred securities. In accordance with current accounting guidance, the trusts are not consolidated in these financial statements.

Management’s Estimates - The preparation of consolidated financial statementsin conformity with accounting principles generally accepted in the
United States of Americarequires management to make estimates and assumptions that affect the reported amounts of assets and liabilities and
disclosure of contingent assets and liabilities at the date of the financial statements and the reported amounts of income and expenses during the
reporting period. Actual results could differ from those estimates.

Material estimates that are particularly susceptible to significant change relate to the determination of the allowance for losses on loans, including
valuation allowances for impaired loans, and the valuation of real estate acquired in connection with foreclosures or in satisfaction of loans. In
connection with the determination of the allowances for losses on loans and foreclosed real estate, management obtains independent appraisals
for significant properties. Management must also make estimates in determining the estimated useful lives and methods for depreciating premises
and equipment.

While management uses available information to recognize losses on loans and foreclosed real estate, future additionsto the allowances may be
necessary based on changesin local economic conditions. In addition, regulatory agencies, as an integral part of their examination process,
periodically review the Bank’s allowances for losses on loans and foreclosed real estate. Such agencies may require the Bank to recognize
additions to the allowances based on their judgments about information available to them at the time of their examination. Because of these
factors, it is reasonably possible that the allowances for osses on loans and foreclosed real estate may change materially in the near term.

Recently I'ssued Accounting Pronouncements- The following isasummary of recent authoritative pronouncements that could impact the
accounting, reporting, and / or disclosure of financial information by the Company.

In December 2007, the FASB issued SFAS No. 141(R), “Business Combinations,” (“SFAS 141(R)”) which replaces SFAS 141. SFAS 141

(R) establishes principles and requirements for how an acquirer in a business combination recognizes and measuresin its financial statementsthe
identifiable assets acquired, the liabilities assumed, and any controlling interest; recognizes and measures goodwill acquired in the business
combination or again from a bargain purchase; and determines what information to disclose to enable users of the financial statementsto evaluate
the nature and financial effects of the business combination. FAS 141(R) is effective for acquisitions by the Company taking place on or after
January 1, 2009. Early adoption is prohibited. Accordingly, a calendar year-end company is required to record and discl ose business combinations
following existing accounting guidance until January 1, 2009. The Company will assess theimpact of SFAS 141(R) if and when a future acquisition
occurs.

In December 2007, the FASB issued SFAS No. 160, “Noncontrolling Interestsin Consolidated Financial Statements — an amendment of ARB
No. 51" (“SFAS 160"). SFAS 160 establishes new accounting and reporting standards for the
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noncontrolling interest in asubsidiary and for the deconsolidation of asubsidiary. Before this statement, limited guidance existed for reporting
noncontrolling interests (minority interest). Asaresult, diversity in practice exists. In some cases minority interest isreported asaliability and in
othersitisreported in the mezzanine section between liabilities and equity. Specifically, SFAS 160 requires the recognition of anoncontrolling
interest (minority interest) as equity in the consolidated financials statements and separate from the parent’s equity. The amount of net income
attributable to the noncontrolling interest will be included in consolidated net income on the face of the income statement. SFAS 160 clarifies that
changesin a parent’s ownership interest in asubsidiary that do not result in deconsolidation are equity transactionsif the parent retainsits
controlling financial interest. In addition, this statement requires that a parent recognize gain or lossin net income when a subsidiary is
deconsolidated. Such gain or loss will be measured using the fair value of the noncontrolling equity investment on the deconsolidation date. SFAS
160 also includes expanded disclosure requirements regarding the interests of the parent and its noncontrolling interests. SFAS 160 is effective for
the Company on January 1, 2009. Earlier adoption is prohibited. The Company is currently evaluating the impact, if any, the adoption of SFAS 160
will have onitsfinancial position, results of operations and cash flows.

In March 2008, the FASB issued SFAS No. 161, “Disclosures about Derivative Instruments and Hedging Activities” (“SFAS161”). SFAS 161
requires enhanced disclosures about an entity’s derivative and hedging activities and thereby improving the transparency of financial reporting.
It isintended to enhance the current disclosure framework in SFAS 133 by requiring that objectives for using derivative instruments be disclosed
in terms of underlying risk and accounting designation. This disclosure better conveys the purpose of derivative usein terms of the risks that the
entity isintending to manage. SFAS 161 is effective for the Company on January 1, 2009. This pronouncement does not impact accounting
measurements but will result in additional disclosuresif the Company isinvolved in material derivative and hedging activities at that time.

In February 2008, the FASB issued FASB Staff Position No. 140-3, “ Accounting for Transfers of Financial Assets and Repurchase Financing
Transactions” (“FSP 140-3"). This FSP provides guidance on accounting for atransfer of afinancial asset and the transferor’s repurchase
financing of the asset. This FSP presumesthat an initial transfer of afinancial asset and arepurchase financing are considered part of the same
arrangement (linked transaction) under SFAS No. 140. However, if certain criteriaare met, the initial transfer and repurchase financing are not



evaluated as alinked transaction and are evaluated separately under Statement 140. FSP 140-3 will be effective for financial statements issued for
fiscal years beginning after November 15, 2008, and interim periods within those fiscal years and earlier application is not permitted. Accordingly,
this FSP is effective for the Company on January 1, 2009. The Company is currently evaluating the impact, if any, the adoption of FSP 140-3 will
have on itsfinancial position, results of operations and cash flows.

In April 2008, the FASB issued FASB Staff Position No. 142-3, “ Determination of the Useful Life of Intangible Assets’ (“FSP 142-3"). ThisFSP
amends the factors that should be considered in developing renewal or extension assumptions used to determine the useful life of arecognized
intangible asset under SFAS No. 142, “ Goodwill and Other Intangible Assets.” Theintent of this FSP isto improve the consistency between the
useful life of arecognized intangible asset under SFAS No. 142 and the period of expected cash flows used to measure the fair value of the asset
under SFAS No. 141(R), “Business Combinations,” and other U.S. generally accepted accounting principles. This FSPis effective for financial
statements issued for fiscal years beginning after December 15, 2008, and interim periods within those fiscal years and early adoptionis
prohibited. Accordingly, this FSP is effective for the Company on January 1, 2009. The Company does not believe the adoption of FSP 142-3 will
have amaterial impact on itsfinancial position, results of operations or cash flows.

In May, 2008, the Financial Accounting Standards Board (“FASB”) issued Statement of Financial Accounting Standard (“SFAS’) No. 162, “The
Hierarchy of Generally Accepted Accounting Principles,” (“SFASNo. 162"). SFAS No. 162 identifies the sources of accounting principles and the
framework for selecting the principles used in the preparation of financial statements of nongovernmental entities that are presented in conformity
with generally accepted accounting principles (GAAP) in the United States (the GAAP hierarchy). SFAS No. 162 is effective November 15, 2008.
The FASB has stated that it does not expect SFAS No. 162 will result in achange in current practice. The application of SFAS No. 162 will have no
effect on the Company’sfinancial position, results of operations or cash flows.

In June, 2008, the FASB issued FASB Staff Position No. EITF 03-6-1, “ Determining Whether Instruments Granted in Share-Based Payment
Transactions are Participating Securities,” (“FSP EITF 03-6-1"). The Staff Position provides that unvested share-based payment awards that
contain nonforfeitable rights to dividends or dividend equivalents are participating securities and must be included in the earnings per share
computation. FSP EITF 03-6-1 is effective for financial statementsissued for fiscal years beginning after December 15, 2008, and interim periods
within those years. All prior-period earnings per share data presented must be adjusted retrospectively. Early application is not permitted. The
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adoption of this Staff Position will have no material effect on the Company’sfinancial position, results of operations or cash flows.

FSP SFAS 133-1 and FIN 45-4, “ Disclosures about Credit Derivatives and Certain Guarantees: An Amendment of FASB Statement No. 133 and
FASB Interpretation No. 45; and Clarification of the Effective Date of FASB Statement No. 161,” (“FSP SFAS 133-1 and FIN 45-4") was issued
September 2008, effective for reporting periods (annual or interim) ending after November 15, 2008. FSP SFAS 133-1 and FIN 45-4 amends SFAS
133 torequirethe seller of credit derivativesto disclose the nature of the credit derivative, the maximum potential amount of future payments, fair
value of the derivative, and the nature of any recourse provisions. Disclosures must be made for entire hybrid instruments that have embedded
credit derivatives.

The staff position also amends FIN 45 to require disclosure of the current status of the payment/performance risk of the credit derivative
guarantee. If an entity utilizesinternal groupings as abasisfor the risk, how the groupings are determined must be disclosed as well as how the
risk is managed.

The staff position encourages that the amendments be applied in periods earlier than the effective date to facilitate comparisons at initial adoption.
After initial adoption, comparative disclosures are required only for subsequent periods.

FSP SFAS 133-1 and FIN 45-4 clarifies the effective date of SFAS 161 such that required disclosures should be provided for any reporting period
(annual or quarterly interim) beginning after November 15, 2008. The adoption of this Staff Position will have no material effect on the Company’s
financial position, results of operations or cash flows.

The SEC's Office of the Chief Accountant and the staff of the FASB issued press rel ease 2008-234 on September 30, 2008 (“ Press Release”) to
provide clarifications on fair value accounting. The press rel ease includes guidance on the use of management’sinternal assumptions and the use
of “market” quotes. It also reiterates the factorsin SEC Staff Accounting Bulletin (“SAB”) Topic 5M which should be considered when
determining other-than-temporary impairment: the length of time and extent to which the market value has been less than cost; financial condition
and near-term prospects of the issuer; and the intent and ability of the holder to retain itsinvestment for a period of time sufficient to allow for any
anticipated recovery in market value.

On October 10, 2008, the FASB issued FASB Staff Position (“FSP’) FAS 157-3, “ Determining the Fair Value of aFinancial Asset When the Market
for That Asset IsNot Active” (“FSP FAS 157-3"). This FSP clarifies the application of SFAS No. 157, “Fair Value Measurements’ (see Note4) ina
market that is not active and provides an exampletoillustrate key considerationsin determining the fair value of afinancial asset when the market
for that asset is not active. The FSP is effective upon issuance, including prior periods for which financial statements have not been issued. For
the Company, this FSP is effective for the quarter ended September 30, 2008. The Company considered the guidancein FSP FAS 157-3 when
conducting its review for other-than-temporary impairment as of September 30, 2008 and determined that it did not result in achangeto its
impairment estimation techniques.

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



NOTE 3- COMPREHENSIVE INCOME

The change in the components of other comprehensive income and related tax effects are as follows for the nine and three months ended
September 30, 2008 and 2007:

Nine months Three months
ended September 30, ended September 30,

2008 2007 2008 2007
Changein unrealized gains (losses) on securities available-for-sale $  (4798924) $ (490,403) $ (3,271,29%5) $ 770,461
Reclassification adjustment for gains realized in net income 505,585 5,558 473,431 2,694
Impairment on securities available for sale (4,596,200) — (4,596,200) —
Net change in unrealized gains (losses) on securities (708,309) (484,845) 851,474 773,155
Tax effect 269,157 191,923 323,561 (286,256)
Net-of-tax amount $ (439,152) $ (292,922) $ 529,913 $ 486,899
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NOTE 4 - FAIR VALUE MEASUREMENTS

Effective January 1, 2008, the Company adopted SFAS No. 157, “Fair Value Measurements” (“ SFAS 157”) which provides aframework for
measuring and disclosing fair value under generally accepted accounting principles. SFAS 157 requires disclosures about the fair value of assets
and liabilities recognized in the balance sheet in periods subsequent to initial recognition.

SFAS 157 defines fair value as the exchange price that would be received for an asset or paid to transfer aliability (an exit price) in the principal or
most advantageous market for the asset or liability in an orderly transaction between market participants on the measurement date. SFAS 157 also
establishes afair value hierarchy which requires an entity to maximize the use of observable inputs and minimize the use of unobservable inputs
when measuring fair value. The standard describes three levels of inputs that may be used to measure fair value:

Level 1 Quoted pricesin active markets for identical assets or liabilities. Level 1 assetsand liabilities include debt and equity
securities and derivative contracts that are traded in an active exchange market, aswell as U.S. Treasuries and money market
funds

Level 2 Observable inputs other than Level 1 prices such as quoted prices for similar assets or liabilities; quoted pricesin markets

that are not active; or other inputs that are observable or can be corroborated by observable market data for substantially
the full term of the assets or liabilities. Level 2 assets and liabilities include debt securities with quoted prices that are traded
less frequently than exchange-traded instruments, mortgage backed securities, municipal bonds and corporate debt
securities, and derivative contracts whose value is determined using a pricing model with inputs that are observable in the
market or can be derived principally from or corroborated by observable market data. This category generally includes
certain derivative contracts and impaired loans.

Level 3 Unobservable inputs that are supported by little or no market activity and that are significant to the fair value of the assets
or liabilities. Level 3 assetsand liahilitiesinclude financial instruments whose valueis determined using pricing models,
discounted cash flow methodologies, or similar techniques, aswell asinstruments for which the determination of fair value
reguires significant management judgment or estimation. For example, this category generally includes certain private equity
investments, retained residual interestsin securitizations, residential mortgage servicing rights, and highly-structured or
long-term derivative contracts.

Assets and liabilities measured at fair value on arecurring basis are as follows as of September 30, 2008:

Quoted market price Significant other Significant
in active markets observable inputs unobservable inputs
(Level 1) (Level 2) (Level 3)
Available for sale investment securities $ — % 159,853,129 $ —
Mortgage loans held for sale — 346,392 —
Total $ — $ 160,199,521 $ =

The Company predominantly lendswith real estate serving as collateral on a substantial mgjority of loans. Loans which are deemed to be impaired
areprimarily valued at the fair values of the underlying real estate collateral. Such fair values are obtained using independent appraisals on a non-
recurring basis, which the Company considersto be level 2 inputs. The aggregate carrying amount of impaired loans at September 30, 2008 was
$4.6 million.

FASB Staff Position No. FAS 157-2 delays the implementation of SFAS 157 until the first quarter of 2009 with respect to
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goodwill, other intangible assets, real estate and other assets acquired through foreclosure and other non-financial assets measured at fair value
on anonrecurring basis.

The Company has no assets or liabilities whose fair values are measured using level 3 inputs.

NOTE 5- CASH AND DUE FROM BANKS

The Company maintains cash balances with its correspondent banks to meet reserve requirements determined by the Federal Reserve. At
September 30, 2008, the bank had $1.3 million on deposit with the Federal Reserve Bank to meet this requirement. At December 31, 2007, the reserve
requirement was met by the cash balancein the vault.

NOTE 6 - INVESTMENT SECURITIES

The amortized cost and estimated fair values of securities available for sale were:

Amortized Gross Unrealized Estimated
Cost Gains L osses Fair Value
September 30, 2008
U.S. government agencies $ 14,031,260 $ 21414  $ 56,299 $ 13,996,375
Government-sponsored enterprises 53,715,073 177,038 443,530 53,448,581
M ortgage-backed securities 84,839,449 683,117 68,963 85,453,603
Municipals 7,183,832 10,079 239,341 6,954,570
Preferred stocks — — — —
Total $ 159,769,614 $ 891,648 $ 808,133 $ 159,853,129
December 31, 2007
U.S. government agencies $ 14,033,960 $ 229275 $ — $ 14,263,235
Government-sponsored enterprises 33,237,738 417,287 1,002 33,654,023
M ortgage-backed securities 23,979,241 269,183 1,121 24,247,303
Municipals 12,440,346 23,629 64,341 12,399,634
Preferred stocks 3,553,000 71,914 153,000 3,471,914
Total $ 87,244,285 $ 1,011,288 $ 219,464 $ 88,036,109

The amortized cost and estimated fair values of investment securities at September 30, 2008, by contractual maturity dates, are showninthe
following chart. Actual maturities may differ from contractual maturities because borrowers may have the right to call or prepay obligations with or
without penalty. Mortgage-backed securities are presented as a separate line item since pay downs are expected before contractual maturity dates.

Amortized Cost Fair Value
Due within one year $ — % —
Due after one year through five years 500,000 507,799
Due after five years through ten years 17,824,839 17,846,392
Due after ten years 56,605,326 56,045,335
Subtotal 74,930,165 74,399,526
M ortgage-backed securities 84,839,449 85,453,603
Total Securities $ 159,769,614 $ 159,853,129

At September 30, 2008 and December 31, 2007, investment securities with book values of $74,025,499 and $52,472,339 and market values of
$74,382,399 and $53,110,819, respectively, were pledged as collateral for securities sold under agreements to repurchase and Federal Home Loan
Bank advances. Gross proceeds from the sale of investment securities totaled $42,813,219 and $12,514,016, resulting in arealized gain of $505,585
and $37,637 for the nine months ending September 30, 2008 and twelve months ending December 31, 2007, respectively.

For investments where fair value isless than amortized cost the following table shows gross unrealized |osses and fair value, aggregated by
investment category, and length of time that individual securities have been in a continuous unrealized loss position, at September 30, 2008 and
December 31, 2007.
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Less than
Twelve months Twelve months or more Total
Unrealized Unrealized Unrealized
Fair value losses Fair value losses Fair value losses

September 30, 2008

U.S. government agencies $ 1147491 $ 56,299 $ — 3 — $ 1147491 $ 56,299
Government-sponsored enterprises 18,089,834 443,530 — — 18,089,834 443,530

M ortgage-backed securities 8,962,785 68,963 — — 8,962,785 68,963



Municipals 6,552,030 239,341 — — 6,552,030 239,341
Preferred stocks — — — — — _

$ 45,079,610 $ 808,133 $ — % — $ 45,079,610 $ 808,133
Less than
Twelve months Twelve months or more Total
Unrealized Unrealized Unrealized
Fair value losses Fair value losses Fair value losses

December 31, 2007
U.S. government agencies $ — 3 — % — % — — —
Government-sponsored enterprises 959,510 214 1,472,299 788 2,431,809 1,002
M ortgage-backed securities 1,537,576 1,121 — — 1,537,576 1,121
Municipals 5,843,156 50,535 1,346,625 13,806 7,189,781 64,341
Preferred stocks 300,000 153,000 — — 300,000 153,000

$ 8,640,242 $ 204,870 $ 2,818,924 $ 14,594 $ 11,459,166 $ 219,464

Securities classified as available for sale are recorded at fair market value. Of the securitiesin an unrealized loss position, there was no security in a
continuous loss position for 12 months or more at September 30, 2008. The Company has the ability and intent to hold these securities until such
time as the value recovers or the securities mature. The Company believes, based on industry analyst reports and credit ratings, that the
deterioration in valueis attributable to changes in market interest rates and is not in the credit quality of the issuer and therefore, these losses are
not considered other-than-temporary.

Nonmarketable equity securitiesinclude the cost of the Company’sinvestment in the stock of the Federal Home L oan Bank and $151,640 of stock
in community bank holding companies for both periods ending September 30, 2008 and December 31, 2007, respectively. The Federal Home Loan
Bank stock has no quoted market value and no ready market exists. Investment in the Federal Home Loan Bank isacondition of borrowing from
the Federal Home L oan Bank, and the stock is pledged to collateralize such borrowings. At September 30, 2008 and December 31, 2007, the
Company’sinvestment in Federal Home L oan Bank stock was $3,655,500 and $1,909,300, respectively.

The Company reviews its investment securities portfolio at least quarterly and more frequently when economic conditions warrant, assessing
whether there is any indication of other-than-temporary impairment (“OTTI"). Thisreview is based on guidance provided in FASB Staff Position
Nos. SFAS 115-1 and SFAS 124-1, “ The Meaning of Other-Than-Temporary Impairment and Its Application to Certain Investments.” Factors
considered in the review include estimated future cash flows, length of time and extent to which market value has been less than cost, the financial
condition and near term prospects of theissuer, and our intent and ability to retain the security to allow for an anticipated recovery in market
value.

If the review determinesthat thereis OTTI, then an impairment lossis recoghnized in earnings equal to the entire difference between the
investment’s cost and itsfair value at the balance sheet date of the reporting period for which the assessment is made. The fair value of
investments on which OTTI is recognized then becomes the new cost basis of the investment and this basisis not adjusted for subsequent
recoveriesin fair value.

Asaresult of recent actions by the U.S. Treasury Department and the Federal Housing Finance Agency, effective in the third quarter of 2008, the
Company recorded a pretax, non-cash impairment charge of $4,596,200 for the OTTI of itsinvestmentsin perpetual preferred securities issued by
the Federal National Mortgage Association (Fannie Mae) and Federal National Mortgage Corporation (Freddie Mac). The net-of-tax effect to
earningsis $3,033,492.
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NOTE 7- LOANSRECEIVABLE

Magjor classifications of loans receivable are summarized as follows for the periods ended September 30, 2008 and December 31, 2007:

2008 2007
Real estate - construction $ 171,136,502 $ 159,814,556
Real estate - mortgage 253,662,520 204,068,162
Commercia and industria 27,295,983 24,349,662
Consumer and other 4,941,614 3,466,949
Deferred origination fees, net (289,616) (349,460)
Total loansreceivable, gross 456,747,003 391,349,869
Less allowance for loan loss 5,023,538 4,158,324
Total loans receivable, net $ 451,723,465 $ 387,191,545

The composition of grossloans by rate typeis as follows for the periods ended September 30, 2008 and December 31, 2007:

2008 2007
Variablerate loans $ 256,326,647 $ 221,524,585
Fixed rate loans 200,420,356 169,825,284




Total grossloans $ 456,747,003 $ 391,349,869

Transactions in the allowance for |oan losses are summarized bel ow for the periods ended September 30, 2008 and 2007:

2008 2007
Balance, beginning of year $ 4158324 $ 3,467,000
Provision charged to operations 1,473,000 1,025,000
Net loan charge offs (608,286) (222,106)
Net loan recoveries 500 —
Balance, end of year $ 5,023538 $ 4,269,894
Gross loans outstanding, end of period $ 456,747,003 $ 361,679,237

The alowance for loan losses, as a percent of gross loans outstanding, was 1.10% and 1.18% for periods ending September 30, 2008 and 2007,
respectively. At September 30, 2008, the Bank had 15 impaired loans totaling $4,580,548 compared to 3 loans totaling $389,095 at December 31, 2007.
Nonaccrual loans totaled 1.00% and 0.10% of gross loans at September 30, 2008 and December 31, 2008, respectively. Furthermore, there were no
loans contractually past due 90 days or more and still accruing interest at September 30, 2008 or December 31, 2007.

The following table summarizes information related to the impairment of loans for the periods ended September 30, 2008 and December 31,
2007:

2008 2007
Impaired loans $ 4580548 $ 389,095
Related Allowance 904,557 —
Interest income recognized — —
Foregone interest 200,201 47,650

During the period ending September 30, 2008, the Bank held 4 propertiesin other real estate owned totaling $965,049. The Bank did not possess
any other real estate owned during the period ending December 31, 2007. Our analysis of SFAS No. 5, Accounting for Contingencies, and SFAS
No. 114, Accounting by Creditorsfor Impairment of a Loan indicates that the level of the allowance for |oan losses is appropriate to cover
estimated credit losses on individually evaluated loans as well as estimated credit losses inherent in the remainder of the portfolio.
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NOTE 8- DEPOSITS

At September 30, 2008, the scheduled maturities of certificates of deposit were as follows:

Maturing: Amount
Remaining through 2008 $ 87,362,154
2009 151,267,486
2010 48,078,237
2011 4570,247
2012 872,272
Thereafter 461,532
Total $ 292,611,928

NOTE 9 - JUNIOR SUBORDINATED DEBENTURES

On February 22, 2006, Tidelands Statutory Trust (the “ Trust I”), a non-consolidated subsidiary of the Company, issued and sold floating rate
capital securities of the trust (the “Trust | Securities’), generating proceeds of $8.0 million. The Trust | loaned these proceeds to the Company to
use for general corporate purposes, primarily to provide capital to the Bank. The debentures qualify as Tier 1 capital under Federal Reserve Board
guidelines.

The Trust | Securitiesin the transaction accrue and pay distributions quarterly at arate per annum equal to the three-month LIBOR plus 1.38%,
which was 4.18% at September 30, 2008. The distribution rate payable on the Trust | Securitiesis cumulative and payable quarterly in arrears. The
Company has theright, subject to events of default, to defer payments of interest on the Trust | Securities for aperiod not to exceed 20
consecutive quarterly periods, provided that no extension period may extend beyond the maturity date of March 30, 2036. The Company has no
current intention to exerciseitsright to defer payments of interest on the Trust | Securities.

The Trust | Securities mature or are mandatorily redeemable upon maturity on March 30, 2036 or upon earlier optional redemption as provided in
the indenture. The Company has the right to redeem the Trust | Securitiesin whole or in part, on or after March 30, 2011. The Company may also
redeem the Trust | Securities prior to such dates upon occurrence of specified conditions and the payment of aredemption premium.

On June 20, 2008, Tidelands Statutory Trust 11 (the “Trust 11”), a non-consolidated subsidiary of the Company, issued and sold floating rate capital
securities of thetrust (the “ Trust 11 Securities”), generating proceeds of $6.0 million. The Trust 11 loaned these proceeds to the Company to use for
general corporate purposes, primarily to provide capital to the Bank. A portion of the debentures qualifiesas Tier 1, and the remaining portion



qualifiesas Tier 2 capital, under Federal Reserve Board guidelines.

The Trust 11 Securities accrue and pay distributions quarterly at arate equal to (i) 9.425% fixed for the first 5 years, and (ii) the three-month LIBOR
rate plus 5.075% thereafter. The distribution rate payable on the Trust 11 Securitiesis cumulative and payable quarterly in arrears. The Company
has the right, subject to events of default, to defer payments of interest on the Trust 11 Securities for a period not to exceed 20 consecutive
quarterly periods, provided that no extension period may extend beyond the maturity date of June 30, 2038. The Company has no current intention
to exerciseitsright to defer payments of interest on the Trust 11 Securities.

The Trust 11 Securities mature or are mandatorily redeemable upon maturity on June 30, 2038 or upon earlier optional redemption as provided in the
indenture. The Company has the right to redeem the Trust Il Securitiesin whole or in part, on or after June 30, 2013. The Company may also
redeem the Trust 11 Securities prior to such dates upon occurrence of specified conditions and the payment of a redemption premium.

NOTE 10 - COMMITMENTS AND CONTINGENCIES

The Company is subject to claims and lawsuits which arise primarily in the ordinary course of business. Management is not aware of any legal
proceedings which they believe would reasonably be expected to have a material adverse effect on the financial position or operating results of the
Company.
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NOTE 11 - EARNINGS (LOSS) PER SHARE

Basic net income (loss) per share are computed by dividing net income by the weighted-average number of common shares outstanding. Diluted
net income (loss) per shareis computed by dividing net income by the weighted-average number of common shares outstanding and dilutive
common share equivalents using the treasury stock method. Dilutive common share equivalents include common shares issuabl e upon exercise of
outstanding stock options.

Basic and diluted net income (loss) per share are computed below for the nine and three months ended September 30, 2008 and 2007:

Nine months ended Three months ended
September 30, September 30,
2008 2007 2008 2007

Basic earnings (loss) per share computation:

Net income (loss) available to common shareholders $ (2902692 $ 174966 $ (2,437,893) $ 46,868
Average common shares outstanding — basic 4,052,354 4,272,215 4,044,186 4,276,686
Basic earnings (loss) per share $ (0.72) $ 004 $ (0.60) $ 0.01
Diluted earnings (loss) per share computation:
Net income (loss) available to common shareholders $ (2902692 $ 174966 $ (2,437,893) $ 46,868
Average common shares outstanding — basic 4,052,354 4,272,215 4,044,186 4,276,686
Incremental shares from assumed conversions:

Stock options 6,327 — — —
Average common shares outstanding — diluted 4,058,681 4,272,215 4,044,186 4,276,686
Diluted earnings (loss) per share $ (0.72) $ 0.04 $ (0.60) $ 0.01

NOTE 12 - REGULATORY MATTERS

The Company and Bank are subject to various regulatory capital requirements administered by the federal banking agencies. Failureto meet
minimum capital requirements can initiate certain mandatory and possibly additional discretionary actions by regulatorsthat, if undertaken, could
have a direct adverse material effect on the Company’s or Bank’s financial statements. Under capital adequacy guidelines and the regulatory
framework for prompt corrective action, the Company and Bank must meet specific capital guidelines that involve quantitative measures of the
Company’s and Bank’s assets, liabilities, and certain off-balance-sheet items as cal culated under regulatory accounting practices. The Company’s
and Bank’s capital amounts and classification are al so subject to qualitative judgments by the regulators about components, risk weightings, and
other factors.

Quantitative measures established by regulation to ensure capital adequacy require the Company and Bank to maintain minimum ratios of Tier 1
and total capital as a percentage of assets and off-balance-sheet exposures, adjusted for risk weights ranging from 0% to 100%. Tier 1 capital
consists of common shareholders’ equity, excluding the unrealized gain or loss on securities available for sale, minus certain intangible assets plus
the qualifying portion of junior subordinated debentures. Tier 2 capital consists of Tier 1 capital plusthe general reserve for loan losses, subject to
certain limitations plus the junior subordinated debentures in excess of the amount qualifyingin Tier 1. Total capital for purposes of computing
the capital ratios consists of the sum of Tier 1 and Tier 2 capital. The regulatory minimum requirements are 4% for Tier 1 and 8% for total risk-
based capital .

As of September 30, 2008 and December 31, 2007, management believesit is categorized as well-capitalized under the regulatory framework for



prompt corrective action. There are no conditions or events that management believes have changed the Company’s and Bank’s category.
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The following table summarizes the capital amounts and ratios of the Company and the regul atory minimum requirements at September 30, 2008
and December 31, 2007:

To Be Well-
Capitalized Under
For Capital Prompt Corrective
Actual Adequacy Purposes Action Provisions
Tidelands Bancshares, Inc. Amount Ratio Amount Ratio Amount Ratio
September 30, 2008
Total capital (to risk-weighted
assets) $ 50,778,000 1053% $ 38,575,600 8.00% N/A N/A
Tier 1 capital (to risk-weighted
assets) 41,761,000 8.66% 19,287,800 4.00% N/A N/A
Tier 1 capital (to average assets) 41,761,000 6.47% 25,803,040 4.00% N/A N/A
December 31, 2007
Total capital (to risk-weighted
assets) $ 51,493,000 12.39% $ 33,262,400 8.00% N/A N/A
Tier 1 capital (to risk-weighted
assets) 47,335,000 11.39% 16,631,200 4.00% N/A N/A
Tier 1 capital (to average assets) 47,335,000 9.58% 19,771,480 4.00% N/A N/A

The following table summarizes the capital amounts and ratios of the Bank and the regulatory minimum reguirements at September 30, 2008 and
December 31, 2007:

To Be Well-
Capitalized Under
For Capital Prompt Corrective
Actual Adequacy Purposes Action Provisions
Tidelands Bank Amount Ratio Amount Ratio Amount Ratio
September 30, 2008
Total capital (to risk-
weighted assets) $ 55,817,000 1159%$ 38,528,080 8.00% $ 48,160,100 10.00%
Tier 1 capital (to risk-
weighted assets) 50,793,000 10.55% 19,264,040 4.00% 28,896,060 6.00%
Tier 1 capital (to average
assets) 50,793,000 7.88% 25,779,320 4.00% 32,224,150 5.00%
December 31, 2007
Total capital (to risk-
weighted assets) $ 53,318,000 1280% $ 33,334,160 8.00% $ 41,667,700 10.00%
Tier 1 capital (to risk-
weighted assets) 49,160,000 11.80% 16,667,080 4.00% 25,000,620 6.00%
Tier 1 capital (to average
assets) 49,160,000 9.93% 19,807,360 4.00% 24,759,200 5.00%

NOTE 13 - UNUSED LINES OF CREDIT

As of September 30, 2008, the Bank had unused lines of credit to purchase federal funds from unrelated banks totaling $27.5 million. Theselines of
credit are available on aoneto 14 day basisfor general corporate purposes. In addition to these credit lines, unused credit availability at the
Federal Home Loan Bank amounted to $29.1 million at September 30, 2008.

NOTE 14 - SHAREHOLDERS EQUITY

Restrictions on Dividends - South Carolina banking regulations restrict the amount of dividends that can be paid to shareholders. All of the
Bank’s dividends to Tidelands Bancshares, Inc. are payable only from the undivided profits of the Bank. The Bank is authorized to pay cash
dividends up to 100% of net incomein any calendar year without obtaining the prior approval of the Commissioner of Banking provided that the
Bank received a composite rating of one or two at the last Federal or State regulatory examination. Under Federal Reserve Board regulations, the
amounts of loans or advances from the Bank to the parent company are also restricted.

NOTE 15- EMPLOYEE STOCK OWNERSHIP PLAN

On May 17, 2007, the Company announced the formation of the externally leveraged Tidelands Bancshares, Inc. Employee Stock Ownership Plan



(“ESOP”), anon-contributory plan, for its employees. The ESOP has purchased shares of the Company’s common stock on the open market from
time to time with funds borrowed from aloan from athird party lender. Asof September 30, 2008, the ESOP has purchased 241,916 outstanding
shares. All employees of the Company meeting certain tenure requirements are entitled to participate in the ESOP. Compensation expense related
to the ESOP was $257,437 for the nine months ended September 30, 2008. At September 30, 2008, the ESOP has outstanding |oans amounting to
$2,675,000 at avariable rate of 4.00%.
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Item 2. Management’s Discussion and Analysis of Financial Condition and Results of Operations

Thefollowing is a discussion of our financial condition as of September 30, 2008 compared to December 31, 2007 and the results of
operations for the nine and three months ended September 30, 2008 compared to the nine and three months ended September 30, 2007. These
comments should be read in conjunction with our consolidated financial statements and accompanying footnotes appearing in thisreport and
in conjunction with the financial statements and related notes and disclosuresin our 2007 Annual Report on Form 10-KSB.

Thisreport contains statements which constitute forward-looking statements within the meaning of Section 27A of the Securities Act of
1933 and Section 21E of the Securities Exchange Act of 1934. Forward-looking statements may relate to our financial condition, results of
operation, plans, objectives, or future performance. These statements are based on many assumptions and estimates and are not guarantees of
future performance. Our actual results may differ materially from those anticipated in any forward-looking statements, as they will depend on many
factors about which we are unsure, including many factors which are beyond our control. The words “may,” “would,” “could,” “will,” “expect,”
“anticipate,” “believe,” “intend,” “plan,” and “estimate,” aswell as similar expressions, are meant to identify such forward-looking statements.
Potential risks and uncertaintiesinclude, but are not limited to, those described under “Risk Factors” in Item 1 of our 2007 Annual Report on
Form 10-K'SB and the following:

significant increases in competitive pressure in the banking and financial servicesindustries;

changesin the interest rate environment which could reduce anticipated or actual margins;

changesin political conditions or the legislative or regulatory environment;

general economic conditions, either nationally or regionally and especially in our primary service area, becoming less favorable than
expected resulting in, among other things, a deterioration in credit quality;

changes occurring in business conditions and inflation;

changes in technology;

changesin monetary and tax policies;

thelevel of allowance for loan loss;

the rate of delinquencies and amounts of charge-offs;

the rates of loan growth;

adverse changesin asset quality and resulting credit risk-related losses and expenses;

loss of consumer confidence and economic disruptions resulting from terrorist activities;

changes in the securities markets; and

other risks and uncertainties detailed from time to timein our filings with the Securities and Exchange Commission.

These risks are exacerbated by the recent developmentsin national and international financial markets, and we are unable to predict what
effect these uncertain market conditionswill have on our company. During 2008, the capital and credit markets have experienced extended
volatility and disruption. In the last 90 days, the volatility and disruption have reached unprecedented levels. There can be no assurance that
these unprecedented recent developments will not materially and adversely affect our business, financial condition and results of operations.

Overview

Our bank subsidiary, Tidelands Bank, commenced operations in October 2003 through our main office located in Mount Pleasant, South
Carolina. In April 2007, we opened a permanent full service banking office in our Summervillelocation. We opened anew full service banking
officein the Park West area of Mount Pleasant in May 2007. In addition, we opened a permanent facility for our full service banking officein
Myrtle Beach in June 2007, and converted the loan production office in the West Ashley area of Charleston to afull service banking officein
July 2007. The Bluffton loan production office opened as afull service banking officein May 2008. In July 2008, we opened a permanent full
service banking officein Murrells Inlet. We plan to focus our efforts at these branch locations on obtaining lower cost deposits that are less
affected by rising rates. We have grown rapidly since our inception, with afocus on growing our loan portfolio.

The following discussion describes our results of operations for the nine and three months ended September 30, 2008 as compared to the
nine and three months ended September 30, 2007 and also analyzes our financial condition as of September 30, 2008 as compared to December 31,
2007. Like most community banks, we derive the majority of our income from interest we receive on our loans and investments. In addition to
earning interest on our loans and
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investments, we earn income through fees and other expenses we charge to our customers. We describe the various components of this
noninterest income, as well as our noninterest expense, in the following discussion. Our primary source of funds for making these loans and



investmentsis our deposits, on which we pay interest. Consequently, one of the key measures of successis net interest income, or the difference
between the income on our interest-earning assets, such as loans and investments, and the expense on our interest-bearing liabilities, such as
deposits. Another key measure is the spread between the yield we earn on these interest-earning assets and the rate we pay on our interest-
bearing liabilities. There arerisksinherent in all loans, so we maintain an allowance for loan losses to absorb probable |osses on existing loans that
may become uncollectible. We establish and maintain this allowance by charging aprovision for loan losses against our operating earnings. In
the following section we have included a detailed discussion of this process.

We encourage you to read this discussion and analysisin conjunction with the financial statements and the related notes and the other
statistical information also included in this report.

Recent Developments

In response to financial conditions affecting the banking system and financial markets and the potential threats to the solvency of
investment banks and other financial institutions, the United States government has taken unprecedented actions. On October 3, 2008, President
Bush signed into law the Emergency Economic Stabilization Act of 2008 (the “EESA™). Pursuant to the EESA, the U.S. Treasury will have the
authority to, among other things, purchase mortgages, mortgage-backed securities, and other financial instruments from financial institutions for
the purpose of stabilizing and providing liquidity to the U.S. financial markets. On October 14, 2008, the U.S. Department of Treasury announced
the Capital Purchase Program (“CPP") under the EESA, pursuant to which the Treasury intends to make senior preferred stock investmentsin
participating financial institutions. The CPP isvoluntary and requires an institution to comply with a number of restrictions and provisions,
including limits on executive compensation, stock redemptions and declaration of dividends. Applications must be submitted by November 14,
2008 and are subject to approval by the Treasury. The CPP provides for aminimum investment of 1% of Risk-Weighted Assets, with amaximum
investment equal to the lesser of 3% of Total Risk-Weighted Assets or $25 billion. The perpetual preferred stock investment will have a dividend
rate of 5% per year, until the fifth anniversary of the Treasury investment, and a dividend of 9%, thereafter. The CPP also requiresthe Treasury to
receive warrants for common stock equal to 15% of the capital invested by the Treasury. Theterm of this Treasury preferred stock program could
reduce investment returnsto participating banks' shareholders by restricting dividends to common shareholders, diluting existing shareholders
interests, and restricting capital management practices.

Although both the company and our subsidiary, Tidelands Bank, meet all applicable regulatory capital requirements and remain well
capitalized, we are evaluating whether to participate in the CPP. Participation in the program is not automatic and is subject to approval by the
Treasury. Regardless of our participation, governmental intervention and new regulations under these programs could materially and adversely
affect our business, financial condition and results of operations.

Critical Accounting Policies

We have adopted various accounting policiesthat govern the application of accounting principles generally accepted in the United
States and with general practices within the banking industry in the preparation of our financial statements. A description of other accounting
policies are summarized in Note 1, Summary of Significant Accounting Policiesin the Notesto Consolidated Financial Statements of the
Company’s Annual Report on Form 10-KSB for the year ended December 31, 2007. The Company has followed those policiesin preparing this
report.
Results of Operations

I ncome Statement Review

Summary
Nine months ended September 30, 2008 and 2007

Our net loss was approximately $2.9 million for the nine months ended September 30, 2008 compared to net income of $175,000 for the
same period in 2007. Net loss before income tax benefit was $4.7 million for the nine months ended September 30, 2008 compared to net income

before income tax expense of $282,000 for the nine months ended

18

Table of Contents

September 30, 2007. The $5.0 million decrease in net income before income tax effect resulted from a $4.6 million loss in impairment on available for
sale securities which was partially offset by a $506,000 gain on the sale of securitiesin other income and a$2.3 million increase in noninterest
expense offset by an increase of $1.8 million in net interest income before provision for loan losses. We recorded provisions for loan losses of $1.5
million and $1.0 million for the nine months ended September 30, 2008 and 2007, respectively.

Three months ended September 30, 2008 and 2007

Our net loss was approximately $2.4 million for the three months ended September 30, 2008 compared to net income of $47,000 for the
same period in 2007. Net loss before income tax benefit was $3.9 million for the three months ended September 30, 2008 compared to net income
before income tax expense of $75,000 for the three months ended September 30, 2007. The $4.0 million decrease in net income before income tax
effect resulted primarily from a $4.6 million loss in impairment on available for sale securitiesin other income offset by an increase of $898,000 in net
interest income before provision for loan losses. Additionally, we recorded provisions for loan losses of $696,000 for the three months ended
September 30, 2008 while we did not record any provisions for |oan losses during the three months ended September 30, 2007.



Net I nterest Income

Our level of net interest incomeis determined by the level of earning assets and the management of our net interest margin. Our loan
portfolio isthe primary driver of net interest income. During the nine months ended September 30, 2008, our loan portfolio increased $65.4 million
from the year end balance. We anticipate the growth in loanswill continue to drive the growth in assets and the growth in net interest income.
However, we do not expect to maintain the same growth rate in our loan portfolio as we have experienced in the past.

Our decision to grow the loan portfolio at its historical pace has created the need for ahigher level of capital and the need to increase
deposits and borrowings. Thisloan growth strategy also resulted in asignificant portion of our assets being in higher earning loans rather than in
lower yielding investments. At September 30, 2008, |oans represented 68.4% of total assets, while securities and federal funds sold represented
25.1% of total assets. While we plan to continue our focus on increasing the loan portfolio, we also anticipate proportionately increasing the size
of theinvestment portfolio.

The current interest rate environment, which is relatively low by historical measures, has allowed us to obtain short-term borrowings and
wholesale certificates of deposit at rates that were typically lower than certificate of deposit rates being offered in our local market. Thisfunding
strategy allowed us to continue to operate in a branch expansion environment, which in turn allowed usto focus on growing our loan portfolio. At
September 30, 2008, retail deposits represented $269.3 million, or 43.0% of total funding, which includes total deposits plus securities sold under
agreements to repurchase plus other borrowings. Wholesal e deposits represented $249.0 million, or 39.7% of total funding.

We plan to continue to offer aggressive rates on investment checking and money market accounts. Our goal isto maintain a higher
percentage of assets being funded by retail deposits and to increase the percentage of low-cost transaction accountsto total deposits. No
assurance can be given that these objectiveswill be achieved. Although we anticipate that our new full service banking officeswill assist usin
meeting these objectives, we also believe that the current deposit strategies and the opening of new offices had a dampening effect on earnings.
However, we believe that over time these two strategies will provide us with additional customersin our new markets and will provide alower
alternative cost of funding.

In addition to the growth in both assets and liabilities, and the timing of repricing of our assets and liabilities, net interest income is also
affected by theratio of interest-earning assets to interest-bearing liabilities and the changes in interest rates earned on our assets and interest
rates paid on our liabilities. Our net interest income for the nine months ended September 30, 2008 increased primarily because we had more
interest-earning assets than interest-bearing liabilities. For the nine months ended September 30, 2008 and 2007, average interest-earning assets
exceeded average interest-bearing liabilities by $19.2 million and $27.9 million, respectively.

Theimpact of the Federal Reserve' sinterest rate cuts since August 2007 resulted in a decrease in both the yields on our variable rate
assets and the rates that we pay for our short-term deposits and borrowings. The net interest spread and net interest margin decreased during the
nine months ended September 30, 2008 when compared to the same period in 2007, as aresult of the bank having less interest-bearing liabilities
than interest-earning assets that repriced as market
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rates decreased over the period. Our net interest margins for the nine months ended September 30, 2008 and 2007 were 2.64% and 3.14%,
respectively.

We have included a number of unaudited tablesto assist in our description of various measures of our financial performance. For
example, the “ Average Balances” table shows the average balance of each category of our assets and liabilities aswell asthe yield we earned or
the rate we paid with respect to each category during the nine and three months ended September 30, 2008 and 2007. Our loanstypically provide
higher interest yields than do other types of interest-earning assets, which iswhy we direct a substantial percentage of our earning assetsinto our
loan portfolio. Similarly, the “ Rate/Volume Analysis’ tables help demonstrate the effect of changing interest rates and changing volume of assets
and liabilities on our financial condition during the periods shown. We also track the sensitivity of our various categories of assets and liabilities
to changesininterest rates, and we have included tablesto illustrate our interest rate sensitivity with respect to interest-earning accounts and
interest-bearing accounts. Finally, we have included various tables that provide detail about our investment securities, our loans, our deposits
and other borrowings.
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Nine Months Ended September 30, 2008 and 2007

The following table sets forth information related to our average balance sheet, average yields on assets, and average costs of liabilities.
We derived these yields by dividing income or expense by the average balance of the corresponding assets or liabilities. We derived average
balances from the daily balances throughout the periodsindicated. During the nine months ended September 30, 2008 and 2007, we had no
securities purchased with agreementsto resell. All investments were owned at an original maturity of over one year.

Average Balances, Income and Expenses, and Rates

For the Nine Months Ended For the Nine Months Ended



September 30, 2008 September 30, 2007

Average Income/ Yield/ Average Income/ Yield/
Balance Expense Rate(1) Balance Expense Rate(1)
(dolTarsin thousands)
Earning assets:
Interest bearing balances $ 194 $ 4 271% $ 280 $ 12 5.82%
Federal funds sold 15,170 246 2.17% 15,817 614 5.19%
Taxable investment securities 105,964 4,552 5.74% 35,054 1,526 5.82%
Non-taxable investment securities 7,432 220 3.96% 10,037 301 4.01%
Loansreceivable(2) 424,439 20,689 6.51% 326,648 20,338 8.32%
Total earning assets 553,199 25,711 6.21% 387,836 22,791 7.86%
Nonearning assets:
Cash and due from banks 3,747 1,115
Mortgages held for sale 649 2,037
Premises and equipment, net 18,970 14,074
Other assets 17,458 12,101
Allowance for loan losses (4,671) (4,071)
Total nonearning assets 36,153 25,256
Total assets $ 589,352 $ 413,092

Interest-bearing liabilities:

Interest bearing transaction accounts $ 22,202 432 2.60% $ 6,085 173 3.79%
Savings & money market 175,419 3,8%4 2.97% 178,159 6,649 4.99%
Time deposits | ess than $100,000 195,054 6,134 4.20% 130,648 4,959 5.07%
Time deposits greater than $100,000 54,738 1,726 4.21% 6,294 267 5.67%
Junior subordinated debentures 10,506 471 5.99% 8,248 423 6.86%
Advances from FHLB 34,238 930 3.82% 18,879 741 5.25%
Securities sold under repurchase
agreement 38,717 1,034 3.57% 10,366 417 5.38%
Federal funds purchased 250 8 4.25% 744 31 5.62%
ESOP borrowings 2,807 95 451% 476 28 —%
Other borrowings 87 4 5.94% — — —%
Total interest-bearing liabilities 534,018 14,778 3.70% 359,899 13,688 5.08%
Noninterest-bearing liabilities:
Demand deposits 12,336 10,299
Other liabilities 3,049 1,495
Shareholders’ equity 39,949 41,399
Total liabilities and shareholders equity $ 589,352 $ 413,092
Net interest income - 3 10,933 - $ 9,103
Net interest spread - 251% - 2.78%
Net interest margin T 264% T 314%

(1) Annualized for the nine month period.
(2) Includes nonaccruing loans.
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Net interest spread and net interest margin decreased during the nine months ended September 30, 2008 primarily as aresult of the bank
having more interest-bearing assets than interest-earning liabilities that repriced as market rates began to decrease over the period.

Interest income for the nine months ended September 30, 2008 was $25.7 million, consisting of $20.7 million on loans, $4.8 million on
investments, and $250,000 on federal funds sold and interest bearing balances. Interest income for the nine months ended September 30, 2007 was
$22.8 million, consisting of $20.3 million on loans, $1.8 million on investments, and $626,000 on federal funds sold and interest bearing balances.
Interest and fees on loans represented 80.5% and 89.2% of total interest income for the nine months ended September 30, 2008 and 2007,
respectively. Income from investments, federal funds sold and interest bearing balances represented 19.5% and 10.8% of total interest income for
the nine months ended September 30, 2008 and 2007, respectively. The high percentage of interest income from loans related to our strategy to
maintain a significant portion of our assetsin higher earning loans compared to lower yielding investments. Average loans represented 76.7% and
84.2% of average interest-earning assets for the nine months ended September 30, 2008 and 2007, respectively. The slight decreasein average
loans as a percentage to average interest-earnings assetsis aresult of the slowing loan growth in the market and afocus on generating retail
deposits.

Interest expense for the nine months ended September 30, 2008 was $14.8 million, consisting of $12.2 million related to deposits, $1.0
million related to securities sold under arepurchase agreement, $471,000 related to junior subordinated debentures, $980,000 related to advances



from the Federal Home Loan Bank (“FHLB”) and $107,000 related to other borrowings and federal funds purchased. Interest expense for the nine
months ended September 30, 2007 was $13.7 million, consisting of $12.0 million related to deposits, $417,000 rel ated to securities sold under
repurchase agreements and fed funds purchased, $423,000 related to junior subordinated debentures, $741,000 related to FHL B advances and
$59,000 related to other borrowings. Interest expense on deposits for the nine months ended September 30, 2008 and 2007 represented 82.5% and
88.0% of total interest expense, respectively, while interest expense on borrowings represented 17.5% and 12.0%, respectively, of total interest
expense. During the nine months ended September 30, 2008, average interest-bearing liabilities were higher by $174.1 million than for the same
period in 2007.

Net interest income, the largest component of our income, was $10.9 million and $9.1 million for the nine months ended September 30, 2008
and September 30, 2007, respectively. The $1.8 million increase in net interest income for the nine months ended September 30, 2008 compared to
the same period in 2007 resulted from a$2.9 million increase in interest income offset by a$1.1 million increase in interest expense. The significant
increase in 2008 resulted from the net effect of higher levels of both average earning assets and interest-bearing liabilities.

Our net interest spread was 2.51% for the nine months ended September 30, 2008, compared to 2.78% for the nine months ended
September 30, 2007. The net interest spread is the difference between the yield we earn on our interest-earning assets and the rate we pay on our
interest-bearing liabilities. The net interest margin is calculated as net interest income divided by average interest-earning assets. Our net interest
margin for the nine months ended September 30, 2008 was 2.64%, compared to 3.14% for the nine months ended September 30, 2007. For the nine
months ended September 30, 2008, interest-earning assets averaged $553.2 million compared to $387.8 million in the same quarter of 2007. During
the same periods, average interest-bearing liabilities were $534.0 million and $359.9 million, respectively.
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Three Months Ended September 30, 2008 and 2007

The following table sets forth information related to our average balance sheet, average yields on assets, and average costs of liabilities.
We derived these yields by dividing income or expense by the average balance of the corresponding assets or liabilities. We derived average
balances from the daily balances throughout the periodsindicated. During the three months ended September 30, 2008 and 2007, we had no
securities purchased with agreementsto resell. All investments were owned at an original maturity of over one year.

Average Balances, Income and Expenses, and Rates

For the Three Months Ended For the Three Months Ended
September 30, 2008 September 30, 2007
Average Income/ Yield/ Average Income/ Yield/
Balance Expense Rate(1) Balance Expense Rate(1)
(dolTarsin thousands)
Earning assets:

Interest bearing balances $ 376 $ 2 213% $ 534 §$ 8 5.98%
Federal funds sold 11,738 58 1.98% 14,256 182 5.07%
Taxable investment securities 144,729 2,070 5.69% 37,623 558 5.88%
Non-taxable investment securities 7,073 71 3.98% 14,015 142 4.01%
Loansreceivable(2) 447,294 6,905 6.14% 354,891 7,354 8.22%

Total earning assets 611,210 9,106 5.93% 421,319 8,244 7.76%

Nonearning assets:

Cash and due from banks 3,829 1,803
Mortgages held for sale 454 2,393
Premises and equipment, net 19,553 16,894
Other assets 18,639 12,518
Allowance for loan losses (4,950) (4,365)

Total nonearning assets 37,525 29,243

Total assets $ 648,735 $ 450,562

Interest-bearing liabilities:

Interest bearing transaction accounts $ 41,280 299 2.88% $ 7,004 63 3.55%
Savings & money market 156,027 949 2.42% 203,817 2,575 5.01%
Time deposits | ess than $100,000 204,600 1,957 3.81% 138,994 1,799 5.13%
Time deposits greater than $100,000 76,585 775 4.02% 6,263 81 5.15%
Junior subordinated debentures 14,434 237 6.54% 8,248 142 6.83%
Advancesfrom FHLB 51,339 445 3.45% 20,565 263 5.07%
Securities sold under repurchase
agreement 46,522 372 3.19% 11,087 147 5.26%
Fed funds purchased 270 2 2.71% 404 6 5.70%
ESOP borrowings 2,749 28 4.07% 1,369 28 8.05%
Other borrowings 247 4 6.23% — — — %
Total interest-bearing liabilities 594,053 5,068 3.39% 397,751 5,104 5.08%

Noninterest-bearing liabilities:



Demand deposits 12,400 10,726

Other liabilities 3,818 1,667
Shareholders’ equity 38,464 40,418
Total liabilities and shareholders equity $ 648,735 $ 450,562
Net interest income - 3 4,038 - $ 3,140
Net interest spread - 2.54% - 2.68%
Net interest margin T 263% T 206%

(1) Annuaized for the three month period.
(2) Includes nonaccruing loans.
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During the three months ended September 30, 2008, the net interest spread and net interest margin declined in comparison to the previous
period in 2007.

Interest income for the three months ended September 30, 2008 was $9.1 million, consisting of $6.9 million on loans, $2.1 million on
investments, and $60,000 on federal funds sold and interest bearing balances. Interest income for the three months ended September 30, 2007 was
$8.2 million, consisting of $7.3 million on loans, $708,000 on investments and interest bearing balances, and $182,000 on federal funds sold.

Interest and fees on loans represented 75.8% and 89.2% of total interest income for the three months ended September 30, 2008 and 2007,
respectively. Income from investments, federal funds sold, and interest bearing balances represented 24.2% and 10.8% of total interest income for
the three months ended September 30, 2008 and 2007, respectively. The high percentage of interest income from loans related to our strategy to
maintain a significant portion of our assetsin higher earning loans compared to lower yielding investments. Average loans represented 73.2% and
84.2% of average interest-earning assets for the three months ended September 30, 2008 and 2007, respectively. The slight decrease in average
loans as a percentage to average interest-earnings assetsis aresult of the slowing loan growth in the market and afocus on generating retail
deposits.

Interest expense for the three months ended September 30, 2008 was $5.1 million, consisting of $4.0 million related to deposits, $372,000
related to securities sold under repurchase agreements, $237,000 rel ated to junior subordinated debentures, $445,000 related to FHL B advances,
$28,000 related to ESOP borrowings and $6,000 from fed funds purchased and other borrowings. Interest expense for the three months ended
September 30, 2007 was $5.1 million, consisting of $4.5 million related to deposits, $153,000 related to securities sold under repurchase agreements
and fed funds purchased, $142,000 related to junior subordinated debentures, $263,000 related to FHL B advances and $28,000 related to ESOP
borrowings. Interest expense on deposits for the three months ended September 30, 2008 and 2007 represented 78.5% and 88.5%, respectively, of
total interest expense, while interest expense on other liabilities represented 21.5% and 11.5%, respectively, of total interest expense. During the
three months ended September 30, 2008, average interest-bearing liabilities were higher by $196.3 million.

Net interest income, the largest component of our income, was $4.0 million and $3.1 million for the three months ended September 30, 2008
and 2007, respectively. Theincrease in 2008 resulted from the net effect of higher levels of both average earning assets and interest-bearing
liabilities.

The approximately $898,000 increase in net interest income for the three months ended September 30, 2008 compared to the same period in
2007 resulted from a $862,000 increase in interest income offset by a $36,000 decrease in interest expense. The increasesin net interest income were
derived by higher average earning assets and interest-bearing liabilities.

Our net interest spread was 2.54% for the three months ended September 30, 2008 compared to 2.68% for the three months ended
September 30, 2007. Our net interest margin for the three months ended September 30, 2008 was 2.63%, compared to 2.96% for the three months
ended September 30, 2007. During the third quarter of 2008, interest-earning assets averaged $611.2 million compared to $421.3 million in the same
quarter of 2007. During the same periods, average interest-bearing liabilities were $594.1 million and $397.8 million, respectively.

24

Table of Contents
Rate/Volume Analysis
Net interest income can be analyzed in terms of the impact of changing interest rates and changing volume. The following table sets forth

the effect which the varying levels of interest-earning assets and interest-bearing liabilities and the applicabl e rates have had on changesin net
interest income for the periods presented.

Nine Months Ended Nine Months Ended
September 30, 2008 vs. September 30, 2007 September 30, 2007 vs. September 30, 2006
Increase (Decrease) Due to Increase (Decrease) Due to
Rate/ Rate/

Volume Rate Volume Total Volume Rate Volume Total



(in thousands)
| nterest income

Loans $ 608 $ (4416) $ (1,322) $ 3Bl $ 5914 $ 49 $ 20 $ 5,983

Taxable investment securities 3,086 (20) (40) 3,026 556 97 67 720

Non-taxable investment securities (78) (4) 1 (81) — — 301 301

Federal funds sold (25) (358) 15 (368) 415 9 21 445

Interest bearing balances (5) (5) 2 (8) 9 — 1 10

Total interest income 9,067 (4,803) (1,344) 2,920 6,894 155 410 7,459

Interest expense

Deposits 4,735 (3,300) (1,297) 138 3,817 641 337 4,795

Junior subordinated debentures 116 (53) (15) 48 78 13 3 9

Advancesfrom FHLB 603 (201) (163) 239 555 (5 (14) 536
Securities sold under repurchase

agreements 1,140 (140) (383) 617 132 2 1 135

Federal funds purchased (21) (8) 6 (23) 3 1 — 4

ESOP borrowings 136 (11) (58) 67 — — 28 28

Other borrowings — — 4 4 (57) (57) 57 (57)

Total interest expense 6,709 (3,713) (1,906) 1,090 4,528 595 412 5,535

Net interest income $ 2358 $ (10%0) $ 562 $ 1830 $ 2366 $ (440) $ 2 $ 1,924

Three Months Ended Three Months Ended
September 30, 2008 vs. September 30, 2007 September 30, 2007 vs. September 30, 2006
Increase (Decrease) Due to Increase (Decrease) Due to
Rate/ Rate/
Volume Rate Volume Total Volume Rate Volume Total

(in thousands)
| nterest income

Loans $ 1914 $ (1876) $ (488 $ (450) $ 2032 $ (165 $ (61) $ 1,806
Taxable investment securities 1,587 (129 (55) 1,513 9% 42 10 148
Non-taxable investment securities (70) 2 1 (71) — — 142 142
Federal funds sold (32 (1112) 19 (124) 113 3 (4) 106
Interest bearing balances ®) (5) 2 (6) 19 (@) (12) 6
Total interest income 3,396 (2,013) (521) 862 2,260 (127) 75 2,208
Interest expense
Deposits 1,553 (1,556) (535) (538) 1,479 43 21 1,543
Junior subordinated debentures 107 (7 (5) 95 — 3) — 3)
Advancesfrom FHLB 393 (85) (127) 181 80 (12) (5) 63
Securities sold under repurchase
agreements 470 (58) (186) 226 (4 (4 4 (4
Federal funds purchased 2 (3) 1 (4) 42 (9) (3) 30
ESOP borrowings 28 (14) (14) — 27 — — 27
Other borrowings — — 4 4 1 (@) 1 (@)
Total interest expense 2,549 (1,723) (862) (36) 1,623 14 18 1,655
Net interest income $ 847 $ (290 $ 341 3 898 $ 637 $ (141 $ 57 $ 553
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Provision for Loan L osses

We have established an allowance for loan losses through a provision for loan losses charged as an expense on our statement of
operations. Wereview our loan portfolio periodically to evaluate our outstanding |oans and to measure both the performance of the portfolio and
the adequacy of the allowance for loan losses. Please see the discussion below under “ Balance Sheet Review - Allowance for Loan Losses” for a
description of the factors we consider in determining the amount of the provision we expense each period to maintain this allowance.

Nine Months Ended September 30, 2008 and 2007

Included in the statement of operations for the nine months ended September 30, 2008 and 2007 is a honcash expense related to the
provision for loan losses of $1.5 million and $1.0 million, respectively. The provision was in response to the $65.4 million and the $88.5 million
growth in loans for the nine months ended September 30, 2008 and 2007, respectively. The allowance for loan losses was approximately $5.0
million and $4.3 million as of September 30, 2008 and 2007, respectively. The allowance for |oan losses as a percentage of gross |oans was 1.10% at
September 30, 2008 and 1.18% at September 30, 2007. At September 30, 2008, we had 15 nonperforming loans totaling approximately $4.6 million.
Net charge offs amounted to approximately $608,000 for the nine months ended September 30, 2008.



Three Months Ended September 30, 2008 and 2007

Included in the statement of operations for the three months ended September 30, 2008 is a noncash expense related to the provision for
loan losses of $696,000. For the same period in 2007, there was no provision for loan losses. The provision wasin response to the $23.8 million and
$20.3 million growth in loans for the three months ended September 30, 2008 and 2007, respectively.

Noninterest | ncome (L0ss)

The following table sets forth information related to our noninterest income (loss) during the nine and three months ended September 30,
2008 and 2007:

Nine Months Ended Three Months Ended
September 30, September 30,
2008 2007 2008 2007
(in thousands)
Service fees on deposit accounts $ 21 $ 21 $ 9 % 10
Residential mortgage origination fees 329 558 74 176
Origination income on mortgage loans sold 33 107 7 46
Gain (loss) on sale of investment securities 505 6 473 3
Gain (loss) on sale of real estate 11 — (12) —
Other service fees and commissions 277 139 126 54
Bank owned lifeinsurance 355 216 129 73
Impairment on securities available for sale (4,596) — (4,596) —
Other 23 14 9 5
Total noninterest income (l0ss) $ (3,036) $ 1,067 $ (3781) $ 367

Nine Months Ended September 30, 2008 and 2007

Noninterest loss for the nine months ended September 30, 2008 was $3.0 million, adecrease of $4.1 million, compared to noninterest
income of $1.1 million during the same period in 2007. The decrease was attributable to the impairment of the bank’s preferred stocks in Federal
National Mortgage Association (“FNMA” or “Fannie Mae") and Federal Home Loan Mortgage Corporation (“FHLMC” or “Freddie Mac”). Asa
result of recent actions by the U.S. Treasury Department and the Federal Housing Finance Agency, effectivein the third quarter of 2008, the
Company recorded a pretax, non-cash impairment charge of $4.6 million for the other-than-temporary impairment (“OTTI") of itsinvestmentsin
perpetual preferred securitiesissued by the Fannie Mae and Freddie Mac.

Residential mortgage origination income consists primarily of mortgage origination fees we receive on residential
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loans sold to athird party. Residential mortgage origination fees were $329,000 and $558,000 for the nine months ended September 30, 2008 and
2007, respectively. The decrease of $229,000 in 2008 related primarily to a decline in volume in the mortgage department. Origination income on
mortgage loans sold includes the interest income collected on mortgage payments prior to selling these loans to investors. We received $33,000 of
origination income on mortgage loans sold for the nine months ended September 30, 2008 compared to $107,000 for the same period in 2007. We
anticipate that the level of mortgage origination fees will continue to decrease if the mortgage refinancing business declines due to deteriorating
economic conditions. Further, changesin state law regarding the oversight of mortgage brokers and lenders could increase our costs of
operations and affect our mortgage origination volume which could negatively impact our noninterest income in the future.

Service fees on deposits consist primarily of service charges on our checking, money market, and savings accounts. Deposit feeswere
$27,000 for the nine months ended September 30, 2008 and 2007. Other service fees commissions and the fee income received from customer non-
sufficient funds (“NSF”) transactions increased $138,000 to $277,000 for the nine months ended September 30, 2008 when compared to the same
period in 2007. The increase is attributed to the growing number of customersto whom we provide financial services.

An additional $139,000 in noninterest income was primarily attributable to the income received from bank owned life insurance for the nine
months ended September 30, 2008 when compared to the same period in 2007. Other income consists primarily of income received on fees received
on debit and credit card transactions, income from sales of checks, and the fees received on wire transfers. Other income was $23,000 and $14,000
for the nine months ended September 30, 2008 and 2007, respectively.

Three Months Ended September 30, 2008 and 2007

Noninterest loss for the three months ended September 30, 2008 was $3.8 million, compared to noninterest income of $367,000 during the
same period in 2007.

Residential mortgage origination fees were $74,000 and $176,000 for the three months ended September 30, 2008 and 2007, respectively.
The decrease of $102,000 related primarily to adecrease in origination volume in the mortgage department. We received $7,000 of origination
income on mortgage loans sold for the three months ended September 30, 2008 compared to $46,000 for the same period in 2007.

Service fees on deposits were $9,000 and $10,000 for the three months ended September 30, 2008 and 2007, respectively. Other service



fees, commissions, and the fee income received from customer NSF transactions increased $72,000 to $126,000 for the three months ended
September 30, 2008, when compared to the same period in 2007.

An additional $56,000 in noninterest income was primarily attributable to the income received from bank owned life insurance for the three
months ended September 30, 2008 when compared to the same period in 2007. Other income consists primarily of income received on fees received
on debit and credit card transactions, income from sales of checks, and the fees received on wire transfers. Other income was $9,000 and $5,000 for
the three months ended September 30, 2008 and 2007, respectively.

Noninterest Expense

The following table sets forth information related to our noninterest expense for the nine and three months ended September 30, 2008 and

2007:
Nine Months Three Months
Ended September 30, Ended September 30,
2008 2007 2008 2007
(in thousands)

Salaries and benefits $ 6,220 $ 5165 $ 1816 $ 1,930
Occupancy 1,034 716 374 335
Furniture and equipment expense 527 330 193 156
Professional fees 762 797 233 316
Advertising and marketing 661 483 183 190
Insurance 379 260 129 84
Data processing and related costs 317 198 125 76
Telephone 113 120 41 46
Postage 17 21 5 8
Office supplies, stationery and printing 123 127 46 65
Other 977 674 307 226
Total noninterest expense $ 11,130 $ 8891 $ 3452 $ 3,432
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Nine Months Ended September 30, 2008 and 2007

We incurred noninterest expense of $11.1 million for the nine months ended September 30, 2008 compared to $8.9 million for the nine
months ended September 30, 2007. The $1.1 million increase in salaries and employee benefits and $318,000 increase in occupancy expense
accounted for 61.3% of the $2.2 million increase in noninterest expense for the nine months ended September 30, 2008 compared to the same period
in2007. A significant portion of the increase in occupancy expensesisrelated to the addition of new branches. The remaining $866,000 increase
resulted primarily from, $196,000 in furniture and equipment expense, $178,000 in marketing costs, $119,000 in insurance costs, $119,000 in data
processing and related costs, $289,000 in other expenses offset by a decrease of $35,000 in professional fees. These increases were primarily
related to the expansion of our services and facilities.

Salaries and employee benefits expense was $6.2 million and $5.2 million for the nine months ended September 30, 2008 and 2007,
respectively. These expenses represented 55.9% and 58.1% of our total noninterest expense for the nine months ended September 30, 2008 and
2007, respectively. The$1.1 million increase in salaries and employee benefits expense in 2008 compared to 2007 resulted from increases of $1.1
million in base compensation, $10,000 in stock based compensation, $336,000 in higher benefits costs offset by a decrease of $342,000 in incentive
compensation. Theincreasein salaries and employee benefits was due to additional personnel for our facilitiesto better service our customers.

Three Months Ended September 30, 2008 and 2007

We incurred noninterest expense of approximately $3.5 million for the three months ended September 30, 2008 and 2007. The $1.8 million
expense in salaries and employee benefits and $374,000 in occupancy expense accounted for 63.4% of the $3.5 million in noninterest expense for
the three months ended September 30, 2008 compared to the same period in 2007. The remaining $1.3 million resulted from $193,000 in furniture and
equipment expense, $183,000 in marketing costs, $233,000 in professional fees, $125,000 in data processing and related costs, $129,000 in insurance
costs and $399,000 in other expenses.

Salaries and employee benefits expense was approximately $1.8 million and $1.9 million for the three months ended September 30, 2008 and
2007, respectively. These expenses represented 52.6% and 55.8% of our total noninterest expense for the three months ended September 30, 2008
and 2007, respectively. The $114,000 decrease in salaries and employee benefits expense in 2008 compared to 2007 resulted from increases of
$185,000 in base compensation, $126,000 in higher benefits costs and decrease of $422,000 in incentive compensation and $3,000 in stock based
compensation.
Income Tax Expense
Nine Months Ended September 30, 2008 and 2007

Income tax benefit was approximately $1.8 million for the nine months ended September 30, 2008 compared to income tax expense of



$107,000 for the nine months ended September 30, 2007. Income taxes are based on effective tax rates of 38.0% and 38.0% for the nine months
ended September 30, 2008 and 2007, respectively.

Three Months Ended September 30, 2008 and 2007

Income tax benefit was approximately $1.5 million for the three months ended September 30, 2008 compared to income tax expense of
$28,000 for the three months ended September 30, 2007. |ncome taxes are based on effective tax rates of 37.0% and 37.0% for the three months
ended September 30, 2008 and 2007, respectively.
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Balance Sheet Review

General

At September 30, 2008, we had total assets of $668.1 million, consisting principally of $456.7 million in net loans, $346,000 in mortgage
loans held for sale, $159.9 million in investment securities, $4.3 million in federal funds sold, $19.5 million in net premises, furniture and equipment,
and $6.5 million in cash and due from banks. Our liahilities at September 30, 2008 totaled $630.3 million, consisting principally of $518.3 millionin
deposits, $30.0 million in securities sold under agreements to repurchase, $14.4 million in junior subordinated debentures, $60.8 millionin FHLB
advances and $2.7 million in borrowings related to the ESOP. At September 30, 2008, our shareholders’ equity was $37.9 million.

Federal Funds Sold

At September 30, 2008, our $4.3 million in short-term investmentsin federal funds sold on an overnight basis comprised 0.6% of total assets
compared to $1.9 million, or 0.4% of total assets, at December 31, 2007.

I nvestments

At September 30, 2008, the $159.9 million in our available for sale investment securities portfolio represented approximately 23.9% of our
total assets compared to $88.0 million, or 17.2% of total assets, at December 31, 2007. We held U.S. government agency securities and government
sponsored enterprises, municipal and mortgage-backed securities with afair value of $159.9 million and an amortized cost of $159.8 million for anet
unrealized gain of $84,000. We utilize the investment portfolio to provide additional income and absorb liquidity on occasion. We anticipate
maintaining an investment portfolio to provide both increased earnings and liquidity. Asrateson investment securitiesrise and additional capital
and deposits are obtained, we anticipate maintaining the relative size of the investment portfolio.

Contractual maturities and yields on our investments at September 30, 2008 are shown in the following table. Expected maturities may
differ from contractual maturities because issuers may have the right to call or prepay obligations with or without call or prepayment penalties.

After one year After fiveyears
Oneyear or less through fiveyears through ten years After ten years Total
Amount Yield Amount Yield Amount Yield Amount Yield Amount Yield

(dollarsin thousands)
Available for Sale:

U.S. government securities $ — —% $ — —% $ 1,014 5.98% $ 12,982 591% $ 13,996 5.91%
Government- sponsored enterprises — —% 508 5.52% 15,958 5.49% 36,983 5.85% 53,449 5.74%
Mortgage-backed securities — —% — —% 369 5.09% 85,085 5.86% 85,454  5.85%
Municipals — —% — —% 874 3.96% 6,080 3.95% 6,954  3.95%
Preferred stocks — —% — —% — —% — —% — —%
Total $ = —% $ 508 5.52% $ 18,215 5.44% $ 141,130 5.78% $ 159,853  5.74%

At September 30, 2008, our investments included U.S. government agency bonds issued by the Federal Farm Credit Bank with an
amortized cost of approximately $14.0 million. Government sponsored enterprises consist of securitiesissued by the FHLB, FHLMC and FNMA
with amortized costs of approximately $9.6 million, $13.4 million, and $30.7 million, respectively. Mortgage-backed securities consist of securities
issued by the FNMA, FHLMC and Government National Mortgage Association with amortized costs of approximately $37.7 million, $3.6 million
and $43.5 million, respectively. Municipals consist of securities issued by various different municipalities with an amortized cost of $7.2 million.
The amortized cost of preferred stocks, consisting of securitiesissued by the FHLMC and FNMA,, was written down to zero in the third quarter of

2008.
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Other nonmarketabl e equity securities at September 30, 2008 consisted of FHL B stock with a cost of $3.7 million, and other investments of

$151,640.

The amortized costs and the fair value of our investments at September 30, 2008 and December 31, 2007 are shown in the following table.



September 30, 2008 December 31, 2007
Amortized Fair Amortized Fair
Cost Value Cost Value
(in thousands)

Availablefor Sale:

U.S. government agencies $ 14031 $ 1399% $ 14034 $ 14,263
Government-sponsored enterprises 53,715 53,449 33,238 33,654
M ortgage-backed securities 84,840 85,454 23,979 24,247
Municipals 7,184 6,954 12,440 12,400
Preferred stocks — — 3,553 3,472

Total $ 159,770 $ 159,853 $ 87,244 $ 88,036

Loans

Since loanstypically provide higher interest yields than other types of interest-earning assets, a substantial percentage of our earning
assetsareinvested in our loan portfolio. Averageloans at September 30, 2008 and December 31, 2007 were $424.4 million and $339.8 million,
respectively. Grossloans outstanding at September 30, 2008 and December 31, 2007 were $456.7 million and $391.3 million, respectively.

L oans secured by real estate mortgages are the principal component of our loan portfolio. Most of our real estate loans are secured by
residential or commercial property. We do not generally originate traditional long term residential mortgages for the portfolio, but we do issue
traditional second mortgage residential real estate |loans and home equity lines of credit. We obtain a security interest in real estate whenever
possible, in addition to any other available collateral. Thiscollateral istaken to increase the likelihood of the ultimate repayment of the loan.
Generaly, we limit the loan-to-val ue ratio on loans we make to 85%. Due to the short time our portfolio has existed, the current mix may not be
indicative of our future portfolio mix. We attempt to maintain arelatively diversified loan portfolio to help reduce the risk inherent in concentration
in certain types of collateral.

The following table summarizes the composition of our loan portfolio at September 30, 2008 and December 31, 2007.

September 30, 2008 December 31, 2007
% of % of
Amount Total Amount Total
(dolTarsin thousands)
Commercial
Commercial and industria $ 27,296 6.0% $ 24,350 6.2%
Real Estate
Mortgage 253,663 55.5% 204,068 52.2%
Construction 171,136 37.5% 159,815 40.8%
Total real estate 424,799 93.0% 363,883 93.0%
Consumer
Consumer 4,942 1.1% 3,467 0.9%
Deferred origination fees, net (290) (0.1)% (350) (0.1)%
Total grossloans, net of deferred fees 456,747 100.0% 391,350 100.0%
Less— allowance for loan losses (5,024) (4,158)
Total loans, net $ 451,723 $ 387,192
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Maturities and Sensitivity of Loansto Changesin Interest Rates

Theinformation in the following table is based on the contractual maturities of individual loans, including loans that may be subject to
renewal at their contractual maturity. Renewal of such loansis subject to review and credit approval, aswell as modification of terms upon
maturity. Actual repayments of loans may differ from the maturities reflected bel ow because borrowers have the right to prepay obligations with or
without prepayment penalties.

The following table summarizes the loan maturity distribution by type and related interest rate characteristics at September 30, 2008:

After one
but
One year within After five
or less fiveyears years Total
(in thousands)
Commercia $ 15722 $ 8988 $ 2586 $ 27,296
Real estate 142,509 217,298 64,992 424,799
Consumer 1,395 2,933 614 4,942

Deferred origination fees, net (27) (257) (6) (290)



Total grossloans, net of deferred fees $ 159,599 $ 228962 $ 68,186 $ 456,747

Gross loans maturing after one year with:

Fixed interest rates $ 160,995
Floating interest rates 136,416
Total $ 297,411

Provision and Allowance for Loan Losses

We have established an allowance for loan losses through a provision for loan losses charged as an expense on our statement of
operations. The allowance for |oan losses represents an amount which we believe will be adequate to absorb probable osses on existing loans
that may become uncollectible. Our judgment asto the adequacy of the allowance for loan losses is based on a number of assumptions about
future events, which we believe to be reasonable, but which may or may not prove to be accurate. Our determination of the allowance for loan
lossesis based on evaluations of the collectibility of loans, including consideration of factors such as the balance of impaired loans, the quality,
mix, and size of our overall loan portfolio, economic conditions that may affect the borrower’ s ability to repay, the amount and quality of collateral
securing the loans, our historical loan loss experience, and areview of specific problem loans. We also consider subjective issues such as
changesin the lending policies and procedures, changesin the local/national economy, changesin volume or type of credits, changesin
volume/severity of problem loans, quality of loan review and board of director oversight, concentrations of credit, and peer group comparisons.
Dueto our limited operating history, the provision for loan losses has been made primarily as aresult of our assessment of general 1oan lossrisk
compared to banks of similar size and maturity. Periodically, we adjust the amount of the allowance based on changing circumstances. We
recognize loan losses to the allowance and add subsequent recoveries back to the allowance for loan losses. There can be no assurance that
charge-offs of loansin future periods will not exceed the allowance for |oan losses as estimated at any point in time or that provisions for loan
losses will not be significant to a particular accounting period.
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The following table summarizes the activity related to our allowance for loan losses for the nine months ended September 30, 2008 and

2007.
2008 2007
(dolTarsin thousands)
Balance, beginning of year $ 4158 $ 3,467
Charge-offs, Commercial and Industrial (234) (222)
Charge-offs, Real Estate Mortgage (262) —
Charge-offs, Real Estate Construction (73) —
Charge-offs, Consumer (39) —
Recoveries 1 —
Provision for loan losses 1,473 1,025
Balance, end of period $ 5024 $ 4,270
Total loans outstanding at end of period $ 456,747  $ 361,679
Allowance for loan losses to gross loans 1.10% 1.18%
Net charge-offsto average loans 0.14% 0.07%

We do not allocate the allowance for |oan losses to specific categories of loans. Instead, we evaluate the adequacy of the allowance for
loan losses on an overall portfolio basis utilizing our credit grading system that we apply to each loan. We have retained an independent
consultant to review the loan files on atest basis to confirm the grading of each loan.

Nonperforming Assets

The following table sets forth our nonperforming assets for the nine months ended September 30, 2008 and December 31, 2007:

2008 2007
(dollarsin thousands)
Nonaccrual loans $ 4581 $ 389
L oans 90 days or more past due and still accruing interest — —
L oans restructured otherwise impaired — —
Total impaired loans 4,581 389
Other real estate owned 965 —
Total nonperforming assets $ 5546 $ 389
Nonperforming loansto gross loans 1.00% 0.10%

Nonperforming assets to total assets 0.83% 0.08%



The bank had 15 nonperforming loans at September 30, 2008 totaling $4.6 million and 3 nonperforming loans totaling $389,000 at
December 31, 2007. At September 30, 2008 and December 31, 2007, the allowance for loan losses was $5.0 million and $4.2 million, respectively, or
1.10% and 1.06%, respectively, of outstanding loans. As of September 30, 2008, we had 75 loans with a current principal balance of $23.9 million on
the watch list. At September 30, 2008, we did not have any |oans past due greater than 90 days that were not already placed on nonaccrual.
Generally, aloan is placed on nonaccrual status when it becomes 90 days past due asto principal or interest, or when we believe, after considering
economic and business conditions and collection efforts, that the borrower’s financial condition is such that collection of the loan is doubtful. A
payment of interest on aloan that is classified as nonaccrual is applied against the principal balance. In addition, the bank held $965,000 in other
real estate owned at the period ending September 30, 2008 and did not possess any other real estate owned at the period ending December 30,
2007.
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Our primary source of funds for loans and investmentsis our deposits. National and local market trends over the past several years
suggest that consumers have moved an increasing percentage of discretionary savings fundsinto investments such as annuities, stocks, and
mutual funds. Accordingly, it has become more difficult to attract local deposits. We have chosen to obtain a portion of our certificates of
deposits from areas outside of our market. The deposits obtained outside of our market area generally have lower rates than rates being offered for
similar deposit productsin our local market. We also utilize wholesale depositsin certain instances to obtain deposits with more favorable
maturities than are readily availablein our local market. The ratio of wholesale deposits to total deposits has decreased from 58.4% at December 31,
2007 to 48.0% at September 30, 2008, with the maturation of our retail deposit offices. Wholesale deposits were $249.0 million at September 30,
2008, and $226.8 million of total deposits at December 31, 2007.

We anticipate being able to either renew or replace these whol esale deposits when they mature, although we may not be able to replace
them with deposits with the same terms or rates. Our loan-to-deposit ratio was 88.1% and 100.8% at September 30, 2008 and December 31, 2007,
respectively.

The following table shows the average balance amounts and the average rates paid on deposits held by us for the nine months ended
September 30, 2008 and the year ended December 31, 2007.

September 30, 2008 December 31, 2007
Average Average
Balance Rate Balance Rate
(dolTarsin thousands)
Noninterest bearing demand deposits $ 12,336 0.00% $ 10,550 0.00%
Interest bearing demand deposits 22,202 2.60% 6,718 3.58%
Savings and money market accounts oney 175,419 2.97% 186,732 4.86%
Time deposits |ess than $100,000 195,054 4.20% 131,130 5.10%
Time deposits greater than $100,000 54,738 4.21% 10,418 5.39%
Total deposits $ 459,749 354% $ 345,548 4.80%

All of our time deposits are certificates of deposits. The maturity distribution of our time deposits of $100,000 or more at September 30,
2008 and December 31, 2007 was as follows:

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

Three months or less $ 16,097 $ 7,344
Over three through six months 8,747 20,111
Over six though twelve months 44,081 1,183
Over twelve months 11,208 1,238

Total $ 80,133 $ 29,876

Theincreasein time deposits of $100,000 or more for the nine months ended September 30, 2008 compared to year end 2007 resulted from
our funding the growth of the bank with avariety of deposit products, including retail time deposits.
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Borrowings and Other Interest-Bearing Liabilities

The following table outlines our various sources of borrowed funds during the nine months ended September 30, 2008 and the year ended
December 31, 2007, the amounts outstanding at the end of each period, at the maximum point for each component during the periods, on average
for each period, and the average and period end interest rate that we paid for each borrowing source. The maximum month-end balance represents
the highest amount borrowed for each component at any time during each of the periods shown.

Maximum



Period Month Average
Ending End End for the Period
Balance Rate Balance Balance Rate
(dolTarsin thousands)

At or for the nine months ended September 30, 2008:
Securities sold under agreement to repurchase 30,000 3.50% $ 50,000 $ 38,717 3.57%
Junior subordinated debentures 14,434 6.43% 14,434 10,506 5.99%
Advancesfrom FHLB 60,800 3.30% 60,800 34,238 3.82%
Federal funds purchased — —% 2,963 250 4.25%
ESOP borrowings 2,675 4.00% 2,900 2,807 4.51%
Other borrowings 616 6.00% 616 87 5.94%
At or for theyear ended December 31, 2007:
Securities sold under agreement to repurchase 41,040 454% $ 41,040 $ 14,828 4.96%
Junior subordinated debentures 8,248 6.61% 8,248 8,248 6.80%
Advancesfrom FHLB 29,000 4.20% 30,000 20,575 4.92%
Federal funds purchased — —% 10,870 856 5.50%
ESOP borrowings 2,428 6.50% 2,428 854 7.02%

Capital Resources

Total shareholders’ equity was $37.9 million at September 30, 2008 and $41.0 million at December 31, 2007. The decreaseis attributable to
proceeds from the additional paid in capital related to the ESOP of $62,626 and the increase in the guarantee of ESOP borrowings of $214,915, net of
current year reductions, plus a decrease of $439,152 in the fair value of available for sale securities, stock-based compensation expense of $539,200
and net loss of $2,902,692 for the nine months ended September 30, 2008. Since our inception, we have not paid any cash dividends.

The following table shows the annualized return on average assets (net income (loss) divided by average total assets), annualized return
on average equity (net income (loss) divided by average equity), and average equity to average assets ratio (average equity divided by average
total assets) for the nine months ended September 30, 2008 and the year ended December 31, 2007.

September 30, 2008  December 31, 2007

Return on average assets (0.66)% 0.10%
Return on average equity (9.71)% 1.00%
Equity to assetsratio 6.78% 9.51%

The Federal Reserve and bank regulatory agencies require bank holding companies and financial institutions to maintain capital at
adequate level s based on a percentage of risk-weighted assets and off-balance sheet exposures. Under the capital adequacy guidelines,
regulatory capital isclassified into two tiers. These guidelines require an institution to maintain a certain level of Tier 1 and Tier 2 capital to risk-
weighted assets. Tier 1 capital consists of common shareholders’ equity, excluding the unrealized gain or 10ss on securities available for sale,
minus certain intangibl e assets plus the qualifying portion of junior subordinated debentures. Tier 2 capital consists of Tier 1 capital plusthe
general reserve for loan losses, subject to certain limitations plus the junior subordinated debentures in excess of the amount qualifyingin Tier 1.
In determining the amount of risk-weighted assets, all assets, including certain off-balance sheet assets, are multiplied by arisk-weight factor of
0% to 100% based on the risks believed to be inherent in the type of asset. Our bank isrequired to maintain capital at aminimum level based on
total average assets, which isknown asthe Tier 1 leverageratio.
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To be considered “well-capitalized,” we must maintain total risk-based capital of at least 10%, Tier 1 capital of at least 6%, and aleverage
ratio of at least 5%. To be considered “adequately capitalized” under capital guidelines, we must maintain aminimum total risk-based capital of
8%, with at least 4% being Tier 1 capital. In addition, we must maintain aminimum Tier 1 leverage ratio of at |east 4%.

The following table sets forth the company’ s various capital ratios at September 30, 2008 and December 31, 2007. For all periods, the
company wasin compliance with regulatory capital requirements established within the Federal Reserve Board's Capital Adequacy Guidelinesfor
Bank Holding Companies.

September 30, December 31,
Tidelands Bancshares, Inc. 2008 2007
Leverageratio 6.47% 9.58%
Tier 1 risk-based capital ratio 8.66% 11.39%
Total risk-based capital ratio 10.53% 12.39%

The following table sets forth the bank’ s various capital ratios at September 30, 2008 and December 31, 2007. For all periods, the bank was
considered “well capitalized.”

September 30, December 31,
Tidelands Bank 2008 2007

Leverageratio 7.88% 9.93%
Tier 1 risk-based capital ratio 10.55% 11.80%




Total risk-based capital ratio 11.59% 12.80%
We intend to maintain a capital level for the bank that exceeds the FDIC requirements to be classified as a “well capitalized” bank.

To provide the additional capital needed to support our bank’s growth in assets, during the first quarter of 2005 we borrowed $2.1 million
under a short-term holding company line of credit. On March 31, 2005, we completed a private placement of 1,712,000 shares at $9.35 to increase the
capital of thebank. Net proceeds from the offering were approximately $14.9 million. Upon closing the transaction, the holding company line of
credit wasrepaid in full. On February 22, 2006, Tidelands Statutory Trust, a non-consolidated subsidiary of the company, issued and sold floating
rate capital securities of the trust, generating net proceeds of $8.0 million. The trust loaned these proceeds to the company to use for general
corporate purposes, primarily to provide capital to the bank. The junior subordinated debentures qualify as Tier 1 capital under Federal Reserve
Board guidelines. On October 10, 2006, we closed a public offering in which 1,200,000 shares of our common stock were issued at a purchase price
of $15.00 per share. Net proceeds after deducting the underwriter’s discount and expenses were $16.4 million. On June 20, 2008, Tidelands
Statutory Trust Il (“Trust 11"), anon-consolidated subsidiary of the company, issued and sold floating rate capital securities of the trust,
generating proceeds of $6.0 million. Trust Il loaned these proceeds to the company to use for general corporate purposes, primarily to provide
capital to the bank. A portion of the debentures qualifiesas Tier 1, and the remaining portion qualifies as Tier 2 Capital, under Federal Reserve
Board guidelines.

Effect of Inflation and Changing Prices

The effect of relative purchasing power over time due to inflation has not been taken into account in our consolidated financial
statements. Rather, our financial statements have been prepared on an historical cost basisin accordance with generally accepted accounting
principles.

Unlike most industrial companies, our assets and liabilities are primarily monetary in nature. Therefore, the effect of changesin interest
rateswill have amore significant impact on our performance than will the effect of changing prices and inflation in general. In addition, interest
rates may generally increase as the rate of inflation increases, although not necessarily in the same magnitude. As discussed previously, we seek
to manage the rel ationships between interest sensitive assets and liabilitiesin order to protect against wide rate fluctuations, including those
resulting from inflation.
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Off-Balance Sheet Risk

Commitments to extend credit are agreements to lend to a customer aslong as the customer has not violated any material condition
established in the contract. Commitments generally have fixed expiration dates or other termination clauses and may require the payment of afee.
At September 30, 2008, unfunded commitments to extend credit were $44.9 million. A significant portion of the unfunded commitments related to
consumer equity lines of credit. Based on historical experience, we anticipate that a significant portion of these lines of credit will not be funded.
We evaluate each customer’s credit worthiness on a case-by-case basis. The amount of collateral obtained, if deemed necessary by us upon
extension of credit, isbased on our credit evaluation of the borrower. Thetype of collateral varies but may include accounts receivable, inventory,
property, plant and equipment, and commercial and residential real estate.

At September 30, 2008, there were commitments totaling approximately $412,000 under letters of credit. The credit risk and collateral
involved inissuing letters of credit is essentially the same as that involved in extending loan facilities to customers. Since most of the letters of
credit are expected to expire without being drawn upon, they do not necessarily represent future cash requirements.

Except as disclosed in thisreport, we are not involved in off-balance sheet contractual relationships, unconsolidated related entities that
have off-balance sheet arrangements, or transactions that could result in liquidity needs or other commitments that significantly impact earnings.

Market Risk

Market risk istherisk of loss from adverse changesin market prices and rates, which principally arises from interest rate risk inherent in
our lending, investing, deposit gathering, and borrowing activities. Other types of market risk, such asforeign currency exchange raterisk and
commodity pricerisk, do not generally arisein the normal course of our business.

We actively monitor and manage our interest rate risk exposure principally by measuring our interest sensitivity “gap,” and net interest
income simulations. Interest sensitivity gap isthe positive or negative dollar difference between assets and liabilities that are subject to interest
rate repricing within agiven period of time. Interest rate sensitivity can be managed by repricing assets or liahilities, selling securities available for
sale, replacing an asset or liability at maturity, or adjusting the interest rate during the life of an asset or liability. Managing the amount of assets
and liabilitiesrepricing in this same time interval hel psto hedge the risk and minimize the impact on net interest income of rising or falling interest
rates. We generally would benefit from increasing market rates of interest when we have an asset-sensitive gap position and generally would
benefit from decreasing market rates of interest when we are liability-sensitive.

Approximately 56.1% of our loanswere variable rate |oans at September 30, 2008 and 80.4% of interest-bearing liabilities reprice within one
year. However, interest rate movements typically result in changesin interest rates on assets that are different in magnitude from the
corresponding changesin rates paid on liabilities. While a substantial portion of our loans reprice within the next three months, alarger mgjority
of our depositswill reprice within a12-month period. However, our gap analysisis not apreciseindicator of our interest sensitivity position. The
analysis presents only astatic view of the timing of maturities and repricing opportunities, without taking into consideration that changesin



interest rates do not affect all assets and liabilitiesequally. For example, rates paid on a substantial portion of core deposits may change
contractually within arelatively short time frame, but those rates are viewed by us as significantly less interest-sensitive than market-based rates
such as those paid on noncore deposits. Net interest income may be affected by other significant factorsin agiven interest rate environment,
including changesin the volume and mix of interest-earning assets and interest-bearing liabilities.

Liquidity and Interest Rate Sensitivity

Liquidity represents the ability of acompany to convert assetsinto cash or cash equivalents without significant loss, and the ability to
raise additional funds by increasing liabilities. Liquidity management involves monitoring our sources and uses of fundsin order to meet our day-
to-day cash flow requirements while maximizing profits. Liquidity management is made more complicated because different balance sheet
components are subject to varying degrees of management control. For example, the timing of maturities of our investment portfolio isfairly
predictable and subject to a high degree of control at the time investment decisions are made. However, net deposit inflows and outflows are far
less predictable and are not subject to the same degree of control.
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At September 30, 2008 and December 31, 2007, our liquid assets, which consist of cash and due from banks and federal funds sold,
amounted to $10.7 million and $2.7 million, or 1.6% and 0.5% of total assets, respectively. Our available for sale securities at September 30, 2008
and December 31, 2007 amounted to $159.9 million and $88.0 million, or 23.9% and 17.2% of total assets, respectively. Investment securities
traditionally provide a secondary source of liquidity since they can be converted into cash in atimely manner. However, approximately $74.4
million of these securities are pledged against outstanding debt or borrowing lines of credit. Therefore, the related debt would need to be repaid
prior to the securities being sold in order for these securitiesto be converted to cash.

Our ability to maintain and expand our deposit base and borrowing capabilities serves as our primary source of liquidity. We plan to meet
our future cash needs through the generation of deposits. In addition, we will receive cash upon the maturity and sale of loans and the maturity of
investment securities. During the previous year, asaresult of historically low rates that were being earned on short-term investments, we chose to
maintain alower than normal level of short-term securities. In addition, we maintain three federal funds purchased lines of credit with
correspondent banks totaling $27.5 million. We are also a member of the Federal Home Loan Bank of Atlanta, from which applications for
borrowings can be made for leverage or liquidity purposes. The FHLB requiresthat securities, qualifying mortgage loans, and stock of the FHLB
owned by the bank be pledged to secure any advances. At September 30, 2008, we had $60.8 million in total advances and letters of credit from the
FHLB with an excesslendable collateral value of approximately $29.1 million.

Asset/liability management is the process by which we monitor and control the mix and maturities of our assets and liabilities. The
essential purposes of asset/liability management are to ensure adequate liquidity and to maintain an appropriate balance between interest sensitive
assets and liabilitiesin order to minimize potentially adverse impacts on earnings from changes in market interest rates. Our risk management
committee monitors and considers methods of managing exposure to interest rate risk. The risk management committeeis responsible for
maintaining the level of interest rate sensitivity of our interest sensitive assets and liabilities within board-approved limits.
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The following table sets forth information regarding our rate sensitivity, as of September 30, 2008, at each of thetime intervals. The
information in the table may not be indicative of our rate sensitivity position at other pointsin time. In addition, the maturity distribution implied in
the table may differ from the contractual maturities of the earning assets and interest-bearing liabilities presented due to consideration of
prepayment speeds under various interest rate change scenarios and other imbedded optionality in the application of the interest rate sensitivity
methods described above.

Within After three After one After
three but within but within five
months twelve months fiveyears years Total

(dolTarsin thousands)
I nterest-earning assets:

Federal funds sold $ 4250 $ — 3 — % — $ 4,250
Investment securities 5,007 39,776 40,543 74,527 159,853
Loans 271,211 24,277 106,973 54,286 456,747

Total interest-earning assets $ 280,468 $ 64,053 $ 147516 $ 128813 $ 620,850

Interest-bearing liabilities:

Money market and NOW $ 211,840 $ — 3 — % — 3 211,840
Regular savings 233 — — — 233
Time deposits 84,563 148,246 59,325 478 292,612
Junior subordinated debentures 8,248 — — 6,186 14,434
Other borrowings 45,800 — 26,000 22,291 94,091

Total interest-bearing liabilities $ 350,684 $ 148,246 $ 85325 $ 28955 $ 613,210




Period gap $  (70216) $ (84193 $ 62191 $ 99858 $ 7,640

Cumulative gap $ (70,216) $ (154,409) $ (92,218) $ 7640 $ 7,640
Ratio of cumulative gap to total earning assets (11.31)% (24.87)% (14.85)% 1.23% 1.23%
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Item 3. Quantitative and Qualitative Disclosures About Market Risk.

Not applicable.

Item 4. Controlsand Procedures.

As of the end of the period covered by this report, we carried out an evaluation, under the supervision and with the participation of our
management, including our Chief Executive Officer and Chief Financial Officer, of the effectiveness of our disclosure controls and procedures as
defined in Exchange Act Rule 13a-15(e). Based upon that evaluation, our Chief Executive Officer and Chief Financial Officer have concluded that
our current disclosure controls and procedures are effective as of September 30, 2008. There have been no significant changesin our internal
controls over financial reporting during the fiscal quarter ended September 30, 2008 that have materially affected, or are reasonably likely to
materially affect, our interna controls over financial reporting.

The design of any system of controls and proceduresis based in part upon certain assumptions about the likelihood of future events.
There can be no assurance that any design will succeed in achieving its stated goals under all potential future conditions, regardless of how
remote.
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PART Il —OTHER INFORMATION

Item 6. Exhibits

31.1 Rule13a-14(a) Certification of the Principal Executive Officer.
31.2 Rule13a-14(a) Certification of the Principal Financial Officer.
32 Section 1350 Certifications.
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SIGNATURES

In accordance with the requirements of the Exchange Act, the registrant caused this report to be signed on its behalf by the undersigned thereunto
duly authorized.

Date: November 12, 2008 By: /9/ Robert E. Coffee, Jr.
Robert E. Coffee, Jr.
Chief Executive Officer
(Principal Executive Officer)

Date: November 12, 2008 By: /s/ Alan W. Jackson
Alan W. Jackson
Chief Financia Officer
(Principal Financial and Accounting Officer)
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Section 2: EX-31.1 (EX-31.1)

Exhibit 31.1
Rule 13a-14(a) Certification of the Principal Executive Officer
I, Robert E. Coffee, Jr., President and Chief Executive Officer, certify that:
1 | have reviewed this quarterly report on Form 10-Q of Tidelands Bancshares, Inc.
2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to

make the statements made, in light of the circumstances under which such statements were made, not misleading with respect to the
period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in thisreport, fairly present in all material
respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this report;

4. Theregistrant’s other certifying officer and | are responsible for establishing and maintaining disclosure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15d-15(€e)) and internal control over financial reporting (as defined in Exchange Act
Rules 13a-15(f) and 15d-15(f)) for the registrant and have:

(@) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our
supervision, to ensure that material information relating to the registrant, including its consolidated subsidiaries, is made known to us
by others within those entities, particularly during the period in which this report is being prepared,;

(b) Designed such internal control over financial reporting, or caused such internal control over financial reporting to be designed under
our supervision, to provide reasonabl e assurance regarding the reliability of financial reporting and the preparation of financial
statements for external purposes in accordance with generally accepted accounting principles;

(c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions
about the effectiveness of the disclosure controls and procedures, as of adate within 90 days prior to the filing date covered by this
report; and

(d) Disclosed in thisreport any changein theregistrant’sinternal control over financial reporting that occurred during the registrant’s
most recent fiscal quarter that has materially affected, or isreasonably likely to materially affect, the registrant’sinternal control over
financial reporting; and

5. Theregistrant’s other certifying officer and | have disclosed, based on our most recent evaluation of internal control over financial
reporting, to the registrant’s auditors and the audit committee of the registrant’s board of directors (or persons performing the equivalent
functions):

(@) All significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are
reasonably likely to adversely affect the registrant’s ability to record, process, summarize and report financial information; and

(b) Any fraud, whether or not material, that involves management or other employees who have a significant rolein the registrant’s
internal control over financial reporting.

Date: November 12, 2008 /s/ Robert E. Coffee, Jr.
Robert E. Coffee, President and C.E.O.
(Principal Executive Officer)
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Section 3; EX-31.2 (EX-31.2)



Exhibit 31.2
Rule 13a-14(a) Certification of the Principal Financial Officer
I, Alan W. Jackson, Chief Financial Officer, certify that:
1 | have reviewed this quarterly report on Form 10-Q of Tidelands Bancshares, Inc.

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to
make the statements made, in light of the circumstances under which such statements were made, not misleading with respect to the
period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in thisreport, fairly present in all material
respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this report;

4. Theregistrant’s other certifying officer and | are responsible for establishing and maintaining disclosure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15d-15(€e)) and internal control over financial reporting (as defined in Exchange Act
Rules 13a-15(f) and 15d-15(f)) for the registrant and have:

(@) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our
supervision, to ensure that material information relating to the registrant, including its consolidated subsidiaries, is made known to us
by others within those entities, particularly during the period in which this report is being prepared,;

(b) Designed such internal control over financial reporting, or caused such internal control over financial reporting to be designed under
our supervision, to provide reasonabl e assurance regarding the reliability of financial reporting and the preparation of financial
statements for external purposes in accordance with generally accepted accounting principles;

(c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions
about the effectiveness of the disclosure controls and procedures, as of adate within 90 days prior to the filing date covered by this
report; and

(d) Disclosed in thisreport any changein the registrant’sinternal control over financial reporting that occurred during the registrant’s
most recent fiscal quarter that has materially affected, or isreasonably likely to materially affect, the registrant’sinternal control over
financial reporting; and

5. Theregistrant’s other certifying officer and | have disclosed, based on our most recent evaluation of internal control over financial
reporting, to the registrant’s auditors and the audit committee of the registrant’s board of directors (or persons performing the equivalent
functions):

(@) All significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are
reasonably likely to adversely affect the registrant’s ability to record, process, summarize and report financial information; and

(b) Any fraud, whether or not material, that involves management or other employees who have a significant rolein the registrant’s
internal control over financial reporting.

Date: November 12, 2008 /sl Alan W. Jackson
Alan W. Jackson, Chief Financial Officer
(Principal Financial and Accounting Officer)
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Section 4: EX-32 (EX-32)
Exhibit 32

CERTIFICATION PURSUANT TO 18 U.S.C. SECTION 1350,
ASADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

The undersigned, the Chief Executive Officer and the Chief Financial Officer of Tidelands Bancshares, Inc. (the “Company”), each certify that, to
his knowledge on the date of this certification:

1. Thequarterly report of the Company for the period ended September 30, 2008 as filed with the Securities and Exchange
Commission on this date (the “Report”) fully complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange
Act of 1934; and



2. Theinformation contained in the Report fairly presents, in al material respects, the financial condition and results of operations
of the Company.

/s/ Robert E. Coffee, Jr.
Robert E. Coffee, Jr.
Chief Executive Officer
November 12, 2008

/s/ Alan W. Jackson
Alan W. Jackson
Chief Financia Officer
November 12, 2008

(Back To Top)



