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FORM FR Y-6

HCSB FINANCIAL CORPORATION
3640 RALPH ELLIS BOULEVARD
LORIS, SC 29569

FISCAL YEAR ENDING DECEMBER 31, 2016

Report Item 1: The Company’s annual report will be mailed to the Federal Reserve Bank
as soon as it is completed.

Report Item 2a: The Company owns 100% of the shares of common stock in Horry
County State Bank and HCSB Financial Trust I. The company owns no interest
in any other company.

Report Item 2b: No corrections.

Report Item 3(1): A list of shareholders, of record, that directly or indirectly owns,
controls or holds with power to vote 5 percent or more of any class of voting
securities of the company, is enclosed herewith.

Report Item 3(2): There were no shareholders, not listed in section 3(1) above that owned
or controlled or held with power to vote 5 percent or more of any class of voting
securities of the company, during the year ended December 31, 2016.

Report Item 4: A list of the company’s principal shareholders and executive officers is
enclosed herewith.



Form FR Y-6
HCSB Financial Corporation
Loris, South Carolina
Fiscal Year Ending December 31, 2016

Report Item

2a: Organizational Chart

HCSB Financial Corporation
(Owns 100% of Horry County State Bank)
(No LEI)

Loris, SC
Incorporated in South Carolina

Horry County State Bank HCSB Financial Trust I
(No LEI) (No LEI)
Loris, SC Loris, SC

Incorporated in South Carolina Incorporated in Delaware




Results: A list of branches for your depository institution: HORRY COUNTY STATE BANK (ID_RSSD: 1162530).
This depository institution is held by HCSB FINANCIAL CORPORATION (2805375) of LORIS, SC.

The data are as of 12/31/2016. Data reflects information that was received and processed through 01/10/2017.

Reconciliation and Verification Steps
1. In the Data Action column of each branch row, enter one or more of the actions specified below
2. If required, enter the date in the Effective Date column

Actions

OK: If the branch information is correct, enter 'OK' in the Data Action column.
Change: If the branch information is incorrect or incomplete, revise the data, enter 'Change’ in the Data Action column and the date when this information first became valid in the Effective Date column.
Close: If a branch listed was sold or closed, enter 'Close’ in the Data Action column and the sale or closure date in the Effective Date column.
Delete: If a branch listed was never owned by this depository institution, enter 'Delete’ in the Data Action column.
Add: If a reportable branch is missing, insert a row, add the branch data, and enter 'Add' in the Data Action column and the opening or acquisition date in the Effective Date column.

If printing this list, you may need to adjust your page setup in MS Excel. Try using landscape orientation, page scaling, and/or legal sized paper.

Submission Procedure
When you are finished, send a saved copy to your FRB contact. See the detailed instructions on this site for more information.
If you are e-mailing this to your FRB contact, put your institution name, city and state in the subject line of the e-mail.

Note:

To satisfy the FR Y-10 reporting requirements, you must also submit FR Y-10 Domestic Branch Schedules for each branch with a Data Action of Change, Close, Delete, or Add.

The FR Y-10 report may be submitted in a hardcopy format or via the FR Y-10 Online application - https://y10online.federalreserve.gov.

* FDIC UNINUM, Office Number, and ID_RSSD columns are for reference only. Verification of these values is not required.

Data Action ive Date |Branch Service Type Branch ID_RSSD* |Popular Name Street Address City State Zip Code |County Country FDIC UNINUM* |Office Number* |Head Office Head Office ID_RSSD* |Ci
oK 12/31/2016|Full Service (Head Office) 1162530|HORRY COUNTY STATE BANK 5009 BROAD STREET LORIS SC 29569 HORRY UNITED STATES |38852 0 HORRY COUNTY STATE BANK 1162530
oK 12/31/2016|Full Service 2698102 |CONWAY BRANCH 1627-A CHURCH ST CONWAY SC 29526 HORRY UNITED STATES |261188 5 HORRY COUNTY STATE BANK 1162530
oK 12/31/2016|Full Service 3727867 DOWNTOWN CONWAY BRANCH  |1300 2ND AVENUE CONWAY SC 29526 HORRY UNITED STATES |480293 15 HORRY COUNTY STATE BANK 1162530
oK 12/31/2016|Full Service 2611080 |GREEN SEA OFFICE 5264 HWY 9 GREEN SEA SC 29545 HORRY UNITED STATES |261184 1 HORRY COUNTY STATE BANK 1162530
oK 12/31/2016|Full Service 2696863 |LITTLE RIVER BRANCH 3187 HIGHWAY 9 EAST LITTLE RIVER SC 29566 HORRY UNITED STATES |261186 3 HORRY COUNTY STATE BANK 1162530
oK 12/31/2016|Full Service 3282535 |TABOR CITY BRANCH 3210 HIGHWAY 701 N LORIS SC 29569 HORRY UNITED STATES |261187 4 HORRY COUNTY STATE BANK 1162530
oK 12/31/2016|Full Service 3282870|MYRTLE BEACH BRANCH 1701 NORTH OAK STREET |MYRTLE BEACH SC 29577 HORRY UNITED STATES |419064 9 HORRY COUNTY STATE BANK 1162530
oK 12/31/2016|Full Service 3677010 |OCEAN DRIVE BRANCH 617 HIGHWAY 17 SOUTH |NORTH MYRTLE BEACH |SC 29582 HORRY UNITED STATES |464967 12 HORRY COUNTY STATE BANK 1162530




Item 3(1)

Number of Percentage of
Shares Beneficial
Name City and State Citizenship Owned Ownership
Castle Creek Capital Partners VI, LP (4) Rancho Santa Fe, CA United State 110,000,000 22.19%
EJF Sidecar Fund, LLC — Series E (5) New York, NY United State 44,000,000 8.88%
Mendon Capital Master Fund, Ltd. (6) Chicago, IL United State 40,000,000 8.07%
Strategic Value Investors LP (7) Beachwood, OH United State 30,100,000 6.07%



HCSB FINANCIAL CORPORATION

FORM FR Y-6

December 31, 2016

Report Item 4: Insiders

L) (2 )@)(b) (c) and A(@)(0)(c,

(4)(b) 4 (c)
¥(a) Percentage of List names of other companies
2) 3)(a) 3)(b) Title Percentage and Voting Shares in |(includes partnerships) if 25% or
1) Principal Occupation if other |[Title & Position with |& Position with 3)(c) Title & |Number of Voting |Subsidiaries more of voting securities are held
Names & Addresses (City, [than with Bank Holding Bank Holding Subsidiaries (include Position with Other Businesses Shares in Bank (include names of |(List names of companies and
State, Country) Company Company names of subsidiaries) (include names of other businesses |Holding Company |subsidiaries) percentage of voting securities held

Michael S. Addy Retailer, Director & Chairman | Director & Chairman President 0.31% None Addy's Harbor Dodge, Inc. (100%)
Myrtle Beach, SC Addy's Harbor Dodge, Inc. (Horry County State Bank) | (Addy's Harbor Dodge, Inc.) 1,543,747 shares
Director, Secretary & | Director, Secretary & Vice
D. Singleton Bailey Retailer, Vice Chairman Chairman President 0.41% None
Loris, SC Loris Drug Store, Inc. (Horry County State Bank)  |(Loris Drug Store, Inc.) 2,054,504 shares Loris Drug Store, Inc. (100%)
Clay D. Brittain, 11l Attorney, Director Director Attorney (Thomas & Brittain, P.A.) 0.31% None
Myrtle Beach, SC Thompson & Brittain, P.A. (Horry County State Bank) 1,514,326 shares
Gerald "Jerry" Francis Retired Director Director None 1.01% None None
Indianapolis, IN (Horry County State Bank) 5,000,000 shares
Jan H. Hollar None Director & Director & President/ None 3.43% None None
President/Chief Chief Executive Officer
Myrtle Beach, SC Executive Officer (Horry County State Bank) 17,000,000 shares
James C. Nesbit Retired Director Director None 0.20% None None
Vienna, VA (Horry County State Bank) 1,000,000 shares
John T. Pietrzak Managing Principal Director Director Managing Principal 22.19% None Pietrzak Advisory Corp (100%)

Dallas, TX

Castle Creek Capital

(Horry County State Bank)

(Castle Creek Capital)

110,010,000 shares




UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-K

(Mark One)
ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934
For the fiscal year ended December 31, 2016

OR

O  TRANSITIONAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934
For the transition period from to

Commission File Number 0-26995

HCSB FINANCIAL CORPORATION

(Exact name of registrant as specified in its charter)

South Carolina 57-1079444
(State or other jurisdiction of (L.R.S. Employer
incorporation or organization) Identification No.)
3640 Ralph Ellis Boulevard 29569
Loris, South Carolina (Zip Code)

(Address of principal executive offices)
Registrant’s telephone number, including area code: (843) 756-6333

Securities registered pursuant to Section 12(b) of the Act:

Title of each class Name of each exchange on which registered
Not applicable Not Applicable

Securities registered pursuant to Section 12(g) of the Act:

Voting Common Stock, $.01 par value per share
Non-Voting Common Stock, $.01 par value per share
(Title of Class)

Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities Act. O Yes XI No
Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the Act. O Yes [X] No

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities
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 requirements for the past 90 days. XIYes [0 No

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if any, every
Interactive Data File required to be submitted and posted pursuant to Rule 405 of Regulation S-T (§232.405 of this chapter) during the
preceding 12 months (or for such shorter period that the registrant was required to submit and post such files). XI'Yes O No

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K (§229.405 of this chapter) is not
contained herein, and will not be contained, to the best of registrant’s knowledge, in definitive proxy or information statements
incorporated by reference in Part III of this Form 10-K or any amendment to this Form 10-K. O

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer or a smaller
reporting company. See definitions of “large accelerated filer,” “accelerated filer” and “smaller reporting company” in Rule 12b-2 of the
Exchange Act. (Check one):

Large accelerated filer O Accelerated filer O
Non-accelerated filer O (Do not check if a 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.) O Yes XI No

The estimated aggregate market value of the Common Stock held by non-affiliates (shareholders holding less than 5% of an
outstanding class of stock, excluding directors and executive officers) of the Company on June 30, 2016 was $37,247,710. See Part II, Item
5 of this Form 10-K for information on the market for the Company’s common stock.

Common stock outstanding on February 24, 2017:
Voting Common Stock, par value $0.01 per share 405,232,383 shares outstanding
Non-Voting Common Stock, par value $0.01 per share 90,531,557 shares outstanding
DOCUMENTS INCORPORATED BY REFERENCE

The Company’s Proxy Statement with respect to an Annual Meeting of Shareholders to be held May 18, 2017 is incorporated by
reference in Part III of this Form 10-K.
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Cautionary Note Regarding Forward-Looking Statements

This Annual Report, including information included or incorporated by reference in this document, 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 (the “Exchange Act”). 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,” “should,” “will,” “expect,” “anticipate,” “predict,” “project,” “potential,” “believe,”
“continue,” “assume,” “intend,” “plan,” and “estimate,” as well as similar expressions, are meant to identify such forward-looking
statements. Potential risks and uncertainties that could cause our actual results to differ from those anticipated in any forward-
looking statements include, but are not limited to, those described below under Item 1A - Risk Factors and the following:

9 ELINNT3 EEINNT3

* reduced earnings due to higher credit losses as a result of declining real estate values, increasing interest rates,
increasing unemployment, or changes in customer payment behavior or other factors;

* reduced earnings due to higher credit losses because our loans are concentrated by loan type, industry segment,
borrower type, or location of the borrower or collateral,

» the loss of our net operating loss carry-forwards if we were to undergo a change in ownership under Internal Revenue
Service rules of more than 50% of our capital stock over a three-year period;

e our ability to comply with the Written Agreement (as defined below) and other regulatory requirements with our
regulatory authorities and the potential for regulatory actions if we fail to comply;

e our ability to maintain appropriate levels of capital, including levels of capital required by our higher individual
minimum capital ratios and under the capital rules implementing Basel I1I;

» the adequacy of the level of our allowance for loan losses and the amount of loan loss provisions required in future
periods;

* results of examinations by our regulatory authorities, including the possibility that the regulatory authorities may,
among other things, require us to increase our allowance for loan losses or write down assets;

» the high concentration of our real estate-based loans collateralized by real estate in a weak commercial real estate
market;

* increased funding costs due to market illiquidity, increased competition for funding, and/or increased regulatory
requirements with regard to funding;

»  significant increases in competitive pressure in the banking and financial services industries;

»  changes in the interest rate environment which could reduce anticipated margins;

* changes in political conditions or the legislative or regulatory environment, including governmental initiatives
affecting the financial services industry;

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

* increased cybersecurity risk, including potential business disruptions or financial losses;

»  changes occurring in business conditions and inflation;

*  changes in deposit flows;

»  changes in technology;

* our current and future products, services, applications and functionality and plans to promote them;

»  changes in monetary and tax policies;

» the rate of delinquencies and amount of loans charged-off;

» the rate of loan growth and the lack of seasoning of our loan portfolio;

« adverse changes in asset quality and resulting credit risk-related losses and expenses;

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

»  changes in accounting policies and practices;

*  our ability to retain our existing customers, including our deposit relationships;

+ changes in the securities markets; and

»  other risks and uncertainties detailed from time to time in our filings with the Securities and Exchange Commission
(the “SEC”).

If any of these risks or uncertainties materialize, or if any of the assumptions underlying such forward-looking statements
proves to be incorrect, our results could differ materially from those expressed in, implied or projected by, such forward-looking
statements. For information with respect to factors that could cause actual results to differ from the expectations stated in the
forward-looking statements, see “Risk Factors” under Part I, Item 1A of this Annual Report on Form 10-K. We urge readers to
consider all of these factors carefully in evaluating the forward-looking statements contained in this Annual Report on Form 10-K.
We make these forward-looking statements as of the date of this document and we do not intend, and assume no obligation, to
update the forward-looking statements or to update the reasons why actual results could differ from those expressed in, or implied
or projected by, the forward-looking statements.



PART1
Item 1. Business.
GENERAL OVERVIEW

HCSB Financial Corporation (the “Company”) was incorporated on June 10, 1999 to become a holding company for
Horry County State Bank (the “Bank”). The Bank is a state chartered bank which commenced operations on January 4, 1988.
Our primary market includes Horry and Georgetown Counties in South Carolina and Columbus and Brunswick Counties in
North Carolina. From our 8 branch locations, we offer a full range of deposit services, including checking accounts, savings
accounts, certificates of deposit, money market accounts, and IRAs. In addition, we offer a variety of loan products designed
for consumers, businesses and farmers. As of December 31, 2016, we had total assets of $375.9 million, net loans of $211.4
million, deposits of $313.3 million and shareholders’ equity of $35.3 million. In 2016, the Company sold approximately 374
million shares of its common stock and approximately 905 thousand shares of its Series A preferred stock (as defined below)
which allowed for the redemption of all of its outstanding subordinated promissory notes and junior subordinated debentures.
The Company also redeemed in full its Series T preferred stock (as defined below) which was held by the U.S. Department of
Treasury (the “U.S. Treasury”).

Recent Developments
Termination of the Consent Order

As a result of the Great Recession, the Bank entered into a Consent Order (the “Consent Order”) with the Federal
Deposit Insurance Corporation (the “FDIC”) and the South Carolina Board of Financial Institutions (the “State Board”) on
February 10, 2011, which, among other things, required the Bank to achieve and maintain total risk based capital at least
equal to 10% of risk-weighted assets and Tier 1 capital at least equal to 8% of total assets and to seek to sell or merge the
Bank if it cannot satisfy or maintain the requisite capital. October 26, 2016, the Bank received notification from the FDIC
and the State Board that the Consent Order had been terminated. The Consent Order was replaced with certain regulatory
requirements and restrictions, including a requirement to continue to improve credit quality and earnings, a restriction
prohibiting dividend payments without prior approval from the supervisory authorities, and a requirement to maintain Tier 1
capital at least equal to 8% and total risk-based capital at least equal to 10%. We believe that we are currently in substantial
compliance with the new regulatory requirements and restrictions.

Private and Public Offerings

On April 11, 2016, the Company completed a private placement of 359,468,443 shares of common stock at $0.10
per share and 905,316 shares of a new series of convertible perpetual preferred stock, Series A (the “Series A preferred
stock™), at $10.00 per share for aggregate cash proceeds of approximately $45.0 million (the “2016 private placement™). Net
proceeds from the 2016 private placement, after deducting commissions and expenses, were approximately $41.5 million, of
which $38.0 million was contributed to the Bank as a capital contribution to support its operations and increase its capital
ratios to meet the then higher minimum capital ratios required under the terms of the terminated Consent Order. Net proceeds
from the 2016 private placement were also used to repurchase the Company’s outstanding Series T preferred stock (as
defined below), trust preferred securities, and subordinated promissory notes, as described below.

On June 30, 2016, the Company completed a public offering of 14,167,600 shares of common stock at $0.10 per
share for aggregate cash proceeds of approximately $1.4 million (the “2016 follow-on offering”). The 2016 follow-on
offering was conducted primarily to provide the Company’s legacy shareholders, employees and others in its community
with an opportunity to invest in the Company at the same offering price of $0.10 per share that the Company offered to the
investors in the 2016 private placement. The proceeds from the 2016 follow-on offering were used for general corporate and
operational purposes.

Changes to our Management Team and Board of Directors

As previously disclosed, effective as of the closing of the 2016 private placement, the boards of directors of the
Company and the Bank appointed Jan H. Hollar as the chief executive officer and a director of the Company and the Bank.
Ms. Hollar brings extensive banking expertise to the Company and the Bank from her 38 years of experience in the financial
services industry, having most recently served as executive vice president and chief financial officer of Yadkin Financial
Corporation and Yadkin Bank (together, “Yadkin”) in Statesville, North Carolina from September 2009 until July 2014. Ms.
Hollar had been hired by Yadkin in 2009 as part of the executive management team that was brought in to address the
challenges facing Yadkin as a result of the Great Recession. Yadkin’s management team engineered a significant turn-around
in Yadkin’s operations and executed a number of key strategic measures to position the company and the bank for future
growth. Other key management changes in 2016 were that:



*  W. Jack McElveen, Jr. was appointed as executive vice president and chief credit officer of the Bank;

* J. Rick Patterson was appointed as executive vice president and chief operating officer of the Bank; and

« Jennifer W. Harris was appointed as senior vice president and chief financial officer of the Company and
the Bank.

Also in connection with the 2016 private placement, Castle Creek Capital Partners VI, L.P. (“Castle Creek), RMB
Capital Management, LLC (“RMB”), EJF Sidecar Fund, Series LLC — Series E (“EJF”) and Strategic Value Investors, LP
(“SVI”) entered into side letter agreements with the Company, pursuant to which (i) each of Castle Creek and RMB is
entitled to have one representative appointed to the Company’s board of directors, and (ii) each of EJF and SVI is entitled to
have one representative attend all meetings of the Company’s board of directors as a nonvoting observer, in each case for so
long as these entities, together with its respective affiliates, owns, in the aggregate, 5% or more of all of the outstanding
shares of our common stock (or, with respect to Castle Creek and RMB, 50% or more of their respective purchased shares).
Following the receipt of regulatory approval, on May 26, 2016, the Company’s and Bank’s boards of directors appointed
John T. Pietrzak, the appointed representative of Castle Creek, as a member of the respective boards of directors effective
immediately. In addition, the Company’s board of directors nominated James C. Nesbitt, the appointed representative of
RMB, as a member of the board of directors effective subject to the receipt of regulatory and shareholder approval. Messrs.
Pietrzak and Nesbitt were elected to the Company’s board of directors by the Company’s shareholders at the 2016 Annual
Meeting of Shareholders, following receipt of regulatory approval for Mr. Nesbitt. Mr. Nesbitt was also appointed to the
board of directors of the Bank on July 28, 2016, following receipt of regulatory approval.

Repurchase of Outstanding Series T Preferred Stock

On April 11, 2016, immediately following the closing of the 2016 private placement, the Company repurchased all
12,895 shares of its outstanding fixed rate cumulative perpetual preferred stock, Series T (the “Series T preferred stock”),
from the U.S. Treasury for $129 thousand and the U.S. Treasury canceled its outstanding warrant to purchase 91,714 shares
of the Company’s common stock at $21.09 per share. The Series T preferred stock and the warrant were initially issued to the
U.S. Treasury in March 2009 as part of the U.S. Treasury’s Capital Purchase Program. The redemption gain realized was
approximately $13.8 million. Refer to Note 15 to our Financial Statements for additional information on the Series T
preferred stock.

Repurchase of Outstanding Trust Preferred Securities

On April 11, 2016, immediately following the closing of the 2016 private placement, the Company repurchased all
of its outstanding floating rate trust preferred securities from Alesco Preferred Funding VI LTD (“Alesco”) for $600
thousand, plus reimbursement of approximately $17 thousand in third party legal expenses. The redemption gain realized on
this settlement was approximately $6.3 million.

Approval of Class Action Settlement Agreement with Subordinated Debt Holders and Redemption of Subordinated Debt

On March 2, 2016, the Court of Common Pleas for the Fifteenth Judicial District, State of South Carolina, County of
Horry entered a final order of approval approving the class action settlement agreement between the Company, the Bank,
James R. Clarkson, Glenn Raymond Bullard, Ron Lee Paige, Sr., and Edward Lewis Loehr, Jr., the President and Chief
Executive Officer, former Senior Executive Vice President, Executive Vice President, and Chief Financial Officer of the
Company and the Bank, respectively, and Jan W. Snyder, Acey H. Livingston, and Mark Josephs, on behalf of themselves
and as representatives of a class of similarly situated purchasers of the Company’s subordinated debt notes. The plaintiffs had
previously filed a class action lawsuit seeking an unspecified amount of damages resulting from alleged wrongful conduct
associated with purchases of the Company’s subordinated debt notes, including fraud, violation of state securities statutes,
and negligence.

On April 11, 2016, immediately following the closing of the 2016 private placement, the Company established a
settlement fund of approximately $2.4 million, which represented 20% of the principal of subordinated promissory notes
issued by the Company. The proceeds of the fund were used to redeem the subordinated promissory notes held by class
members. Also on April 11, 2016, the Company settled, pursuant to previously executed binding settlement agreements, with
the subordinated promissory note holders who opted out of the class action settlement. These settlements, including the class
action settlement, constituted the full satisfaction of the principal and interest owed on, and required the immediate dismissal
of all pending litigation related to, the respective subordinated promissory notes. In each case, the Company and the Bank
also obtained a full and complete release of all claims asserted or that could have been asserted with respect to the
subordinated promissory notes. The redemption gain realized on this settlement was approximately $12.8 million.



Conversion of Series A Preferred Stock

On August 23, 2016, the Company filed Articles of Amendment to the Company’s Articles of Incorporation to
authorize a class of 150,000,000 shares of non-voting common stock. Also on August 23, 2016, the Company converted
905,316 shares of issued and outstanding Series A preferred stock into 90,531,557 shares of non-voting common stock. The
905,316 shares of Series A preferred stock converted into 90,531,557 shares of non-voting common stock represented all of
the issued and outstanding shares of Series A preferred stock on such date and, as a result, all shares of the Series A preferred
stock are no longer outstanding and resumed the status of authorized and unissued shares of the Company’s preferred stock.

Regulatory Matters

Consent Order. As noted above, on October 26, 2016, the Consent Order was terminated by the FDIC and the State
Board and was replaced with certain regulatory requirements and restrictions, including a requirement to continue to improve
credit quality and earnings, a restriction prohibiting dividend payments without prior approval from the supervisory
authorities, and a requirement to maintain Tier 1 capital at least equal to 8% and total risk-based capital at least equal to 10%.
We believe that we are currently in substantial compliance with the new regulatory requirements and restrictions.

Written Agreement. On May 9, 2011, the Company entered into a Written Agreement (the “Written Agreement”)
with the Federal Reserve Bank of Richmond. The Written Agreement is designed to enhance the Company’s ability to act as
a source of strength to the Bank and contains provisions similar to those in the Consent Order. We believe we are currently in
substantial compliance with the Written Agreement. See Note 2 to our Financial Statements included in this Annual Report
for more discussion of the Written Agreement.

Our Strategic Plan

As a response to the Great Recession and the terms of the Consent Order (which was terminated on October 26,
2016) and the Written Agreement, we adopted a new strategic plan, which included searching for additional capital or a
potential merger partner, as well as taking steps to stabilize the Bank’s financial condition, including steps to reduce
expenses, decrease the size of the Bank, and improve asset quality. The Company successfully closed the 2016 private
placement and repurchased the outstanding Series T preferred stock and redeemed its trust preferred securities and its
subordinated promissory notes.

In an effort to reduce nonperforming assets and overall risk in the portfolio, the Company also sold $4.3 million of
non-performing loans and $270 thousand of other real estate owned (“OREO”) through a bulk sale in 2016. While the non-
performing loans had been written down to fair value prior to the sale, a loss of $224 thousand was recognized. Total
proceeds from the sale of OREO properties during 2016 were $6.0 million. As a result of these efforts, at December 31, 2016
total assets were $379.5 million, nonperforming assets had been reduced to $4.9 million compared to $22.4 million at
December 31, 2015, and the Company had net income of $6.2 million for the year ended December 31, 2016 compared to a
loss of $246 thousand for the year ended December 31, 2015.

Following the closing of the 2016 private placement transaction, we have particularly focused on positioning the
Bank to return to profitability in the post-capital raise and post-recession environment. We have specifically focused on
organic growth opportunities in the Myrtle Beach area given the market disruption in this geographic market area. Three of
our eight branches are located along the Atlantic coastline in the Myrtle Beach market area, and as of June 30, 2016, the most
recent date for which FDIC deposit market share data is available, total deposits in Horry County were approximately $5.7
billion, an increase of approximately 6.1% from $5.4 billion as of June 30, 2015. At June 30, 2016, the Bank’s deposits
represented 5.7% of the market, a decrease from 7.1% at June 30, 2015.

We believe that raising capital in 2016, combined with our focus on improving credit quality, reducing problem
assets, earnings improvements and garnering increased market share due to the market disruption in our markets, were the
significant factors contributing to our return to quarterly profitability during the fourth quarter of 2016. As a result, we
believe our earnings will be more stable and predictable going forward. However, as disclosed in this Annual Report on Form
10-K, our performance is subject to numerous risks and uncertainties, many of which are beyond our control, and we can
provide no assurances regarding the sustainability of or improvement in future earnings.

Banking Services

We offer a full range of deposit services that are typically available in most banks and savings and loan associations,
including, checking accounts, NOW accounts, savings accounts, and time deposits of various types, ranging from daily
money market accounts to longer-term certificates of deposit. The transaction accounts and time certificates are tailored to



our principal market area at rates competitive to those offered in our market area. In addition, we offer certain retirement
account services, such as Individual Retirement Accounts. All deposit accounts are insured by the FDIC up to the maximum
amount allowed by law (generally, $250,000 per depositor, subject to aggregation rules). We solicit these accounts from
individuals, businesses, associations and organizations, and governmental authorities.

Lending Activities

Presented below are our general lending activities. While under the Consent Order, the Bank had strictly limited any
new lending, particularly with respect to commercial real estate loans. However, following the closing of the 2016 private
placement and termination of the Consent Order, we have resumed our lending efforts while maintaining a conservative
approach.

General. We emphasize a range of lending services, including real estate, commercial, agricultural and consumer
loans, to individuals and small to medium-sized businesses and professional concerns that are located in or conduct a
substantial portion of their business in our market area. The characteristics of our loan portfolio and our underwriting
procedures, collateral types, risks, approval process and lending limits are discussed below.

Real Estate Loans. The primary component of our loan portfolio is loans collateralized by real estate, which made
up approximately 82.0% of our loan portfolio at December 31, 2016. Residential real estate loans were 33.2% of the
portfolio. These loans are secured generally by first or second mortgages on residential, agricultural or commercial property
and consist of commercial real estate loans and residential real estate loans (but exclude home equity loans, which are
classified as consumer loans).

Due to concerns regarding the economic recession and our concentration of commercial real estate loans, we
focused on reducing the level of these types of loans in our portfolio over the last several years. Following the closing of the
2016 private placement and termination of the Consent Order, we now maintain a conservative lending strategy toward these
types of loans. Commercial real estate loans totaled $104.9 million, or 48.8% of the portfolio, at December 31, 2016, $23.0
million of which were construction and development type loans. Construction and development loans are secured by the real
estate for which construction is planned.

Commercial Loans. At December 31, 2016, approximately 15.7% of our loan portfolio consisted of commercial
loans not including agricultural loans. Commercial loans consist of secured and unsecured loans, lines of credit, and working
capital loans. We make these loans to various types of businesses. Included in this category are loans to purchase equipment,
finance accounts receivable or inventory, and loans made for working capital purposes.

Consumer Loans. Consumer loans made up approximately 2.3% of our loan portfolio at December 31, 2016. These
are loans made to individuals for personal and household purposes, such as secured and unsecured installment and term
loans, home equity loans and lines of credit, and revolving lines of credit such as overdraft protection. Automobiles,
recreational boats and small recreational vehicles are often pledged as collateral on secured consumer loans.

Agricultural Loans. Approximately 2.6% of our loan portfolio consisted of agricultural loans at December 31, 2016.
These are loans made to individuals and businesses for agricultural purposes, including loans to finance crop production and
livestock operating expenses, to purchase farm equipment, and to store crops. These loans are secured generally by liens on
growing crops and farm equipment. Also included in this category are loans to agri-businesses, which are substantially
similar to commercial loans, as discussed above.

Underwriting Procedures, Collateral, and Risk. Although we generally restricted new lending over the past few
years while we focused on restoring the Bank’s financial condition following the closing of the 2016 private placement and
termination of the Consent Order, we have resumed our lending efforts while remaining attentive to disciplined underwriting
practices and prudent credit risk management.

We use our established credit policies and procedures when underwriting each type of loan. Although there are
minor variances in the characteristics and criteria for each loan type, which may require additional underwriting procedures,
we generally evaluate borrowers using the following defined criteria:

*  Capacity — we evaluate the borrower’s ability to service the debt.

*  Capital — we evaluate the borrower’s overall financial strength, as well as the equity investment in the asset being
financed.

*  Collateral — we evaluate whether the collateral is adequate from the standpoint of quality, marketability, value and
income potential.



e Character — we evaluate whether the borrower has sound character and integrity by examining the borrower’s
history.

*  Conditions — we underwrite the credit in light of the effects of external factors, such as economic conditions and
industry trends.

It is our practice to obtain collateral for most loans to help mitigate the risk associated with lending. We generally
limit our loan-to-value ratio to 85%. For example, we obtain a security interest in real estate for loans secured by real estate.
For commercial loans, we typically obtain security interests in equipment and other company assets. For agricultural loans,
we typically obtain a security interest in growing crops, farm equipment, or real estate. For consumer loans used to purchase
vehicles, we obtain appropriate title documentation. For secured loans that are not associated with real estate, or for which the
mortgaged real estate does not provide an acceptable loan-to-value ratio, we typically obtain other available collateral such as
stocks or savings accounts.

Every loan carries a credit risk, simply defined as the potential that the borrower will not be willing or able to repay
the debt. While this risk is common to all loan types, each type of loan may carry risks that distinguish it from other loan
types. The following paragraphs discuss certain risks that are associated with each of our loan types.

Each real estate loan is sensitive to fluctuations in the value of the real estate that secures that loan. Certain types of
real estate loans have specific risk characteristics that vary according to the type of collateral that secures the loan, the terms
of the loan, and the repayment sources for the loan. Construction and development real estate loans generally carry a higher
degree of risk than long term financing of existing properties. These projects are usually dependent on the completion of the
project on schedule and within cost estimates and on the timely sale of the property. Inferior or improper construction
techniques, changes in economic conditions during the construction and marketing period, and rising interest rates which may
slow the sale of the property are all risks unique to this type of loan. Residential mortgage loans, in contrast to commercial
real estate loans, generally have longer terms and may have fixed or adjustable interest rates.

Commercial loans primarily have risk that the primary source of repayment will be insufficient to service the debt.
Often this occurs as the result of changes in economic conditions in the location or industry in which the borrower operates
which impact cash flow or collateral value. Consumer loans, other than home equity loan products, are generally considered
to have more risk than loans to individuals secured by first or second mortgages on real estate due to dependence on the
borrower’s employment status as the sole source of repayment. Agricultural loans carry the risk of crop failure, which
adversely impacts both the borrower’s ability to repay the loan and the value of the collateral, although we partially mitigate
these risks by requiring the assignment of multi-peril crop insurance on all such loans.

By following defined underwriting criteria as noted above, we can help to reduce these risks. Additionally, we help
to reduce the risk that the underlying collateral may not be sufficient to pay the outstanding balance by using appraisals or
taking other steps to determine that the value of the collateral is adequate, and lending amounts based upon lower loan-to-
value ratios. We also control risks by reducing the concentration of our loan portfolio in any one type of loan.

Loan Approval and Review. Our loan approval policies provide for various levels of officer lending authority. When
the amount of aggregate loans to a single borrower exceeds that individual officer’s lending authority, the loan request is
considered by an officer with a higher lending limit or committee. Any loan in excess of this lending limit is approved by the
directors’ loan committee. We do not make any loans to any of our directors or executive officers unless the loan is approved
by a three-fourth’s vote of the board of directors of the Bank and is made on terms not more favorable to such person than
would be available to a person not affiliated with us. Aggregate credit in excess of 10% of the Bank’s aggregate capital,
surplus, retained earnings, and reserve for loan losses must be approved by a two-thirds vote of our Bank’s board of directors.

Residential Mortgage Loans. We offer a variety of residential mortgage lending products, including loans with fixed
rates for fifteen and thirty years as well as adjustable rate mortgages (ARMs). Typically, we close these loans with funds
provided by a secondary market investor, although we may close them in the Bank’s name under a pre-approved commitment
to sell the loans to an investor within a few weeks from the date the loan is closed.

Lending Limits. Our lending activities are subject to a variety of lending limits imposed by federal law. While
differing limits apply to certain loan types or borrowers, in general we are subject to a loan-to-one-borrower limit. These
limits increase or decrease as our capital increases or decreases. Unless we sell participations in loans to other financial
institutions, we are not able to meet all of the lending needs of loan customers requiring aggregate extensions of credit above
these limits.



Other Banking and Related Services

Other services which are offered by the Bank include cash management services, sweep accounts, repurchase
agreements, mobile banking, remote deposit capture, safe deposit boxes, travelers checks, direct deposit of payroll and social
security checks, online banking and automatic drafts for various accounts. We are associated with a shared network of
automated teller machines that may be used by our customers throughout South Carolina and other regions. We also offer
MasterCard and VISA credit card services through a third party vendor. We continue to seek and evaluate opportunities to
offer additional financial services to our customers.

Location and Service Area

Our primary markets include Horry and Georgetown Counties, South Carolina and the southern portions of
Columbus and Brunswick Counties, North Carolina. Many of the banks in these areas are branches of large regional banks.
Although size gives the larger banks certain advantages in competing for business from large corporations, including higher
lending limits and the ability to offer services in other areas of South Carolina and North Carolina, we believe that there is a
void in the community banking market in our market that we can fill. We generally do not attempt to compete for the banking
relationships of large corporations, but concentrate our efforts on small- to medium-sized businesses, individuals, and
farmers.

Competition

The banking business is highly competitive. We compete with other commercial banks, savings and loan
associations, and money market mutual funds operating in our service area and elsewhere. According to the FDIC data as of
June 30, 2016, there were 21 financial institutions operating in Horry County, South Carolina, 13 financial institutions
operating in Georgetown County, South Carolina, 12 financial institutions operating in Brunswick County, North Carolina,
and 6 financial institutions operating in Columbus County, North Carolina.

We believe that our community bank focus, with our emphasis on service to small businesses, individuals, farmers
and professional concerns, gives us an advantage in our markets. Nevertheless, a number of these competitors are well
established in our service area. Some of the larger financial companies in our markets may have greater resources than we
have, which afford them a marketplace advantage by enabling them to maintain numerous locations and mount extensive
promotional and advertising campaigns. Additionally, due to their size, many competitors may offer a broader range of
products and services as well as better pricing for those products and services than we offer. Banks and other financial
institutions with larger capitalization and financial intermediaries that are not subject to bank regulatory restrictions may have
larger lending limits that allow them to serve the lending needs of larger customers. Because larger competitors have
advantages in attracting business from larger corporations, we do not generally compete for that business. Instead, we
concentrate our efforts on attracting the business of individuals and small and medium-size businesses. With regard to such
accounts, we generally compete on the basis of customer service and responsiveness to customer needs, the convenience of
our branches and hours, and the availability and pricing of our products and services.

Employees

As of February 24, 2017, we had 80 full-time employees. We are not a party to a collective bargaining agreement,
and we consider our relations with our employees to be good.

SUPERVISION AND REGULATION

Both the Company and the Bank are subject to extensive state and federal banking laws and regulations that impose
specific requirements and restrictions on and provide for general regulatory oversight of their operations. These laws and
regulations generally are intended to protect depositors and not shareholders. The following summary is qualified by
reference to the statutory and regulatory provisions discussed. Changes in applicable laws or regulations may have a material
effect on our business and prospects. Our operations may be affected by legislative changes and the policies of various
regulatory authorities. We cannot predict the effect that fiscal or monetary policies, economic control, or new federal or state
legislation may have on our business and earnings in the future.

The following discussion is not intended to be a complete list of all the activities regulated by the banking laws or of
the impact of such laws and regulations on our operations. It is intended only to briefly summarize some material provisions.



Legislative and Regulatory Developments

Although the financial crisis has now passed and the Trump Presidential Administration has created some
uncertainty regarding the future climate two legislative and regulatory responses — the Dodd-Frank Wall Street Reform and
Consumer Protection Act (the “Dodd-Frank Act”) and the Basel Ill-based capital rules — will likely continue to have a
significant impact on our operations.

The Dodd-Frank Wall Street Reform and Consumer Protection Act. On July 21, 2010, President Obama signed
into law the Dodd-Frank Act. The Dodd-Frank Act specifically impacts financial institutions in numerous ways, including:

*  The creation of a Financial Stability Oversight Council responsible for monitoring and managing systemic risk;

*  Granting additional authority to the Board of Governors of the Federal Reserve (the “Federal Reserve”) to regulate
certain types of non-bank financial companies;

*  Granting new authority to the FDIC as liquidator and receiver;

*  Changing the manner in which deposit insurance assessments are made;

*  Requiring regulators to modify capital standards;

*  Establishing the Consumer Financial Protection Bureau (the “CFPB”);

»  Capping interchange fees that banks with assets of $10 billion or more charge merchants for debit card transactions;

*  Imposing more stringent requirements on mortgage lenders; and

* Limiting banks’ proprietary trading activities.

There are many provisions in the Dodd-Frank Act mandating regulators to adopt new regulations and conduct studies
upon which future regulation may be based. While some have been issued, many remain to be issued. Governmental intervention
and new regulations could materially and adversely affect our business, financial condition and results of operations.

Basel Capital Standards. Regulatory capital rules released in July 2013 to implement capital standards, referred to
as Basel III and developed by an international body known as the Basel Committee on Banking Supervision, impose higher
minimum capital requirements for bank holding companies and banks. The rules apply to all national and state banks and
savings associations regardless of size and bank holding companies and savings and loan holding companies with more than
$1 billion in total consolidated assets. More stringent requirements are imposed on “advanced approaches” banking
organizations-those organizations with $250 billion or more in total consolidated assets, $10 billion or more in total foreign
exposures, or that have opted in to the Basel II capital regime. The requirements in the rule began to phase in on January 1,
2015 for the Bank, and the requirements in the rule will be fully phased in by January 1, 2019.

The rule includes certain new and higher risk-based capital and leverage requirements than those currently in place.
Specifically, the following minimum capital requirements apply to the Bank:

* anew common equity Tier 1 risk-based capital ratio of 4.5%;

» aTier 1 risk-based capital ratio of 6% (increased from the former 4% requirement);
* atotal risk-based capital ratio of 8% (unchanged from the former requirement); and
* aleverage ratio of 4% (also unchanged from the former requirement).

Under the rule, Tier 1 capital is redefined to include two components: Common Equity Tier 1 capital and additional
Tier 1 capital. The new and highest form of capital, Common Equity Tier 1 capital, consists solely of common stock (plus
related surplus), retained earnings, accumulated other comprehensive income, and limited amounts of minority interests that
are in the form of common stock. Additional Tier 1 capital includes other perpetual instruments historically included in Tier 1
capital, such as noncumulative perpetual preferred stock. Tier 2 capital consists of instruments that currently qualify in Tier 2
capital plus instruments that the rule has disqualified from Tier 1 capital treatment. Cumulative perpetual preferred stock,
formerly includable in Tier 1 capital, is now included only in Tier 2 capital. Accumulated other comprehensive income
(AOCI) is presumptively included in Common Equity Tier 1 capital and often would operate to reduce this category of
capital. The rule provided a one-time opportunity at the end of the first quarter of 2015 for covered banking organizations to
opt out of much of this treatment of AOCI. We made this opt-out election and, as a result, will retain the pre-existing
treatment for AOCIL.

In addition, in order to avoid restrictions on capital distributions or discretionary bonus payments to executives, a
covered banking organization must maintain a “capital conservation buffer” on top of its minimum risk-based capital
requirements. This buffer must consist solely of Tier 1 Common Equity, but the buffer applies to all three measurements
(Common Equity Tier 1, Tier 1 capital and total capital). The capital conservation buffer will be phased in incrementally over
time, becoming fully effective on January 1, 2019, and will consist of an additional amount of common equity equal to 2.5%
of risk-weighted assets. As of January 1, 2017, the Bank is required to hold a capital conservation buffer of 1.25%, increasing
by 0.625% each successive year until 2019.



In general, the rules have had the effect of increasing capital requirements by increasing the risk weights on certain
assets, including high volatility commercial real estate, certain loans past due 90 days or more or in nonaccrual status,
mortgage servicing rights not includable in Common Equity Tier 1 capital, equity exposures, and claims on securities firms,
that are used in the denominator of the three risk-based capital ratios.

Volcker Rule. Section 619 of the Dodd-Frank Act, known as the “Volcker Rule,” prohibits any bank, bank holding
company, or affiliate (referred to collectively as “banking entities”) from engaging in two types of activities: “proprietary
trading” and the ownership or sponsorship of private equity or hedge funds that are referred to as “covered funds.”
Proprietary trading, in general, is trading in securities on a short-term basis for a banking entity’s own account. Funds subject
to the ownership and sponsorship prohibition are those not required to register with the SEC because they have only
accredited investors or no more than 100 investors. In December 2013, our primary federal regulators, the Federal Reserve,
and the FDIC, together with other federal banking agencies, the SEC and the Commodity Futures Trading Commission,
finalized a regulation to implement the Volcker Rule. At December 31, 2016, the Company has evaluated our securities
portfolio and has determined that we do not hold any covered funds.

Proposed Legislation and Regulatory Action

From time to time, various legislative and regulatory initiatives are introduced in Congress and state legislatures, as
well as by regulatory agencies. Such initiatives may include proposals to expand or contract the powers of bank holding
companies and depository institutions or proposals to substantially change the financial institution regulatory system. Such
legislation could change banking statutes and the operating environment of the Company in substantial and unpredictable
ways. If enacted, such legislation could increase or decrease the cost of doing business, limit or expand permissible activities
or affect the competitive balance among banks, savings associations, credit unions, and other financial institutions. We
cannot predict whether any such legislation will be enacted, and, if enacted, the effect that it, or any implementing
regulations, would have on the financial condition or results of operations of the Company. A change in statutes, regulations
or regulatory policies applicable to the Company or the Bank could have a material effect on the business of the Company.

HCSB Financial Corporation

We own 100% of the outstanding capital stock of the Bank, and therefore we are considered to be a bank holding
company under the federal Bank Holding Company Act of 1956 (the “Bank Holding Company Act”). As a result, we are
primarily subject to the supervision, examination and reporting requirements of the Federal Reserve under the Bank Holding
Company Act and its regulations promulgated thereunder. As a bank holding company located in South Carolina, we are also
subject to the South Carolina Banking and Branching Efficiency Act and the State Board also regulates and monitors all
significant aspects of our operations.

Permitted Activities. Under the Bank Holding Company Act, a bank holding company is generally permitted to
engage in, or acquire direct or indirect control of more than 5% of the voting shares of any company engaged in, the
following activities:

*  banking or managing or controlling banks;
» furnishing services to or performing services for our subsidiaries; and

* any activity that the Federal Reserve determines to be so closely related to banking as to be a proper incident to
the business of banking.

Activities that the Federal Reserve has found to be so closely related to banking as to be a proper incident to the
business of banking include:

» factoring accounts receivable;

*  making, acquiring, brokering or servicing loans and usual related activities;
» leasing personal or real property;

e operating a non-bank depository institution, such as a savings association;
e trust company functions;

» financial and investment advisory activities;



»  conducting discount securities brokerage activities;

* underwriting and dealing in government obligations and money market instruments;
»  providing specified management consulting and counseling activities;

» performing selected data processing services and support services;

* acting as agent or broker in selling credit life insurance and other types of insurance in connection with credit
transactions; and

» performing selected insurance underwriting activities.

As a bank holding company we also can elect to be treated as a “financial holding company,” which would allow us
to engage in a broader array of activities. A financial holding company can engage in activities that are financial in nature or
incidental or complementary to financial activities, including insurance underwriting, sales and brokerage activities, financial
and investment advisory services, underwriting services and limited merchant banking activities. We have not sought
financial holding company status, but may elect such status in the future as our business matures. If we were to elect in
writing for financial holding company status, each insured depository institution we control would have to be well
capitalized, well managed and have at least a satisfactory rating under the Community Reinvestment Act (the “CRA”)
(discussed below).

The Federal Reserve has the authority to order a bank holding company or its subsidiaries to terminate any of these
activities or to terminate its ownership or control of any subsidiary when it has reasonable cause to believe that the bank
holding company’s continued ownership, activity or control constitutes a serious risk to the financial safety, soundness or
stability of it or any of its bank subsidiaries.

Change in Control. Two statutes, the Bank Holding Company Act and the Change in Bank Control Act, together
with regulations promulgated under them, require some form of regulatory review before any company may acquire “control”
of a bank or a bank holding company. Under the Bank Holding Company Act, control is deemed to exist if a company
acquires 25% or more of any class of voting securities of a bank holding company; controls the election of a majority of the
members of the board of directors; or exercises a controlling influence over the management or policies of a bank or bank
holding company. In guidance issued in 2008, the Federal Reserve has stated that an investor generally will not be viewed as
having a controlling influence over a bank holding company when the investor holds, in aggregate, less than 33% of the total
equity of a bank or bank holding company (voting and nonvoting equity), provided such investor’s ownership does not
include 15% or more of any class of voting securities. Prior Federal Reserve approval is necessary before an entity acquires
sufficient control to become a bank holding company. Natural persons, certain non-business trusts, and other entities are not
treated as companies (or bank holding companies), and their acquisitions are not subject to review under the Bank Holding
Company Act. State laws generally, including South Carolina law, require state approval before an acquirer may become the
holding company of a state bank.

Under the Change in Bank Control Act, a person or company is generally required to file a notice with the Federal
Reserve if it will, as a result of the transaction, own or control 10% or more of any class of voting securities or direct the
management or policies of a bank or bank holding company and either if the bank or bank holding company has registered
securities or if the acquirer would be the largest holder of that class of voting securities after the acquisition. For a change in
control at the holding company level, both the Federal Reserve and the subsidiary bank’s primary federal regulator must
approve the change in control; at the bank level, only the bank’s primary federal regulator is involved. Transactions subject to
the Bank Holding Company Act are exempt from Change in Control Act requirements. For state banks, state laws, including
that of South Carolina, typically require approval by the state bank regulator as well.

Source of Strength. There are a number of obligations and restrictions imposed by law and regulatory policy on
bank holding companies with regard to their depository institution subsidiaries that are designed to minimize potential loss to
depositors and to the FDIC insurance funds in the event that the depository institution becomes in danger of defaulting under
its obligations to repay deposits. Under policy of the Federal Reserve, a bank holding company is required to serve as a
source of financial strength to its subsidiary depository institutions and to commit resources to support such institutions in
circumstances where it might not do so absent such policy. Under the Federal Deposit Insurance Corporation Improvement
Act of 1991 (“FDICIA”), to avoid receivership of its insured depository institution subsidiary, a bank holding company is
required to guarantee the compliance of any insured depository institution subsidiary that may become “undercapitalized”
within the terms of any capital restoration plan filed by such subsidiary with its appropriate federal banking agency up to the
lesser of (i) an amount equal to 5% of the institution’s total assets at the time the institution became undercapitalized, or (ii)
the amount which is necessary (or would have been necessary) to bring the institution into compliance with all applicable
capital standards as of the time the institution fails to comply with such capital restoration plan.
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The Federal Reserve also has the authority under the Bank Holding Company Act to require a bank holding
company to terminate any activity or relinquish control of a nonbank subsidiary (other than a nonbank subsidiary of a bank)
upon the Federal Reserve’s determination that such activity or control constitutes a serious risk to the financial soundness or
stability of any subsidiary depository institution of the bank holding company. Further, federal law grants federal bank
regulatory authorities additional discretion to require a bank holding company to divest itself of any bank or nonbank
subsidiary if the agency determines that divestiture may aid the depository institution’s financial condition.

In addition, the “cross guarantee” provisions of the Federal Deposit Insurance Act (the “FDIA”) require insured
depository institutions under common control to reimburse the FDIC for any loss suffered or reasonably anticipated by the
FDIC as a result of the default of a commonly controlled insured depository institution or for any assistance provided by the
FDIC to a commonly controlled insured depository institution in danger of default. The FDIC’s claim for damages is superior
to claims of shareholders of the insured depository institution or its holding company, but is subordinate to claims of
depositors, secured creditors and holders of subordinated debt (other than affiliates) of the commonly controlled insured
depository institutions.

The FDIA also provides that amounts received from the liquidation or other resolution of any insured depository
institution by any receiver must be distributed (after payment of secured claims) to pay the deposit liabilities of the institution
prior to payment of any other general or unsecured senior liability, subordinated liability, general creditor or shareholder.
This provision would give depositors a preference over general and subordinated creditors and shareholders in the event a
receiver is appointed to distribute the assets of our Bank.

Any capital loans by a bank holding company to any of its subsidiary banks are subordinate in right of payment to
deposits and to certain other indebtedness of such subsidiary bank. In the event of a bank holding company’s bankruptcy, any
commitment by the bank holding company to a federal bank regulatory agency to maintain the capital of a subsidiary bank
will be assumed by the bankruptcy trustee and entitled to a priority of payment.

Capital Requirements. The Federal Reserve has adopted capital guidelines pursuant to which it assesses the
adequacy of capital in examining and supervising a bank holding company and in analyzing applications under the Bank
Holding Company Act. These guidelines apply on a consolidated basis to bank holding companies with more than $1 billion
in assets, or with fewer assets but certain risky activities, and on a bank-only basis to other companies. These bank holding
company capital adequacy guidelines are similar to those imposed by the FDIC on the Bank. For a bank holding company
with $1 billion or less in total consolidated assets, such as the Company, the capital guidelines apply on a bank only basis and
the Federal Reserve expects the holding company’s subsidiary banks to be well capitalized under the prompt corrective action
regulations. In July 2013, the Federal Reserve, the FDIC and the Office of the Comptroller of the Currency (the “OCC”)
approved revisions to their capital adequacy guidelines and prompt corrective action rules to implement the Basel III
regulatory capital reforms and changes required by the Dodd-Frank Act. For additional information, see the section above
entitled “Legislative and Regulatory Developments- Basel Capital Standards” and the section below entitled “Horry County
State Bank— Prompt Corrective Action.”

Subject to our capital requirements and certain other restrictions, we are able to borrow money to make a capital
contribution to the Bank, and these loans may be repaid from dividends paid from the Bank to the Company. Our ability to
pay dividends depends on, among other things, the Bank’s ability to pay dividends to us, which is subject to regulatory
restrictions as described below in the section entitled “Horry County State Bank—Dividends.” In addition, our Company is
also prohibited from paying dividends without the prior approval of the Federal Reserve Bank of Richmond. We are also able
to raise capital for contribution to the Bank by issuing securities without having to receive regulatory approval, subject to
compliance with federal and state securities laws.

South Carolina State Regulation. As a South Carolina bank holding company under the South Carolina Banking
and Branching Efficiency Act, we are subject to limitations on sale or merger and to regulation by the State Board. We are
not required to obtain the approval of the South Carolina Board prior to acquiring the capital stock of a national bank, but we
must notify them at least 15 days prior to doing so. We must receive the State Board’s approval prior to engaging in the
acquisition of a South Carolina state chartered bank or another South Carolina bank holding company.

Horry County State Bank
As a South Carolina state bank, the Bank’s primary federal regulator is the FDIC, and the Bank is also regulated and
subject to examination by the State Board. Deposits in the Bank are insured by the FDIC up to a maximum amount of

$250,000. The FDIC insurance coverage limit applies per depositor, per insured depository institution for each account
ownership category.
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The State Board and the FDIC regulate or monitor virtually all areas of the Bank’s operations, including:
*  security devices and procedures;

* adequacy of capitalization and loss reserves;

¢ loans;

¢ investments;

*  borrowings;

*  deposits;

e mergers;

e issuances of securities;

*  payment of dividends;

* interest rates payable on deposits;

* interest rates or fees chargeable on loans;

e establishment of branches;

e corporate reorganizations;

¢ maintenance of books and records; and

* adequacy of staff training to carry on safe lending and deposit gathering practices.

These agencies, and the federal and state laws applicable to the Bank’s operations, extensively regulate various
aspects of our banking business, including, among other things, permissible types and amounts of loans, investments and
other activities, capital adequacy, branching, interest rates on loans and on deposits, the maintenance of reserves on demand
deposit liabilities, and the safety and soundness of our banking practices.

All insured institutions must undergo regular on-site examinations by their appropriate banking agency. The cost of
examinations of insured depository institutions and any affiliates may be assessed by the appropriate federal banking agency
against each institution or affiliate as it deems necessary or appropriate. Insured institutions are required to submit annual
reports to the FDIC, their federal regulatory agency, and state supervisor when applicable. The FDIC has developed a method
for insured depository institutions to provide supplemental disclosure of the estimated fair market value of assets and
liabilities, to the extent feasible and practicable, in any balance sheet, financial statement, report of condition or any other
report of any insured depository institution. The FDIC and the other federal banking regulatory agencies also have issued
standards for all insured depository institutions relating, among other things, to the following:

e internal controls;

* information systems and audit systems;
¢ loan documentation;

»  credit underwriting;

* interest rate risk exposure; and

e asset quality.

Prompt Corrective Action. As an insured depository institution, the Bank is required to comply with the capital
requirements promulgated under the Federal Deposit Insurance Act and the prompt corrective action regulations thereunder,
which set forth five capital categories, each with specific regulatory consequences. Under these regulations, the categories are:

*  Well Capitalized — The institution exceeds the required minimum level for each relevant capital measure. A
well capitalized institution (i) has a total risk-based capital ratio of 10% or greater, (ii) has a Tier 1 risk-based
capital ratio of 8% or greater, (iii) has a common equity Tier 1 risk-based capital ratio of 6.5% or greater, (iv)
has a leverage capital ratio of 5% or greater and (v) is not subject to any order or written directive to meet and
maintain a specific capital level for any capital measure.
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*  Adequately Capitalized — The institution meets the required minimum level for each relevant capital measure.
No capital distribution may be made that would result in the institution becoming undercapitalized. An
adequately capitalized institution (i) has a total risk-based capital ratio of 8% or greater, (ii) has a Tier 1 risk-
based capital ratio of 6% or greater, (iii) has a common equity Tier 1 risk-based capital ratio of 4.5% or greater,
and (iv) has a leverage capital ratio of 4% or greater.

*  Undercapitalized — The institution fails to meet the required minimum level for any relevant capital measure.
An undercapitalized institution (i) has a total risk-based capital ratio of less than 8%, (ii) has a Tier 1 risk-based
capital ratio of less than 6%, (iii) has a common equity Tier 1 risk-based capital ratio of less than 4.5%, or (iv)
has a leverage capital ratio of less than 4%.

*  Significantly Undercapitalized — The institution is significantly below the required minimum level for any
relevant capital measure. A significantly undercapitalized institution (i) has a total risk-based capital ratio of
less than 6%, (ii) has a Tier 1 risk-based capital ratio of less than 4%, (iii) has a common equity Tier 1 risk-
based capital ratio of less than 3%, or (iv) has a leverage capital ratio of less than 3%.

e Critically Undercapitalized — The institution fails to meet a critical capital level set by the appropriate federal
banking agency. A critically undercapitalized institution has a ratio of tangible equity to total assets that is equal
to or less than 2%.

If the FDIC determines, after notice and an opportunity for hearing, that a bank is in an unsafe or unsound condition,
the regulator is authorized to reclassify the bank to the next lower capital category (other than critically undercapitalized) and
require the submission of a plan to correct the unsafe or unsound condition.

If a bank is not well capitalized, it cannot accept brokered deposits without prior regulatory approval. In addition, a
bank that is not well capitalized cannot offer an effective yield in excess of 75 basis points over interest paid on deposits of
comparable size and maturity in such institution’s normal market area for deposits accepted from within its normal market
area, or national rate paid on deposits of comparable size and maturity for deposits accepted outside the bank’s normal
market area. Moreover, the FDIC generally prohibits a depository institution from making any capital distributions (including
payment of a dividend) or paying any management fee to its parent holding company if the depository institution would
thereafter be categorized as undercapitalized. Undercapitalized institutions are subject to growth limitations (an
undercapitalized institution may not acquire another institution, establish additional branch offices or engage in any new line
of business unless determined by the appropriate federal banking agency to be consistent with an accepted capital restoration
plan, or unless the FDIC determines that the proposed action will further the purpose of prompt corrective action) and are
required to submit a capital restoration plan. The agencies may not accept a capital restoration plan without determining,
among other things, that the plan is based on realistic assumptions and is likely to succeed in restoring the depository
institution’s capital. In addition, for a capital restoration plan to be acceptable, the depository institution’s parent holding
company must guarantee that the institution will comply with the capital restoration plan. The aggregate liability of the parent
holding company is limited to the lesser of an amount equal to 5.0% of the depository institution’s total assets at the time it
became categorized as undercapitalized or the amount that is necessary (or would have been necessary) to bring the
institution into compliance with all capital standards applicable with respect to such institution as of the time it fails to
comply with the plan. If a depository institution fails to submit an acceptable plan, it is categorized as significantly
undercapitalized.

Significantly undercapitalized categorized depository institutions may be subject to a number of requirements and
restrictions, including orders to sell sufficient voting stock to become categorized as adequately capitalized, requirements to
reduce total assets, and cessation of receipt of deposits from correspondent banks. The appropriate federal banking agency
may take any action authorized for a significantly undercapitalized institution if an undercapitalized institution fails to submit
an acceptable capital restoration plan or fails in any material respect to implement a plan accepted by the agency. A critically
undercapitalized institution is subject to having a receiver or conservator appointed to manage its affairs and for loss of its
charter to conduct banking activities.

An insured depository institution may not pay a management fee to a bank holding company controlling that
institution or any other person having control of the institution if, after making the payment, the institution would be
undercapitalized. In addition, an institution cannot make a capital distribution, such as a dividend or other distribution, that is
in substance a distribution of capital to the owners of the institution if following such a distribution the institution would be
undercapitalized. Thus, if payment of such a management fee or the making of such would cause a bank to become
undercapitalized, it could not pay a management fee or dividend to the bank holding company.

At December 31, 2016, the Bank exceeded all capital requirements to which it was subject.
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Standards for Safety and Soundness. The FDIA also requires the federal banking regulatory agencies to prescribe,
by regulation or guideline, operational and managerial standards for all insured depository institutions relating to: (i) internal
controls, information systems, and internal audit systems; (ii) loan documentation; (iii) credit underwriting; (iv) interest rate
risk exposure; and (v) asset growth. The agencies also must prescribe standards for asset quality, earnings, and stock
valuation, as well as standards for compensation, fees, and benefits. The federal banking agencies have adopted regulations
and Interagency Guidelines Prescribing Standards for Safety and Soundness to implement these required standards. These
guidelines set forth the safety and soundness standards that the federal banking agencies use to identify and address problems
at insured depository institutions before capital becomes impaired. Under the regulations, if the FDIC determines that the
Bank fails to meet any standards prescribed by the guidelines, the agency may require the Bank to submit to the agency an
acceptable plan to achieve compliance with the standard, as required by the FDIC. The final regulations establish deadlines
for the submission and review of such safety and soundness compliance plans.

Transactions with Affiliates and Insiders. The Company is a legal entity separate and distinct from the Bank and its
other subsidiaries. Various legal limitations restrict the Bank from lending or otherwise supplying funds to the Company or
its non-bank subsidiaries. The Company and the Bank are subject to Sections 23A and 23B of the Federal Reserve Act and
Federal Reserve Regulation W.

Section 23A of the Federal Reserve Act places limits on the amount of loans or extensions of credit by a bank to any
affiliate, including its holding company, on a bank’s investments in, or certain other transactions with, affiliates and on the
amount of advances by a bank to third parties collateralized by the securities or obligations of affiliates of the bank. Section
23A also applies to derivative transactions, repurchase agreements, and securities lending and borrowing transactions that
cause a bank to have credit exposure to an affiliate. The aggregate of all covered transactions is limited in amount, as to any
one affiliate, to 10% of the Bank’s capital and surplus and, as to all affiliates combined, to 20% of the Bank’s capital and
surplus. Furthermore, within the foregoing limitations as to amount, each covered transaction must meet specified collateral
requirements. The Bank is forbidden from purchasing low quality assets from an affiliate.

Section 23B of the Federal Reserve Act, among other things, prohibits an institution from engaging in certain
transactions with certain affiliates unless the transactions are on terms substantially the same, or at least as favorable to such
institution or its subsidiaries, as those prevailing at the time for comparable transactions with nonaffiliated companies. If
there are no comparable transactions, a bank’s (or one of its subsidiaries’) affiliate transaction must be on terms and under
circumstances, including credit standards, that in good faith would be offered to, or would apply to, nonaffiliated companies.
These requirements apply to all transactions subject to Section 23A as well as to certain other transactions.

The affiliates of a bank include any holding company of the bank, any other company under common control with
the bank (including any company controlled by the same shareholders who control the bank), any subsidiary of the bank that
is itself a bank, any company in which the majority of the directors or trustees also constitute a majority of the directors or
trustees of the bank or holding company of the bank, any company sponsored and advised on a contractual basis by the bank
or an affiliate, and any mutual fund advised by a bank or any of the bank’s affiliates. Regulation W generally excludes all
non-bank and non-savings association subsidiaries of banks from treatment as affiliates, except to the extent that the Federal
Reserve decides to treat these subsidiaries as affiliates.

The Bank is also subject to certain restrictions on extensions of credit to executive officers, directors, certain
principal shareholders, and their related interests. Extensions of credit include derivative transactions, repurchase and reverse
repurchase agreements, and securities borrowing and lending transactions to the extent that such transactions cause a bank to
have credit exposure to an insider. Any extension of credit to an insider (i) must be made on substantially the same terms,
including interest rates and collateral requirements, as those prevailing at the time for comparable transactions with unrelated
third parties and (ii) must not involve more than the normal risk of repayment or present other unfavorable features. In some
circumstances, approval of an extension of credit to an insider must be approved by a majority of the disinterested directors.
Extension of credit to any one insider are capped at 10% of a bank’s unimpaired capital and unimpaired surplus, with an
additional 10% for loans secured by readily marketable collateral. Extensions of credit to all insiders are capped at 100% of
unimpaired capital and unimpaired surplus.

Branching. Under current South Carolina law, the Bank may open branch offices throughout South Carolina with
the prior approval of the State Board. In addition, with prior regulatory approval, the Bank is able to acquire existing banking
operations in South Carolina. Furthermore, federal legislation permits interstate branching, including out-of-state acquisitions
by bank holding companies, interstate branching by banks, and interstate merging by banks. The Dodd-Frank Act removes
previous state law restrictions on de novo interstate branching in states such as South Carolina. This change permits out-of-
state banks to open de novo branches in states where the laws of the state where the de novo branch to be opened would
permit a bank chartered by that state to open a de novo branch.
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Anti-Tying Restrictions. Under amendments to the Bank Holding Company Act and Federal Reserve regulations, a
bank is prohibited from engaging in certain tying or reciprocity arrangements with its customers. In general, a bank may not
extend credit, lease, sell property, or furnish any services or fix or vary the consideration for these on the condition that (i) the
customer obtain or provide some additional credit, property, or services from or to the bank, the bank holding company or
subsidiaries thereof or (ii) the customer may not obtain some other credit, property, or services from a competitor, except to
the extent reasonable conditions are imposed to assure the soundness of the credit extended. Certain arrangements are
permissible: a bank may offer combined-balance products and may otherwise offer more favorable terms if a customer
obtains two or more traditional bank products; and certain foreign transactions are exempt from the general rule. Bank
holding companies and bank affiliates are also subject to anti-tying requirements in connection with electronic benefit
transfer services.

Community Reinvestment Act. The CRA requires that the FDIC evaluate the record of the Bank in meeting the
credit needs of its local community, including low and moderate income neighborhoods. This record is considered in
evaluating mergers, acquisitions, and applications to open a branch or facility. Failure to adequately address the needs for
bank products and services in low- and moderate-income communities and of low- and moderate-income individuals could
result in the imposition of additional requirements and limitations on our Bank.

The Gramm Leach Bliley Act (the “GLBA”) made various changes to the CRA. Among other changes CRA
agreements with private parties must be disclosed and annual CRA reports must be made available to a bank’s primary
federal regulator. A bank holding company will not be permitted to become a financial holding company and no new
activities authorized under the GLBA may be commenced by a holding company or by a bank financial subsidiary if any of
its bank subsidiaries received less than a satisfactory CRA rating in its latest CRA examination.

On January 1, 2015, the date of the most recent examination, the Bank received a satisfactory CRA rating.

Financial Subsidiaries. Under the GLBA, subject to certain conditions imposed by their respective banking
regulators, national and state-chartered banks are permitted to form “financial subsidiaries” that may conduct financial or
incidental activities, thereby permitting bank subsidiaries to engage in certain activities that previously were impermissible.
The GLBA imposes several safeguards and restrictions on financial subsidiaries, including that the parent bank’s equity
investment in the financial subsidiary be deducted from the bank’s assets and tangible equity for purposes of calculating the
bank’s capital adequacy. In addition, the GLBA imposes new restrictions on transactions between a bank and its financial
subsidiaries similar to restrictions applicable to transactions between banks and non-bank affiliates. As of December 31,
2015, the Company did not have any financial subsidiaries.

Consumer Protection Regulations. Activities of the Bank are subject to a variety of statutes and regulations
designed to protect consumers. Interest and other charges collected or contracted for by the Bank are subject to state usury
laws and federal laws concerning interest rates. The Bank’s loan operations are also subject to federal laws applicable to
credit transactions such as:

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

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

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

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

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

» the rules and regulations of the various federal agencies charged with the responsibility of implementing these
federal laws.

The deposit operations of the Bank also are subject to:

» the Federal Deposit Insurance Act, which, among other things, limits the amount of deposit insurance available
per account to $250,000 and imposes other limits on deposit-taking;
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« the Right to Financial Privacy Act, which imposes a duty to maintain confidentiality of consumer financial
records and prescribes procedures for complying with administrative subpoenas of financial records;

* the Electronic Funds Transfer Act and Regulation E which governs automatic deposits to and withdrawals from
deposit accounts and customers’ rights and liabilities arising from the use of automated teller machines and
other electronic banking services; and

*  the Truth in Savings Act and Regulation DD, which requires depository institutions to provide disclosures so
that consumers can make meaningful comparisons about depository institutions and accounts.

Enforcement Powers. The Bank and its “institution-affiliated parties,” including its management, employees,
agents, independent contractors, and consultants such as attorneys and accountants and others who participate in the conduct
of the financial institution’s affairs, are subject to potential civil and criminal penalties for violations of law, regulations or
written orders of a government agency. These practices can include the failure of an institution to timely file required reports
or the filing of false or misleading information or the submission of inaccurate reports. Civil penalties may be as high as
$1,000,000 a day for such violations. Criminal penalties for some financial institution crimes have been increased to 20 years.
In addition, regulators have considerable flexibility to commence enforcement actions against institutions and institution-
affiliated parties. Possible enforcement actions include the termination of deposit insurance. Furthermore, banking agencies’
power to issue cease-and-desist orders were expanded. Such orders may, among other things, require affirmative action to
correct any harm resulting from a violation or practice, including restitution, reimbursement, indemnifications or guarantees
against loss. A financial institution may also be ordered to restrict its growth, dispose of certain assets, rescind agreements or
contracts, or take other actions as determined by the ordering agency to be appropriate.

The number of government entities authorized to take action against the Bank has expanded under the Dodd-Frank
Act. The FDIC continues to have primary enforcement authority. In addition, The CFPB also has back-up enforcement
authority with respect to the consumer protection statutes above. Specifically, the CFPB may request reports from and
conduct limited examinations of the Bank in conducting investigations involving the consumer protection statutes. Further,
state attorneys general may bring civil actions or other proceedings under the Dodd-Frank Act or regulations against state-
chartered banks, including the Bank. Prior notice to the CFPB and the FDIC would be necessary for a state civil action
against the Bank.

Anti-Money Laundering. Financial institutions must maintain anti-money laundering programs that include
established internal policies, procedures, and controls; a designated compliance officer; an ongoing employee training
program; and testing of the program by an independent audit function. The Company and the Bank are also prohibited from
entering into specified financial transactions and account relationships and must meet enhanced standards for due diligence
and “knowing your customer” in their dealings with foreign financial institutions and foreign customers. Financial
institutions must take reasonable steps to conduct enhanced scrutiny of account relationships to guard against money
laundering and to report any suspicious transactions, and recent laws provide law enforcement authorities with increased
access to financial information maintained by banks. Anti-money laundering obligations have been substantially strengthened
as a result of the USA Patriot Act, enacted in 2001 and renewed in 2006. Bank regulators routinely examine institutions for
compliance with these obligations and are required to consider compliance in connection with the regulatory review of
applications. The regulatory authorities have been active in imposing “cease and desist” orders and money penalty sanctions
against institutions that have not complied with these requirements.

USA PATRIOT Act/Bank Secrecy Act. Financial institutions must maintain anti-money laundering programs that
include established internal policies, procedures, and controls; a designated compliance officer; an ongoing employee training
program; and testing of the program by an independent audit function. The USA PATRIOT Act, amended, in part, the Bank
Secrecy Act and provides for the facilitation of information sharing among governmental entities and financial institutions for
the purpose of combating terrorism and money laundering by enhancing anti-money laundering and financial transparency
laws, as well as enhanced information collection tools and enforcement mechanics for the U.S. government, including:
(1) standards for verifying customer identification at account opening; (ii) rules to promote cooperation among financial
institutions, regulators, and law enforcement entities in identifying parties that may be involved in terrorism or money
laundering; (iii) reports by nonfinancial trades and businesses filed with the U.S. Treasury’s Financial Crimes Enforcement
Network for transactions exceeding $10,000; and (iv) suspicious activities reports by brokers and dealers if they believe a
customer may be violating U.S. laws and regulations and enhanced due diligence requirements for financial institutions that
administer, maintain, or manage private bank accounts or correspondent accounts for non-U.S. persons. Bank regulators
routinely examine institutions for compliance with these obligations and are required to consider compliance in connection
with the regulatory review of applications.
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Under the USA PATRIOT Act, the Federal Bureau of Investigation (“FBI”) can send our banking regulatory
agencies lists of the names of persons suspected of involvement in terrorist activities. The Bank can be requested to search its
records for any relationships or transactions with persons on those lists. If the Bank finds any relationships or transactions, it
must file a suspicious activity report and contact the FBI.

The Office of Foreign Assets Control (“OFAC”), which is a division of the U.S. Treasury, is responsible for helping
to insure that United States entities do not engage in transactions with “enemies” of the United States, as defined by various
Executive Orders and Acts of Congress. OFAC has sent, and will send, our banking regulatory agencies lists of names of
persons and organizations suspected of aiding, harboring or engaging in terrorist acts. If the Bank finds a name on any
transaction, account or wire transfer that is on an OFAC list, it must freeze such account, file a suspicious activity report and
notify the FBI. The Bank has appointed an OFAC compliance officer to oversee the inspection of its accounts and the filing
of any notifications. The Bank actively checks high-risk OFAC areas such as new accounts, wire transfers and customer files.
The Bank performs these checks utilizing software, which is updated each time a modification is made to the lists provided
by OFAC and other agencies of Specially Designated Nationals and Blocked Persons.

Privacy, Data Security, and Credit Reporting. Financial institutions are required to disclose their policies for
collecting and protecting confidential information. Customers generally may prevent financial institutions from sharing
nonpublic personal financial information with nonaffiliated third parties except under narrow circumstances, such as the
processing of transactions requested by the consumer. Additionally, financial institutions generally may not disclose
consumer account numbers to any nonaffiliated third party for use in telemarketing, direct mail marketing or other marketing
to consumers. It is the Bank’s policy not to disclose any personal information unless required by law.

Recent cyber attacks against banks and other institutions that resulted in unauthorized access to confidential
customer information have prompted the Federal banking agencies to issue several warnings and extensive guidance on cyber
security. The agencies are likely to devote more resources to this part of their safety and soundness examination than they
have in the past.

In addition, pursuant to the Fair and Accurate Credit Transactions Act of 2003 (the “FACT Act”) and the
implementing regulations of the federal banking agencies and Federal Trade Commission, the Bank is required to have in
place an “identity theft red flags” program to detect, prevent and mitigate identity theft. The Bank has implemented an
identity theft red flags program designed to meet the requirements of the FACT Act and the joint final rules. Additionally, the
FACT Act amends the Fair Credit Reporting Act to generally prohibit a person from using information received from an
affiliate to make a solicitation for marketing purposes to a consumer, unless the consumer is given notice and a reasonable
opportunity and a reasonable and simple method to opt out of the making of such solicitations.

Payment of Dividends. A South Carolina state bank may not pay dividends from its capital. All dividends must be
paid out of undivided profits then on hand, after deducting expenses, including reserves for losses and bad debts. In addition,
under the FDICIA, the Bank may not pay a dividend if, after paying the dividend, the Bank would be undercapitalized. As a
result of regulatory restrictions that remain following the termination of the Consent Order, the Bank is currently prohibited
from paying dividends to the Company without the prior approval of the FDIC and the State Board.

Effect of Governmental Monetary Policies. Our earnings are affected by domestic economic conditions and the
monetary and fiscal policies of the United States government and its agencies. The Federal Reserve’s monetary policies have
had, and are likely to continue to have, an important impact on the operating results of commercial banks through its power
to implement national monetary policy in order, among other things, to curb inflation or combat a recession. The monetary
policies of the Federal Reserve have major effects upon the levels of bank loans, investments and deposits through its open
market operations in United States government securities and through its regulation of the discount rate on borrowings of
member banks and the reserve requirements against member bank deposits. It is not possible to predict the nature or impact
of future changes in monetary and fiscal policies.

Insurance of Accounts and Regulation by the FDIC. The Bank’s deposits are insured up to applicable limits by the
Deposit Insurance Fund of the FDIC. As insurer, the FDIC imposes deposit insurance premiums and is authorized to conduct
examinations of and to require reporting by FDIC insured institutions. It also may prohibit any FDIC insured institution from
engaging in any activity the FDIC determines by regulation or order to pose a serious risk to the insurance fund. The FDIC
also has the authority to initiate enforcement actions against savings institutions, after giving a bank’s regulatory authority an
opportunity to take such action, and may terminate the deposit insurance if it determines that the institution has engaged in
unsafe or unsound practices or is in an unsafe or unsound condition.
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FDIC insured institutions are required to pay a Financing Corporation assessment to fund the interest on bonds
issued to resolve thrift failures in the 1980s. The Financing Corporation quarterly assessment for the fourth quarter of 2015
equaled 1.45 basis points for each $100 of average consolidated total assets minus average tangible equity. These
assessments, which may be revised based upon the level of deposits, will continue until the bonds mature in the years 2017
through 2019.

The FDIC may terminate the deposit insurance of any insured depository institution, including the Bank, if it
determines after a hearing that the institution has engaged in unsafe or unsound practices, is in an unsafe or unsound
condition to continue operations or has violated any applicable law, regulation, rule, order or condition imposed by the FDIC.
It also may suspend deposit insurance temporarily during the hearing process for the permanent termination of insurance, if
the institution has no tangible capital. If insurance of accounts is terminated, the accounts at the institution at the time of the
termination, less subsequent withdrawals, shall continue to be insured for a period of six months to two years, as determined
by the FDIC. Management is not aware of any practice, condition or violation that might lead to termination of the Bank’s
deposit insurance.

Incentive Compensation. In June 2010, the Federal Reserve, the FDIC and the OCC issued a comprehensive final
guidance on incentive compensation policies intended to ensure that the incentive compensation policies of banking
organizations do not undermine the safety and soundness of such organizations by encouraging excessive risk-taking. The
guidance, which covers all employees that have the ability to materially affect the risk profile of an organization, either
individually or as part of a group, is based upon the key principles that a banking organization’s incentive compensation
arrangements should (i) provide incentives that do not encourage risk-taking beyond the organization’s ability to effectively
identify and manage risks, (ii) be compatible with effective internal controls and risk management, and (iii) be supported by
strong corporate governance, including active and effective oversight by the organization’s board of directors.

The Federal Reserve will review, as part of the regular, risk-focused examination process, the incentive
compensation arrangements of banking organizations, such as the Company, that are not “large, complex banking
organizations.” These reviews will be tailored to each organization based on the scope and complexity of the organization’s
activities and the prevalence of incentive compensation arrangements. The findings of the supervisory initiatives will be
included in reports of examination. Deficiencies will be incorporated into the organization’s supervisory ratings, which can
affect the organization’s ability to make acquisitions and take other actions. Enforcement actions may be taken against a
banking organization if its incentive compensation arrangements, or related risk-management control or governance
processes, pose a risk to the organization’s safety and soundness and the organization is not taking prompt and effective
measures to correct the deficiencies.

The Dodd-Frank Act required the federal banking agencies, the SEC, and certain other federal agencies to jointly
issue a regulation on incentive compensation. The agencies proposed such a rule in 2011, which reflected the 2010 guidance.
However, the 2011 proposal was replaced with a new proposed rule in May 2016, which makes explicit that the involvement
of risk management and control personnel includes not only compliance, risk management and internal audit, but also legal,
human resources, accounting, financial reporting and finance roles responsible for identifying, measuring, monitoring or
controlling risk-taking. A final rule had not been adopted as of December 31, 2016.

Item 1A. Risk Factors.

Our business, financial condition, and results of operations could be harmed by any of the following risks, or other
risks that have not been identified or which we believe are immaterial or unlikely. Shareholders should carefully consider the
risks described below in conjunction with the other information in this Form 10-K and the information incorporated by
reference in this Form 10-K, including our consolidated financial statements and related notes.

Risks Related to Our Business

We are subject to a Written Agreement and other regulatory requirements that require us to take certain actions and limit
the actions we can take.

October 26, 2016, the Bank received notification from the FDIC and the State Board that the Consent Order had
been terminated. The Consent Order was replaced with certain regulatory requirements and restrictions, including a
requirement to continue to improve credit quality and earnings, a restriction prohibiting dividend payments without prior
approval from the supervisory authorities, and a requirement to maintain Tier 1 capital at least equal to 8% and total risk-
based capital at least equal to 10%.
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On May 9, 2011, the Company entered into a Written Agreement with the Federal Reserve Bank of Richmond.
Pursuant to the Written Agreement, the Company agreed, among other things, to seek the prior written approval of the
Federal Reserve Bank of Richmond before, among other things, declaring or paying any dividends, making any distributions
of interest, principal or other sums on subordinated debentures or trust preferred securities, directly or indirectly, incurring,
increasing or guarantying any debt, and directly or indirectly, purchasing or redeeming any shares of its stock.

We believe that we are currently in substantial compliance with the foregoing regulatory requirements and
restrictions. Nevertheless, the determination of our compliance will be made by our regulatory authorities, and if our
regulatory authorities determine that we have failed to meet the requirements of the forgoeing regulatory requirememts and
restrictions, such failure could result in additional regulatory requirements, which could result in the regulatory authorities
taking additional enforcement actions against the Company and/or the Bank.

A return of recessionary conditions could result in increases in our level of non-performing loans and/or reduce demand
for our products and services, which could have an adverse effect on our results of operations.

Economic conditions have improved since the end of the economic recession; however, economic growth has been
slow and uneven, unemployment remains relatively high, and concerns still exist over the federal deficit, government
spending and economic risks. A return of recessionary conditions and/or negative developments in the domestic and
international credit markets may significantly affect the markets in which we do business, the value of our loans and
investments, and our ongoing operations, costs and profitability. Declines in real estate value and sales volumes and high
unemployment levels may result in higher than expected loan delinquencies and a decline in demand for our products and
services. These negative events may cause us to incur losses and may adversely affect our capital, liquidity and financial
condition.

Furthermore, the Federal Reserve, in an attempt to help the overall economy, has among other things, kept interest
rates low through its targeted federal funds rate and the purchase of U.S. Treasury and mortgage-backed securities. The
Federal Reserve increased the target range for the federal funds rate by 25 basis points in December 2016 and indicated the
potential for further gradual increases in the target rate depending on the economic outlook. As the federal funds rate
increases, market interest rates will likely rise, which may negatively impact the housing markets and the U.S. economic
recovery.

If our nonperforming assets increase, our earnings will be adversely affected.

At December 31, 2016, our nonperforming assets (which consist of nonaccruing loans, loans 90 days or more past
due, and other real estate owned) totaled $4.9 million, or 1.3% of total assets. Our nonperforming assets adversely affect our
net income in various ways:

*  We do not record interest income on nonaccrual loans or real estate owned.
*  We must provide for probable loan losses through a current period charge to the provision for loan losses.

*  Noninterest expense increases when we must write down the value of properties in our other real estate owned
portfolio to reflect declining market values.

e There are legal fees associated with the resolution of problem assets, as well as carrying costs, such as taxes,
insurance, and maintenance fees related to other real estate owned.

*  The resolution of nonperforming assets requires the active involvement of management, which can distract
them from more profitable activity.

If additional borrowers become delinquent and do not pay their loans and we are unable to successfully manage our
nonperforming assets, our losses and troubled assets could increase significantly, which could have a material adverse effect
on our results of operations.

We have sustained losses from a decline in credit quality and may see further losses.

Our ability to generate earnings is significantly affected by our ability to properly originate, underwrite and service
loans. In recent years we sustained historically abnormal losses primarily because borrowers, guarantors or related parties
failed to perform in accordance with the terms of their loans and we failed to detect or respond to deterioration in asset
quality in a timely manner. We could sustain additional future losses for these same reasons. Further problems with credit
quality or asset quality could cause our interest income and net interest margin to further decrease, which could adversely
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affect our business, financial condition and results of operations. Although we believe credit quality indicators continue to
show signs of stabilization, deterioration in the coastal South Carolina real estate market as a whole may cause management
to adjust its opinion of the level of credit quality in our loan portfolio. Such a determination may lead to an additional
increase in our provisions for loan losses, which could also adversely affect our business, financial condition, and results of
operations.

A significant portion of our loan portfolio is secured by real estate, and events that negatively impact the real estate
market could hurt our business.

A significant portion of our loan portfolio is secured by real estate. As of December 31, 2016, approximately 82.0%
of our loans had real estate as a primary or secondary component of collateral. The real estate collateral in each case provides
an alternate source of repayment in the event of default by the borrower and may deteriorate in value during the time the
credit is extended. Deterioration of the real estate market in our market areas, and particularly in our Myrtle Beach market
area, could result in an increase in the number of borrowers who default on their loans and a reduction in the value of the
collateral securing their loans, which in turn could have an adverse effect on our profitability and asset quality. If we are
required to liquidate the collateral securing a loan to satisfy the debt during a period of reduced real estate values, our
earnings and capital could be adversely affected. Acts of nature, including hurricanes, tornados, earthquakes, fires and floods,
each of which may be exacerbated by global climate change and may cause uninsured damage and other loss of value to real
estate that secures these loans, may also negatively impact our financial condition.

We have a concentration of credit exposure in commercial real estate and challenges faced by the commercial real estate
market could adversely affect our business, financial condition, and results of operations.

As of December 31, 2016, we had approximately $104.9 million in loans outstanding to borrowers in which the
collateral securing the loan was commercial real estate, representing approximately 48.8% of our total loans outstanding as of
that date. Approximately 33.8% of this real estate is owner-occupied properties. Commercial real estate loans are generally
viewed as having more risk of default than residential real estate loans. They are also typically larger than residential real
estate loans and consumer loans and depend on cash flows from the owner’s business or the property to service the debt.
Cash flows may be affected significantly by general economic conditions, and a downturn in the local economy or in
occupancy rates in the local economy where the property is located could increase the likelihood of default. Because our loan
portfolio contains a number of commercial real estate loans with relatively large balances, the deterioration of one or a few of
these loans could cause a significant increase in our level of non-performing loans. An increase in non-performing loans
could result in a loss of earnings from these loans, an increase in the related provision for loan losses and an increase in
charge-offs, all of which could have a material adverse effect on our financial condition and results of operations.

The banking regulators are giving commercial real estate lending greater scrutiny, and may require banks with
higher levels of commercial real estate loans to implement more stringent underwriting, internal controls, risk management
policies and portfolio stress testing, as well as possibly higher levels of allowances for losses and capital levels as a result of
commercial real estate lending growth and exposures.

If our allowance for loan losses is not sufficient to cover actual loan losses, or if credit delinquencies increase, our losses
could increase.

Our success depends, to a significant extent, on the quality of our assets, particularly loans. Like other financial
institutions, we face the risk that our customers will not repay their loans, that the collateral securing the payment of those
loans may be insufficient to assure repayment, and that we may be unsuccessful in recovering the remaining loan balances.
The risk of loss varies with, among other things, general economic conditions, the type of loan, the creditworthiness of the
borrower over the term of the loan and, for many of our loans, the value of the real estate and other assets serving as
collateral. Management makes various assumptions and judgments about the collectability of our loan portfolio after
considering these and other factors. Based in part on those assumptions and judgments, we maintain an allowance for loan
losses in an attempt to cover any loan losses that may occur. In determining the size of the allowance, we also rely on an
analysis of our loan portfolio based on historical loss experience, volume and types of loans, trends in classification,
delinquencies and nonaccruals, national and local economic conditions and other pertinent information, including the results
of external loan reviews. Despite our efforts, our loan assessment techniques may fail to properly account for potential loan
losses, and, as a result, our established loan loss reserves may prove insufficient. If we are unable to generate income to
compensate for these losses, they could have a material adverse effect on our operating results.
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In addition, federal and state regulators periodically review our allowance for loan losses and may require us to
increase our allowance for loan losses or recognize further loan charge-offs, based on judgments different than those of our
management. Higher charge-off rates and an increase in our allowance for loan losses may hurt our overall financial
performance and may increase our cost of funds. As of December 31, 2016, we had 17 loans on nonaccrual status totaling
approximately $2.0 million, and our allowance for loan loss was $3.8 million. For the year ended December 31, 2016, the
provision for loan losses was $3.9 million. Our current and future allowances for loan losses may not be adequate to cover
future loan losses given current and future market conditions.

A percentage of the loans in our portfolio currently include exceptions to our loan policies and supervisory guidelines.

All of the loans that we make are subject to written loan policies adopted by our board of directors and to
supervisory guidelines imposed by our regulators. Our loan policies are designed to reduce the risks associated with the loans
that we make by requiring our loan officers to take certain steps that vary depending on the type and amount of the loan, prior
to closing a loan. These steps include, among other things, making sure the proper liens are documented and perfected on
property securing a loan, and requiring proof of adequate insurance coverage on property securing loans. Loans that do not
fully comply with our loan policies are known as “exceptions.” We categorize exceptions as policy exceptions, financial
statement exceptions and collateral exceptions. As a result of these exceptions, such loans may have a higher risk of loan loss
than the other loans in our portfolio that fully comply with our loan policies. In addition, we may be subject to regulatory
action by federal or state banking authorities if they believe the number of exceptions in our loan portfolio represents an
unsafe banking practice. Although we have taken steps to enhance the quality of our loan portfolio, we may not be successful
in reducing the number of exceptions.

Liquidity risks could affect operations and jeopardize our financial condition.

The goal of liquidity management is to ensure that we can meet customer loan requests, customer deposit maturities
and withdrawals, and other cash commitments under both normal operating conditions and under unpredictable
circumstances of industry or market stress. To achieve this goal, our asset/liability committee establishes liquidity guidelines
that require sufficient asset-based liquidity to cover potential funding requirements and to avoid over-dependence on volatile,
less reliable funding sources.

Liquidity is essential to our business. An inability to raise funds through traditional deposits, borrowings, the sale of
securities or loans, issuance of additional equity securities, and other sources could have a substantial negative impact on our
liquidity. Our access to funding sources in amounts adequate to finance our activities and with terms acceptable to us could
be impaired by factors that impact us specifically or the financial services industry in general. Factors that could
detrimentally impact access to liquidity sources include a decrease in the level of our business activity as a result of a
downturn in the markets in which our loans are concentrated, the change in our status from well-capitalized to significantly
undercapitalized, or regulatory action against us. Our ability to borrow could also be impaired by factors that are not specific
to us, such as the current disruption in the financial markets and negative views and expectations about the prospects for the
financial services industry as a result of the continuing turmoil and deterioration in the credit markets.

Traditionally, the primary sources of funds of our Bank have been customer deposits and loan repayments. At times,
we may need to find other sources of liquidity such as brokered deposits, proceeds from Federal Home Loan Bank (the
“FHLB”) advances and QwickRate CDs obtained via the Internet. Subject to certain conditions, unused availability from the
FHLB at December 31, 2016 was $52.3 million. The Bank also has $9.0 million of federal funds available through a
correspondent bank.

We actively monitor the depository institutions that hold our due from banks cash balances. We cannot provide
assurances that access to our cash and cash equivalents will not be impacted by adverse conditions in the financial
markets. Our emphasis is primarily on safety of principal, and we diversify cash and due from banks among counterparties to
minimize exposure relating to any one of these entities. We routinely review the financials of our counterparties as part of our
risk management process. Balances in our accounts with financial institutions in the U.S. may exceed the FDIC insurance
limits. While we monitor and adjust the balances in our accounts as appropriate, these balances could be impacted if the
correspondent financial institutions fail.

There can be no assurance that our sources of funds will be adequate for our liquidity needs, and we may be
compelled to seek additional sources of financing in the future. Specifically, we may seek additional debt in the future to
achieve our business objectives. There can be no assurance that additional borrowings, if sought, would be available to us or,
if available, would be on favorable terms. Bank and holding company stock prices have been negatively impacted by the
recent adverse economic conditions, as has the ability of banks and holding companies to raise capital or borrow in the debt
markets. If additional financing sources are unavailable or not available on reasonable terms, our business, financial
condition, results of operations, cash flows, and future prospects could be materially adversely impacted.
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Higher FDIC deposit insurance premiums and assessments could adversely affect our financial condition.

Our deposits are insured up to applicable limits by the Deposit Insurance Fund of the FDIC and are subject to
deposit insurance assessments to maintain deposit insurance. As an FDIC-insured institution, we are required to pay quarterly
deposit insurance premium assessments to the FDIC. Although we cannot predict what the insurance assessment rates will be
in the future, either a deterioration in our tangible equity capital or adjustments to the base assessment rates could have a
material adverse impact on our business, financial condition, results of operations, and cash flows.

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

Jan H. Hollar, our chief executive officer, has extensive banking expertise with close to 40 years of experience in the
financial services industry, having most recently served as executive vice president and chief financial officer of Yadkin in
Statesville, North Carolina from September 2009 until July 2014. Ms. Hollar had been hired by Yadkin in 2009 as part of the
executive management team that was brought in to address the challenges facing Yadkin as a result of the Great Recession.
Our success depends on her ability to lead our recapitalized bank and also on our continued ability to attract and retain
experienced loan originators, as well as other management personnel. The loss of the services of several of such key
personnel could adversely affect our growth strategy and prospects to the extent we are unable to replace such personnel.

We are subject to extensive regulation that could restrict our activities and impose financial requirements or limitations
on the conduct of our business and limit our ability to receive dividends from our Bank.

We are subject to Federal Reserve regulation. Our Bank is subject to extensive regulation, supervision, and
examination by our primary federal regulator, the FDIC, the regulating authority that insures customer deposits, as well as the
State Board. Also, as a member of the FHLB, our Bank must comply with applicable regulations of the Federal Housing
Finance Board and the FHLB. Regulation by these agencies is intended primarily for the protection of our depositors and the
deposit insurance fund and not for the benefit of our shareholders. Our Bank’s activities are also regulated under consumer
protection laws applicable to our lending, deposit, and other activities. A sufficient claim against our Bank under these laws
could have a material adverse effect on our results of operations.

The final Basel III capital rules generally require insured depository institutions and certain holding companies to hold
more capital, which could adversely affect our financial condition and operations.

In July 2013, the federal bank regulatory agencies issued a final rule that will revise their risk-based capital
requirements and the method for calculating risk-weighted assets to make them consistent with agreements that were reached
by Basel III and certain provisions of the Dodd-Frank Act. Bank holding companies with $1 billion or less in total
consolidated assets, such as the Company, are not subject to the final rule, nor are savings and loan holding companies
substantially engaged in commercial activities or insurance underwriting. The requirements in the rule began to phase in on
January 1, 2015 for covered banking organizations such as the Bank. The requirements in the rule will be fully phased in by
January 1, 2019.

The rule includes certain new and higher risk-based capital and leverage requirements than those currently in place.
Specifically, the following minimum capital requirements apply to the Bank:

* anew common equity Tier 1 risk-based capital ratio of 4.5%;

* aTier | risk-based capital ratio of 6% (increased from the former 4% requirement);
* atotal risk-based capital ratio of 8% (unchanged from the former requirement); and
* aleverage ratio of 4% (also unchanged from the former requirement).

Under the rule, Tier 1 capital is redefined to include two components: Common Equity Tier 1 capital and additional
Tier 1 capital. The new and highest form of capital, Common Equity Tier 1 capital, consists solely of common stock (plus
related surplus), retained earnings, accumulated other comprehensive income, and limited amounts of minority interests that
are in the form of common stock. Additional Tier 1 capital includes other perpetual instruments historically included in Tier 1
capital, such as noncumulative perpetual preferred stock. Tier 2 capital consists of instruments that currently qualify in Tier 2
capital plus instruments that the rule has disqualified from Tier 1 capital treatment. Cumulative perpetual preferred stock,
formerly includable in Tier 1 capital, is now included only in Tier 2 capital. Accumulated other comprehensive income
(AOCI) is presumptively included in Common Equity Tier 1 capital and often would operate to reduce this category of
capital. The rule provided a one-time opportunity at the end of the first quarter of 2015 for covered banking organizations to
opt out of much of this treatment of AOCI. We made this opt-out election and, as a result, will retain the pre-existing
treatment for AOCIL.
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In addition, in order to avoid restrictions on capital distributions or discretionary bonus payments to executives, a
covered banking organization must maintain a “capital conservation buffer” on top of its minimum risk-based capital
requirements. This buffer must consist solely of Tier 1 Common Equity, but the buffer applies to all three measurements
(Common Equity Tier 1, Tier 1 capital and total capital). The capital conservation buffer will be phased in incrementally over
time, becoming fully effective on January 1, 2019, and will consist of an additional amount of common equity equal to 2.5%
of risk-weighted assets. As of January 1, 2017, the capital conservation buffer was 1.25% and will increase by 0.625% each
successive year until 2019.

In general, the rules have had the effect of increasing capital requirements by increasing the risk weights on certain
assets, including high volatility commercial real estate, certain loans past due 90 days or more or in nonaccrual status,
mortgage servicing rights not includable in Common Equity Tier 1 capital, equity exposures, and claims on securities firms,
that are used in the denominator of the three risk-based capital ratios.

In addition, in the current economic and regulatory environment, bank regulators may impose capital requirements
that are more stringent than those required by applicable existing regulations. The application of more stringent capital
requirements for us could, among other things, result in lower returns on equity, require the raising of additional capital, and
result in regulatory actions if we were to be unable to comply with such requirements. Implementation of changes to asset
risk weightings for risk-based capital calculations, items included or deducted in calculating regulatory capital or additional
capital conservation buffers, could result in management modifying our business strategy and could limit our ability to make
distributions, including paying dividends or buying back our shares.

Failure to maintain and implement adequate programs to combat money laundering and terrorist financing could have
serious reputational consequences for us.

The BSA, the Uniting and Strengthening America by Providing Appropriate Tools Required to Intercept and
Obstruct Terrorism Act of 2001 (which we refer to as the “Patriot Act”) and other laws and regulations require financial
institutions, among other duties, to institute and maintain effective anti-money laundering programs and file suspicious
activity and currency transaction reports as appropriate. The federal Financial Crimes Enforcement Network, established by
the U.S. Treasury to administer the BSA, is authorized to impose significant civil money penalties for violations of those
requirements and has recently engaged in coordinated enforcement efforts with the individual federal banking regulators, as
well as the U.S. Department of Justice, Drug Enforcement Administration and Internal Revenue Service. There is also
increased scrutiny of compliance with the rules enforced by the OFAC. Federal and state bank regulators also have begun to
focus on compliance with BSA and anti-money laundering regulations. If our policies, procedures and systems are deemed
deficient or the policies, procedures and systems of the financial institutions that we have already acquired or may acquire in
the future are deficient, we would be subject to liability, including fines and regulatory actions such as restrictions on our
ability to pay dividends and the necessity to obtain regulatory approvals to proceed with certain aspects of our business plan,
including our acquisition plans, which would negatively impact our business, financial condition and results of operations.

Consumer lending laws may restrict our ability to originate certain moritgage loans or increase our risk of liability with
respect to such loans and could increase our cost of doing business.

Federal, state and local laws have been adopted that are intended to eliminate certain lending practices considered
“predatory.” These laws prohibit practices such as steering borrowers away from more affordable products, selling
unnecessary insurance to borrowers, repeatedly refinancing loans and making loans without a reasonable expectation that the
borrowers will be able to repay the loans irrespective of the value of the underlying property. Loans with certain terms and
conditions and that otherwise meet the definition of a “qualified mortgage” may be protected from liability to a borrower for
failing to make the necessary determinations. In either case, we may find it necessary to tighten our mortgage loan
underwriting standards in response to the CFPB rules, which may constrain our ability to make loans consistent with our
business strategies. It is our policy not to make predatory loans and to determine borrowers’ ability to repay, but the law and
related rules create the potential for increased liability with respect to our lending and loan investment activities. They
increase our cost of doing business and, ultimately, may prevent us from making certain loans and cause us to reduce the
average percentage rate or the points and fees on loans that we do make.

We are subject to federal and state fair lending laws, and failure to comply with these laws could lead to material
penalties.

Federal and state fair lending laws and regulations, such as the Equal Credit Opportunity Act and the Fair Housing
Act, impose nondiscriminatory lending requirements on financial institutions. The Department of Justice, CFPB and other
federal and state agencies are responsible for enforcing these laws and regulations. Private parties may also have the ability to
challenge an institution’s performance under fair lending laws in private class action litigation. A successful challenge to our
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performance under the fair lending laws and regulations could adversely impact our rating under the CRA and result in a
wide variety of sanctions, including the required payment of damages and civil money penalties, injunctive relief, imposition
of restrictions on merger and acquisition activity and restrictions on expansion activity, which could negatively impact our
reputation, business, financial condition and results of operations.

Failure to comply with government regulation and supervision could result in sanctions by regulatory agencies, civil
money penalties, and damage to our reputation.

Our operations are subject to extensive regulation by federal, state, and local governmental authorities. Given the
current disruption in the financial markets, we expect that the government will continue to pass new regulations and laws that
will impact us. Compliance with such regulations may increase our costs and limit our ability to pursue business
opportunities. Failure to comply with laws, regulations, and policies could result in sanctions by regulatory agencies, civil
money penalties, and damage to our reputation. While we have policies and procedures in place that are designed to prevent
violations of these laws, regulations, and policies, there can be no assurance that such violations will not occur.

We may be adversely affected by the soundness of other financial institutions.

Financial services institutions are interrelated as a result of trading, clearing, counterparty, or other relationships. We
have exposure to many different industries and counterparties, and routinely execute transactions with counterparties in the
financial services industry, including commercial banks, brokers and dealers, investment banks, and other institutional
clients. Many of these transactions expose us to credit risk in the event of a default by a counterparty or client. In addition,
our credit risk may be exacerbated when the collateral held by the Bank cannot be realized upon or is liquidated at prices not
sufficient to recover the full amount of the credit or derivative exposure due to the Bank. Any such losses could have a
material adverse effect on our financial condition and results of operations.

We could experience a loss due to competition with other financial institutions.

The banking and financial services industry is very competitive. Legal and regulatory developments have made it
easier for new and sometimes unregulated competitors to compete with us. The financial services industry has and is
experiencing an ongoing trend towards consolidation in which fewer large national and regional banks and other financial
institutions are replacing many smaller and more local banks. These larger banks and other financial institutions hold a large
accumulation of assets and have significantly greater resources and a wider geographic presence or greater accessibility. In
some instances, these larger entities operate without the traditional brick and mortar facilities that restrict geographic
presence. Some competitors are able to offer more services, more favorable pricing or greater customer convenience than the
Company. In addition, competition has increased from new banks and other financial services providers that target our
existing or potential customers. As consolidation continues among large banks, we expect other smaller institutions to try to
compete in the markets we serve. If we are unable to remain competitive, our financial condition and results of operations
will be adversely affected.

If we are unable to implement, maintain and use technologies effectively, our financial condition and results of operations
will be adversely affected.

Technological developments have allowed competitors, including some non-depository institutions, to compete
more effectively in local markets and have expanded the range of financial products, services and capital available to our
target customers. If we are unable to implement, maintain and use such technologies effectively, we may not be able to offer
products or achieve cost-efficiencies necessary to compete in the industry. In addition, some of these competitors have fewer
regulatory constraints and lower cost structures.

Consumers may decide not to use banks to complete their financial transactions.

Technology and other changes are allowing parties to complete financial transactions through alternative methods
that historically have involved banks. For example, consumers can now maintain funds that would have historically been held
as bank deposits in brokerage accounts, mutual funds or general-purpose reloadable prepaid cards. Consumers can also
complete transactions such as paying bills and/or transferring funds directly without the assistance of banks. The process of
eliminating banks as intermediaries, known as “disintermediation,” could result in the loss of fee income, as well as the loss
of customer deposits and the related income generated from those deposits. The loss of these revenue streams and the lower
cost of deposits as a source of funds could have a material adverse effect on our financial condition and results of operations.
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We are subject to losses due to errors, omissions or fraudulent behavior by our employees, clients, counterparties or other
third parties.

We are exposed to many types of operational risk, including the risk of fraud by employees and third parties, clerical
recordkeeping errors and transactional errors. Our business is dependent on our employees as well as third-party service
providers to process a large number of increasingly complex transactions. We could be materially and adversely affected if
employees, clients, counterparties or other third parties caused an operational breakdown or failure, either as a result of
human error, fraudulent manipulation or purposeful damage to any of our operations or systems.

In deciding whether to extend credit or enter into other transactions with clients and counterparties, we may rely on
information furnished to us by or on behalf of clients and counterparties, including financial statements and other financial
information. We also may rely on representations of clients and counterparties as to the accuracy and completeness of that
information and, with respect to financial statements, on reports of independent auditors. For example, in deciding whether to
extend credit to clients, we may assume that a customer’s audited financial statements conform to accounting principles
generally accepted in the United States of America (“GAAP”) and present fairly, in all material respects, the financial
condition, results of operations and cash flows of the customer. Our earnings are significantly affected by our ability to
properly originate, underwrite and service loans. Our financial condition and results of operations could be negatively
impacted to the extent we incorrectly assess the creditworthiness of our borrowers, fail to detect or respond to deterioration in
asset quality in a timely manner, or rely on financial statements that do not comply with GAAP or are materially misleading,
any of which could be caused by errors, omissions or fraudulent behavior by our employees, clients, counterparties or other
third parties.

The accuracy of our financial statements and related disclosures could be affected because we are exposed to conditions
or assumptions different from the judgments, assumptions or estimates used in our critical accounting policies.

The preparation of financial statements and related disclosure in conformity with GAAP requires us to make
judgments, assumptions, and estimates that affect the amounts reported in our consolidated financial statements and
accompanying notes. Our critical accounting policies, included in this document, describe those significant accounting
policies and methods used in the preparation of our consolidated financial statements that are considered “critical” by us
because they require judgments, assumptions and estimates that materially impact our consolidated financial statements and
related disclosures. As a result, if future events differ significantly from the judgments, assumptions and estimates in our
critical accounting policies, such events or assumptions could have a material impact on our audited consolidated financial
statements and related disclosures.

A failure in or breach of our operational or security systems or infirastructure, or those of our third party vendors and
other service providers or other third parties, including as a result of cyber attacks, could disrupt our businesses, result in
the disclosure or misuse of confidential or proprietary information, damage our reputation, increase our costs, and cause
losses.

We rely heavily on communications and information systems to conduct our business. Information security risks for
financial institutions such as ours have generally increased in recent years in part because of the proliferation of new
technologies, the use of the internet and telecommunications technologies to conduct financial transactions, and the increased
sophistication and activities of organized crime, hackers, and terrorists, activists, and other external parties. As customer,
public, and regulatory expectations regarding operational and information security have increased, our operating systems and
infrastructure must continue to be safeguarded and monitored for potential failures, disruptions, and breakdowns. Our
business, financial, accounting, and data processing systems, or other operating systems and facilities may stop operating
properly or become disabled or damaged as a result of a number of factors, including events that are wholly or partially
beyond our control. For example, there could be electrical or telecommunication outages; natural disasters such as
earthquakes, tornadoes, and hurricanes; disease pandemics; events arising from local or larger scale political or social
matters, including terrorist acts; and as described below, cyber attacks.

As noted above, our business relies on our digital technologies, computer and email systems, software and networks
to conduct its operations. Although we have information security procedures and controls in place, our technologies, systems,
networks, and our customers’ devices may become the target of cyber attacks or information security breaches that could
result in the unauthorized release, gathering, monitoring, misuse, loss, or destruction of our or our customers’ or other third
parties’ confidential information. Third parties with whom we do business or that facilitate our business activities, including
financial intermediaries, or vendors that provide service or security solutions for our operations, and other unaffiliated third
parties, including the South Carolina Department of Revenue, which had customer records exposed in a 2012 cyber attack,
could also be sources of operational and information security risk to us, including from breakdowns or failures of their own
systems or capacity constraints.
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While we have disaster recovery and other policies and procedures designed to prevent or limit the effect of the
failure, interruption or security breach of our information systems, there can be no assurance that any such failures,
interruptions or security breaches will not occur or, if they do occur, that they will be adequately addressed. Our risk and
exposure to these matters remains heightened because of the evolving nature of these threats. As a result, cyber security and
the continued development and enhancement of our controls, processes, and practices designed to protect our systems,
computers, software, data, and networks from attack, damage or unauthorized access remain a focus for us. As threats
continue to evolve, we may be required to expend additional resources to continue to modify or enhance our protective
measures or to investigate and remediate information security vulnerabilities. Disruptions or failures in the physical
infrastructure or operating systems that support our businesses and clients, or cyber attacks or security breaches of the
networks, systems or devices that our clients use to access our products and services could result in client attrition, regulatory
fines, penalties or intervention, reputation damage, reimbursement or other compensation costs, and/or additional compliance
costs, any of which could have a material effect on our results of operations or financial condition.

Negative public opinion surrounding our Company and the financial institutions industry generally could damage our
reputation and adversely impact our earnings.

Reputation risk, or the risk to our business, earnings and capital from negative public opinion surrounding our
Company and the financial institutions industry generally, is inherent in our business. Negative public opinion can result
from our actual or alleged conduct in any number of activities, including lending practices, corporate governance and
acquisitions, and from actions taken by government regulators and community organizations in response to those activities.
Negative public opinion can adversely affect our ability to keep and attract clients and employees and can expose us to
litigation and regulatory action. Although we take steps to minimize reputation risk in dealing with our clients and
communities, this risk will always be present given the nature of our business.

The downgrade of the U.S. credit rating could negatively impact our business, results of operations and financial
condition.

In August 2011, Standard & Poor’s Ratings Services lowered its long-term sovereign credit rating on the U.S. from
“AAA” to “AA+". If the U.S. debt ceiling, budget deficit or debt concerns, domestic or international economic or political
concerns, or other factors were to result in further downgrades to the U.S. government’s sovereign credit rating or its
perceived creditworthiness, it could adversely affect the U.S. and global financial markets and economic conditions. A
downgrade of the U.S. government’s credit rating or any failure by the U.S. government to satisfy its debt obligations could
create financial turmoil and uncertainty, which could weigh heavily on the global banking system. It is possible that any such
impact could have a material adverse effect on our business, results of operations and financial condition.

Given the geographic concentration of our operations, we could be significantly affected by any hurricane that affects
coastal South Carolina.

Our loan portfolio consists predominantly of loans to persons and businesses located in coastal South Carolina. The
collateral for many of our loans consists of real and personal property located in this area, which is susceptible to hurricanes
that can cause extensive damage to the general region. Disaster conditions resulting from any hurricane that hits in this area
would adversely affect the local economies and real estate markets, which could negatively impact our business. Adverse
economic conditions resulting from such a disaster could also negatively affect the ability of our customers to repay their
loans and could reduce the value of the collateral securing these loans. Furthermore, damage resulting from any hurricane
could also result in continued economic uncertainty that could negatively impact businesses in those areas. Consequently, our
ability to continue to originate loans may be impaired by adverse changes in local and regional economic conditions in this
area following any hurricane.

Risks Related to Our Securities
An investment in the Company involves a high degree of risk.

An investment in the Company is speculative and involves a high degree of risk, including the potential for loss of
your entire investment in the Company. There is no guaranteed rate of return on your investment, and there is no assurance
that you will be able to resell your shares for the amount you paid for them or for any other amount. You should not invest in
the Company unless you can afford to lose your entire investment.
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We may lose a significant portion of our net operating loss carry-forwards.

As of December 31, 2016, we had a material amount of net operating loss carry-forwards for federal and state
income tax purposes which, generally, can be used to reduce future taxable income. Although we have established a valuation
allowance against 100% of our deferred tax assets, these net operating loss carry-forwards would still be available to reduce
future taxable income. However, our use of our net operating loss carry-forwards would be limited under Section 382 of the
Internal Revenue Code if we were to undergo a change in ownership under Internal Revenue Service rules of more than 50%
of our capital stock over a three-year period. These complex change of ownership rules generally focus on ownership changes
involving shareholders owning directly or indirectly 5% or more of our stock, including those arising from new stock
issuances and other equity transactions. If we experience an ownership change, the resulting annual limit on the use of our net
operating loss carry-forwards could result in a meaningful increase in our federal and state income tax liability in future
years.

Offerings of our securities and other potential capital strategies could dilute your investment or otherwise affect your
rights as a shareholder.

On April 11, 2016, we closed the 2016 private placement raising cash proceeds of approximately $45 million. In
addition, on June 30, 2016, we closed the 2016 follow-on offering raising cash proceeds of approximately $1.4 million. In the
future, we may seek to raise additional capital through offerings of our common stock, preferred stock, securities convertible
into common stock, or rights to acquire such securities or our common stock. Under our Articles of Incorporation, we have
additional authorized shares of common stock that we can issue from time to time at the discretion of our board of directors,
without further action by shareholders, except where shareholder approval is required by applicable law. The issuance of any
additional shares of common stock or securities convertible into common stock in a subsequent offering could be
substantially dilutive to holders of our common stock. In addition, under our Articles of Incorporation, we can authorize and
issue additional shares of our preferred stock, in one or more series the terms of which would be determined by our board of
directors without shareholder approval, unless such approval is required by applicable law. The market price of our common
stock could decline as a result of future sales of our securities or the perception that such sales could occur.

New investors, particularly with respect to newly authorized series of preferred stock, also may have rights,
preferences, and privileges that are senior to, and that could adversely affect, our then current shareholders. For example, a
new series of preferred stock could rank senior to shares of our common stock. As a result, we could be required to make any
dividend payments on such preferred stock before any dividends can be paid on our common stock, and in the event of our
bankruptcy, dissolution, or liquidation, we may have to pay the holders of this new series of preferred stock in full prior to
any distributions being made to the holders of our common stock.

We cannot predict or estimate the amount, timing, or nature of our future securities offerings or other capital
initiatives. Thus, our shareholders bear the risk of our future offerings diluting their stock holdings, adversely affecting their
rights as shareholders, and/or reducing the market price of our common stock.

Approximately 37.98% of our outstanding shares of common stock are owned by four shareholders whose interests could
conflict with those of our other shareholders.

Castle Creek, RMB, EJF, and SVI own approximately 9.90%, 9.90%, 9.90% and 8.28%, respectively, of our
outstanding shares of common stock as of December 31, 2016. Further, in connection with the 2016 private placement, Castle
Creek and RMB each appointed one representative to the Company’s board of directors and EJF and SVI each have the right
to appoint one representative to attend meetings of the Company’s board of directors as a nonvoting observer, in each case
for so long as these entities, together with its respective affiliates, owns, in the aggregate, 5% or more of all of the
outstanding shares of our common stock (or, with respect to Castle Creek and RMB, 50% or more of their respective
purchased shares). As a result, Castle Creek and RMB will be able to exercise significant influence over our corporate policy
and business strategy and each of the shareholders will be able to exercise significant influence on our business as
shareholders, including influence over election of our board of directors and the authorization of other corporate actions
requiring shareholder approval. In deciding on how to vote on certain proposals, our shareholders should be aware that any of
these shareholders may have interests that are different from, or in addition to, the interests of our other shareholders.

If the proceeds from the 2016 private placement and the 2016 follow-on offering are not sufficient to satisfy our capital
and liquidity needs or to satisfy changing regulatory requirements, we may need even more capital and could be subject to
further regulatory restrictions, either of which could significantly adversely affect us and the trading price of our stock.

The proceeds from the 2016 private placement and the 2016 follow-on offering were used to, among other things,
strengthen our common equity capital base. Despite this increase in our capital base, if the proceeds from the 2016 private
placement and the 2016 follow-on offering are not sufficient, or if economic conditions continue to be difficult or worsen or
fail to improve in a timely manner, or if there is further deterioration in economic conditions in the nation as a whole or in the
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markets we serve, particularly in the residential and commercial real estate markets, we may need to raise significant
additional capital. Factors affecting whether we would need to raise additional capital include, among others, changing
requirements of regulators, further decline in loan collateral values, additional provisions for loan losses and loan charge-offs,
and other risks discussed in this “Risk Factors” section. If we were to need to raise additional capital, there can be no
assurance that we would be able to do so in the amounts required and in a timely manner, or at all. In addition, any such
additional capital raised may be significantly dilutive to our existing shareholders and may result in the issuance of securities
that have rights, preferences and privileges that are senior to our common stock.

We are currently prohibited from paying cash dividends, and we may be unable to pay future dividends even if we desire to
do so.

Our ability to pay cash dividends is limited by our Bank’s ability to pay cash dividends to our Company and by our
need to maintain sufficient capital to support our operations. The Bank is currently prohibited from paying dividends to the
Company without the prior approval of the FDIC and the State Board. Further, the Bank currently has negative retained
earnings due to losses incurred over the past few years and therefore would be unable to pay cash dividends regardless of the
restrictions imposed by the FDIC. In addition, our Company also has negative retained earnings and is prohibited from
paying dividends without the prior approval of the Federal Reserve Bank of Richmond. Consequently, we do not anticipate
paying cash dividends on shares of our common stock or our non-voting common stock in the foreseeable future.

There is no active public trading market for our common stock or our non-voting common stock, and no market is
expected to develop.

Neither our common stock nor our non-voting common stock is listed on any national securities exchange. Our
common stock is, however, quoted on the OTCQB tier of the OTC Markets Group Inc. under the symbol “HCFB”. Although
our common stock is quoted on the OTCQB, there is currently no active public trading market of our common stock and the
market price of our common stock may be difficult to ascertain. As a result, investors in our securities may not be able to
resell their shares at or above the purchase price paid by them or may not be able to resell them at all.

Our common stock and non-voting common stock are equity securities and, therefore, are subordinate to our
indebtedness, as well as to senior preferred stock.

Our common stock and non-voting common stock are equity interests and do not constitute indebtedness of the
Company. Consequently, our common stock and non-voting common stock rank junior to all future indebtedness of the
Company and other non-equity claims against us with respect to assets available to satisfy claims against us, including in the
event of our liquidation or dissolution. We may, and the Bank and our other subsidiaries may also, incur indebtedness from
time to time and may increase our aggregate level of outstanding indebtedness.

Further, holders of our common stock and non-voting common stock are subject to the prior dividend and
liquidation rights of any holders of any class or series of capital stock of the Company the terms of which expressly provide
that such class or series will rank senior to the common stock or non-voting common stock as to dividend rights and/or as to
rights on liquidation, dissolution or winding up of the Company that may be outstanding from time to time. Our board of
directors is authorized to cause us to issue additional classes or series of preferred stock without any action on the part of our
shareholders. If we issue preferred shares in the future that have a preference over our common stock and non-voting
common stock with respect to the payment of dividends or distributions upon liquidation, or if we issue preferred shares with
voting rights that dilute the voting power of our common stock, then the rights of holders of our common stock and non-
voting common stock could be adversely affected. Further, the market price of our common stock and, to the extent a trading
market exists, the market price of our non-voting common stock could be adversely affected.

Our non-voting common stock has no voting rights.

The holders of our non-voting common stock will not have any voting rights, except as may otherwise from time to
time be required by law.

Shares of our common stock and non-voting common stock are not insured bank deposits and are subject to market risk.
Our shares of common stock and non-voting common stock are not deposits, savings accounts or other obligations

of us, our Bank or any other depository institution; are not guaranteed by us or any other entity; and are not insured by the
FDIC or any other governmental agency.
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Item 1B. Unresolved Staff Comments.
None.
Item 2. Properties.

The main office of the Bank is located at 5009 Broad Street, Loris, South Carolina, 29569. Our operational support
services and executive offices are located in our Operations Center at 3640 Ralph Ellis Boulevard, Loris, South Carolina,
29569. Our operational support services include central deposit and central credit operations, computer operations, audit and
compliance operations, human resources, training, marketing and credit administration operations.

The Bank presently owns eight lots, on which we have branch banking facilities and our Operations Center. The
Bank has also entered into a long-term lease agreement for a lot on which we have built a branch banking facility at 3210
Highway 701 Bypass, Loris, South Carolina, 29569.

Item 3. Legal Proceedings.

In the ordinary course of operations, we may be a party to various legal proceedings from time to time. As of the date of this
report, except as noted below we do not believe that there is any pending or threatened proceeding against us, which, if
determined adversely, would have a material effect on our business, results of operations, or financial condition.

*  On or about October 4, 2012, the United States Attorney for the District of South Carolina served the Company
and the Bank with a subpoena requesting the production of documents related to the Company’s offering and
sale of subordinated debt notes. The Company and the Bank have provided all documents and information
requested by the government to date. By letter dated December 28, 2015, the office of the United States
Attorney advised the Company and Bank that it was declining to prosecute and was closing its file. After this
investigation was concluded, the office of SIGTARP, which had been working with the United States Attorney
for South Carolina, notified the Company and the Bank that it would be requesting some additional documents
needed for review. On March 1, 2016, the office of SIGTARP issued a subpoena for certain documents to the
Company and Bank and a second subpoena was issued on November 18, 2016. The Company and Bank fully
and timely responded to these subpoenas and are continuing to work with SIGTARP on its follow-up questions
and requests.

Item 4. Mine Safety Disclosures.

Not applicable.
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PART II

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

Market for Common Shares and Dividends

As of February 24, 2017, there were 495,763,940 shares of our common stock outstanding held by approximately 2,500
shareholders of record, and there were 90,531,557 shares of our non-voting common stock outstanding held by four
shareholders of record. Our common stock is quoted on the OTCQB tier of the OTC Markets Group Inc. under the symbol
“HCFB”. Our common stock began quoting on the OTCQB on December 28, 2016, and prior to such time the common stock
was quoted on the OTC Pink market place under the symbol “HCFB”. Our non-voting common stock is not listed or quoted
on the OTCQB or any other stock exchange or quotation system, and we do not intend to seek such listing. Further, in the
event we were to seek such listing, there is no guarantee that any established securities exchange or quotation system would
accept any of the non-voting common stock for listing. Although our common stock is quoted on the OTCQB, there is no
current active public trading market in our common stock as trading and quotations of our common stock have been limited
and sporadic. Most of the trades of which the Company is aware have been privately negotiated by local buyers and sellers.
In addition to these trades, the Company is aware of a number of quotations on the OTC Pink marketplace between January
1, 2015 and December 28, 2016 that ranged from $0.15 to $0.50. Over-the-counter market quotations reflect inter-dealer
prices, without retailer mark-up, mark-down, or commission and may not necessarily represent actual transactions. The
following table sets forth the high and low bid information for our common stock of which we are aware for the periods
indicated. Private trading of our common stock has been limited but has been conducted through the Private Trading System,
which is operated by the Bank on its website www.hcsbaccess.com. The Private Trading System is a passive mechanism
created to assist buyers and sellers in facilitating trades in our common stock. Because there has not been an established
active trading market for our common stock, we may not be aware of all prices at which our common stock has been traded.
We have not determined whether the trades of which we are aware were the result of arm’s-length negotiations between the
parties. Based on information available to us, we believe transactions in our common stock can be fairly summarized as
follows for the periods indicated:

2016 Low High
FOUth QUATTET ......oovevieceeeeeeeeeeeeee ettt ettt ettt ettt ene et et ese et et eneeteeseneeaenenean $ 014 § 0.19
ThIrd QUATTET .....vceeveeceeeeeecee ettt ettt ettt et e st et et e s easesesees et eseesesesneseseseasesesensesesenneeeaeeeanas $ 015 § 0.50
SECONA QUATTET .......oveeevieieeeeeeeeetet ettt ettt et et e et eseaese e et se s et ese s esese s eteeeseseneesesensesesennasenns $ 016 § 0.50
FATSE QUATTET .......ceeeveveeceeeeecee ettt ettt ettt et ee et et eases et eas et esees et esesseseseeseseseaseseseasesesennesesennanas $ 016 § 0.35

2015 Low High
FOUIT QUATTET ......eveveeeeeeeeeeeeeeee ettt ettt ettt et et e eteeaeere e e enseeseeseeseereeneeneenseneenean $ 0.16 $ 0.18
TRIEA QUATLET ...ttt ettt et e e ete e et et e ereeseeseeaeereensenseeseeseeseeseeneeneenseneenean $ 0.11 $ 0.18
SECONA QUATTET ......voeveeeeveeee ettt ettt ettt et eete e et ene et et e eteeseeseeseeseensenseeseeseeseereerseneenseneeneenes $ 004 $ 0.30
FIST QUATTET ..ottt ettt ettt et et eee et et e et et eae et et et e et et ese et et eneete et esseteeseneeseesereeseaneneas $ 010 § 0.15

Under the terms of the Written Agreement, the Company is currently prohibited from declaring or paying any dividends
without the prior written approval of the Federal Reserve Bank of Richmond. In addition, because the Company is a legal
entity separate and distinct from the Bank and has little direct income itself, the Company relies on dividends paid to it by the
Bank in order to pay dividends on its common stock. As a South Carolina state bank, the Bank may only pay dividends out of
its net profits, after deducting expenses, including losses and bad debts. Under the Federal Deposit Insurance Corporation
Improvement Act of 1991, , the Bank may not pay a dividend if, after paying the dividend, the Bank would be
undercapitalized. In addition, the Bank is currently prohibited from paying a dividend to the Company without the prior
approval of the FDIC and the State Board.

As a result of these restrictions on the Company, including the restrictions on the Bank’s ability to pay dividends to the
Company, the Company does not anticipate paying dividends for the foreseeable future, and all future dividends will be
dependent on the Company’s financial condition, results of operations, and cash flows, as well as capital regulations and
dividend restrictions from the Federal Reserve Bank of Richmond, the FDIC, and the State Board.
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Item 6. Selected Financial Data.
Selected Financial Data
The following table sets forth certain selected financial data concerning the Company. The selected financial data has been

derived from the financial statements. This information should be read in conjunction with the financial statements of the
Company, including the accompanying notes, included elsewhere herein.

Year Ended December 31, 2016 2015 2014 2013 2012
(Dollars in thousands, except per share)
Financial Condition:
Investment securities, available for sale .......... $ 106,529 $ 89,701 $ 106,674 $ 94,602 $ 77,320
Allowance for 1oan 10SS€S.........ccovuvvveeeevieinnnnes 3,750 4,601 5,787 9,443 14,150
Net 10ans ....c.ceeeeeeeeeeceeeee e 211,362 204,766 229,756 246,981 288,084
Premises and equipment, net ...............cceeeeneenne 14,314 15,917 20,292 20,802 21,694
Total ASSELS ..ocveevereeeieeeieieeieee e 375,934 361,423 421,447 434,586 468,996
Noninterest-bearing deposits ............cccveeevennen. 41,324 40,182 40,172 33,081 33,103
Interest-bearing depositS........cccceeeververeenennen. 271,945 290,649 351,165 372,963 402,758
Total depoSits......c.ceverveecrieienierieeieeeesee e 313,269 330,831 391,337 406,044 435,861
Advances from the Federal Home Loan

Bank .....ocooeiiiie e 24,000 17,000 17,000 22,000 22,000
Total labilitieS .......ceevverrerireieeieereeeeseeee e, 340,607 373,673 432,694 451,028 480,758
Total shareholders’ equity (deficit).................. 35,327 (12,250) (11,247) (16,442) (11,762)
Results of Operations:
INtEreSt INCOME. ..e.veeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeena $ 12368 $ 13,7726 $ 16,095 $ 17,071 $ 20,371
INLETESt EXPENSE ..veenereeerieeieeiieerireerireeseveeeeeens 2,972 4,454 5,054 5,301 6,261
Net Interest INCOME ......ccvvveveeeeeiiiireeeeeeeieinnnes 9,396 9,272 11,041 11,770 14,110
Provision for (recovery of) loan losses............. 3,923 — 1,061 (1,497) 10,530
Net interest income (loss) after provision

for 10an 10SSES......vvvvveveeieeeieeeeeeeeeeeeee 5,473 9,272 9,980 13,267 3,580
Noninterest iINCOME ........cvvvveevuveeeiereeeeiieeeeennns 20,614 3,135 3,556 3,956 4,574
Noninterest EXpense. .......ccervverveerveereerevereeneeenns 19,231 12,626 13,749 15,460 17,681
Income (loss) before income taxes .................. 6,856 (219) (213) 1,763 (9,527)
Income tax eXpense........ceevueerveerveeneeenveeneenns 610 27 78 — —
Net income (10SS) ...ecvverveereeriieiierieriere s 6,246 (246) (291) 1,763 (9,527)
Preferred dividends and accretion of

preferred Stock........covieiiiiieii, — (1,512) (1,112) (852) (869)
Gain on redemption of preferred shares........... 13,778 — — — —
Net income (loss) available to common

shareholders...........c.cooeveveeeeeeicceeeeene $ 20,024 § (1,758 $ (1,403) $ 911 $ (10,396)
Per Share Data:
Net income (10ss) — basic.......ccoevveveeeeevenennne. $ 007 $ (0.46) $ 0.37) 3 024 § (2.78)
Period end book value ...........c.ccceuveveveueennnne. $ 007 $ (6.54) $ (633) $ (7.83) $ (6.53)
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations.

MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS AS OF AND FOR THE YEARS ENDED DECEMBER 31, 2016, 2015 AND 2014

INTRODUCTION

The following discussion describes our results of operations for 2016 as compared to 2015, and 2015 as compared to 2014,
and also analyzes our financial condition as of December 31, 2016 as compared to December 31, 2015, and December 31,
2015 as compared to December 31, 2014. Like most community banks, we derive most of our income from interest we
receive on our loans and investments. Our primary source of funds for making these loans and investments is our deposits,
both interest-bearing and noninterest-bearing. Consequently, one of the key measures of our success is our amount of net
interest income, or the difference between the income on our interest-earning assets, such as loans and investments, and the
expense on our interest-bearing liabilities, such as deposits and borrowed funds. In order to maximize our net interest income,
we must not only manage the volume of these balance sheet items, but also the yields that we earn on our interest-earning
assets, such as loans and investments, and the rates that we pay on interest-bearing liabilities, such as deposits and
borrowings.

We have included a number of tables to assist in our description of these measures. For example, the “Average Balances”
table shows the average balance during 2016, 2015, and 2014 of each category of our assets and liabilities, as well as the
yield we earned or the rate we paid with respect to each category. A review of this table shows that our loans typically
provide higher interest yields than do other types of interest earning assets, which is why we direct a substantial percentage of
our earning assets into our loan portfolio. Similarly, the “Rate/Volume Analysis” table helps demonstrate the impact of
changing interest rates and changing volume of assets and liabilities during the years shown. We also track the sensitivity of
our various categories of assets and liabilities to changes in interest rates, and we have included an “Interest Rate Sensitivity
Analysis” table to help explain this. Finally, we have included a number of tables that provide details about our investment
securities, our loans, and our deposits and other borrowings.

There are risks inherent in all loans so we maintain an allowance for loan losses to absorb probable losses on existing loans
that may become uncollectible. We establish and maintain this allowance by charging a provision for loan losses against our
operating earnings. In the “Loan Portfolio” section we have included a detailed discussion of this process, as well as several
tables describing our allowance for loan losses and the allocation of this allowance among our various categories of loans.

In addition to earning interest on our loans and investments, we earn income through fees that we charge to our customers.
Likewise, we incur other operating expenses as well. We describe the various components of this noninterest income, as well
as our noninterest expense, in the following discussion.

RESULTS OF OPERATIONS

The Company recognized net income of $6.2 million for the year ended December 31, 2016. After closing the 2016 private
placement in the second quarter of 2016, the Company redeemed its subordinated promissory notes and its junior
subordinated debentures and recognized a net gain on the redemption of $19.1 million. In an effort to reduce nonperforming
assets, the Bank recognized significant write downs on OREO during 2016 to expedite sales. Total net cost of operations of
other real estate owned for 2016 were $6.3 million compared to $632 thousand for 2015. The Bank also sold $4.3 million of
nonperforming loans during 2016 which were written down to their respective fair values and constituted most of the charge-
offs recognized during the year. In relation to these charge-offs, the Bank recognized a provision expense for the year ended
December 31, 2016 of $3.9 million. No provision was considered necessary for the year ended December 31, 2015.

The net loss for the year ended December 31, 2015 was $246 thousand compared to net loss of $291 thousand for the year
ended December 31, 2014.

Net interest income after provision for loan losses was $5.5 million for the year ended December 31, 2016 compared to $9.3
million and $10.0 million for the years ended December 31, 2015 and 2014, respectively. Total interest income was $12.4
million and $13.7 million for the years ended December 31, 2016 and 2015, respectively compared to $16.1 million for the
year ended December 31, 2014. The decreases in interest income primarily relate to lower balances of average interest-
earning assets.

Noninterest income for the year ended December 31, 2016 was $20.6 million which included a gain from early
extinguishment of debt of $19.1 million. Noninterest income for the year ended December 31, 2015 was $3.1 million and
included a net gain of $736 thousand from the sale of the three branches. Noninterest income decreased $421 thousand from
2014 to 2015. Noninterest income included $940 thousand from life insurance proceeds on a former director and another
insured employee during 2014.
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ASSETS, LIABILITIES, AND SHAREHOLDERS’ EQUITY

Total assets increased to $375.9 million at December 31, 2016 from $361.4 million at December 31, 2015. Proceeds from the
2016 private placement and the 2016 follow-on offering were used to purchase available-for-sale securities and for lending
opportunities. Available-for-sale investment securities increased $16.8 million to $106.5 million as loans increased by $5.7
million to $215.1 million at December 31, 2016. Other real estate owned decreased $10.7 million to $2.9 million as the
Company recognized significant write downs in an effort to expedite sales and reduce nonperforming assets.

Total liabilities decreased from $373.7 million at December 31, 2015 to $340.6 million at December 31, 2016 when proceeds
from the 2016 private placement were used to redeem the Company’s subordinated promissory notes in the amount of $11.0
million, and its junior subordinated debentures in the amount of $6.1 million at significant discounts. The redemption
transaction also eliminated the related accrued interest expense of $6.2 million on the debentures, resulting in a
corresponding decrease in liability. Interest-bearing deposits also decreased $18.7 million. Offsetting these reductions was a
new advance from the Federal Home Loan Bank of $7.0 million.

As a result of the 2016 private placement, additional stock sales during the year, and the gain recognized on the redemption
of the Series T preferred stock, shareholders’ equity improved from a deficit of $12.3 million at December 31, 2015 to equity
of $35.3 million at December 31, 2016. Net income was $6.2 million for the year ended December 31, 2016.

During the twelve months ended December 31, 2015, total assets decreased $60.0 million, or 14.2%, when compared to
December 31, 2014. Our total loan portfolio decreased $26.2 million, or 11.1%, to $209.4 million as of December 31, 2015
from $235.5 million at December 31, 2014. Other real estate owned decreased $5.9 million or 30.1% from 2014 to 2015.
Investment securities available-for-sale decreased $17.0 million and premises, furniture and equipment decreased $4.4
million. The sale of three branch offices on August 7, 2015 resulted in a reduction of total assets of $33.4 million.

Total deposits decreased $60.5 million, or 15.5%, to $330.8 million at December 31, 2015 from the December 31, 2014
amount of $391.3 million. The reduction was substantially in interest-bearing deposits. The branch sale reduced deposits by
$34.2 million.

Total shareholders’ deficit increased from a deficit of $11.2 million at December 31, 2014 to a deficit of $12.3 million at

December 31, 2015. The change primarily relates to fluctuations in unrealized gains and losses on our available-for-sale
investment portfolio which are included in accumulated other comprehensive loss.
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DISTRIBUTION OF ASSETS, LIABILITIES, AND SHAREHOLDERS’ EQUITY
The Company has sought to maintain a conservative approach in determining the distribution of its assets and liabilities. The
following table presents the percentage relationships of significant components of the Company’s average balance sheets for

the last three fiscal years.

Balance Sheet Categories as a Percent of Average Total Assets

Year ended December 31, (in thousands) 2016 2015 2014
Assets:
Interest earning assets:
Interest-bearing deposits in other banks..........c.coceveererrienerniinennenecnnenn, 11.41% 7.22% 6.25%
INVESTMENT SECUTTHIES. ... eeveeeientieiieeeiet ettt s, 24.92 24.15 26.05
LLOANS ..ttt ettt 54.30 56.52 56.07
Total Interest Carning ASSELS........eervierveerrereerierrierreereeaesseesreesseessessseseenns 90.63 87.89 88.37
Cash and due from banks..........ccccocerieiiiiiininesee e, 0.49 0.77 0.64
Allowance for 10an LOSSES .......c.eevuievirierieriieieeieree e, (1.17) (1.36) (1.73)
Premises and €qUIPMENT ........cc.eeveeiereieniieriieieeie et eie e e e, 4.00 4.62 4.62
OthET SSELS ...cuvevitiiieiieitetetertest ettt ettt e e, 6.05 8.08 8.10
TOLAL ASSELS ..euveveieeierieeit ettt bbb, 100.00% 100.00% 100.00%

Liabilities and shareholders’ equity:
Interest-bearing liabilities:

Interest-bearing depoSsits ........cocieereririreeieieienenee e, 74.59% 80.99% 83.62%
Advances from the Federal Home Loan Bank............ccccooieiiniininienens, 4.81 4.24 4.88
Repurchase agreements..........oc.eecuveiieierienieeeeee e, 0.39 0.27 0.25
Subordinate debentures............coeeeriririeieieeie et 0.82 2.76 2.49
Junior Subordinated debentures.............cccoooeiiririeiiiieeee e, 0.45 1.54 1.39
Total interest-bearing lHabilities. ..........coeeeererieieieieieee e, 81.06 89.80 92.63
Noninterest-bearing dePOSItS.......c..eevuereeriereereiienienereee e, 11.27 11.33 9.00
Accrued interest and other liabilities ...........cocoeveririnenieieneeneneceees, 1.16 1.67 1.26
Total HabilItIes ... cvevereireietieieeiieeee e, 93.49 102.80 102.89
Shareholders’ equity (defiCit).......cccervierieriircierierieie e, 6.51 (2.80) (2.89)
Total liabilities and shareholders’ equity (deficit)........cceevevvierieriievinennnns 100.00% 100.00% 100.00%
NET INTEREST INCOME

Earnings are dependent to a large degree on net interest income. Net interest income represents the difference between gross
interest earned on earning assets, primarily loans and investment securities, and interest paid on interest-bearing liabilities,
primarily deposits and borrowed funds. Net interest income is affected by the interest rates earned or paid and by volume
changes in loans, investment securities, deposits, and borrowed funds. The interest rate spread and the net yield on earning
assets are two significant elements in analyzing the Company’s net interest income. The interest rate spread is the difference
between the yield on average earning assets and the rate on average interest-bearing liabilities. The net yield on earning assets
is computed by dividing net interest income by average earning assets.

For the year ended December 31, 2016, net interest income was $9.4 million compared to $9.3 million recognized for the
year ended December 31, 2015. Net interest income for the year ended December 31, 2014 was $11.0 million. The decline
from 2014 to 2015 was primarily due to the decrease in our interest income on loans, including fees, of $1.8 million, or
13.3%, from $13.4 million for the year ended December 31, 2014 to $11.6 million for the year ended December 31, 2015.
The average volume of our loan portfolio decreased from $226.4 million as of December 31, 2015 to $205.0 million as of
December 31, 2016. Average loans were $249.4 million as of December 31, 2014.

The redemption of the subordinated promissory notes and the junior subordinated debentures along with declines in rates and

volume in time deposits resulted in a decrease to total interest expense of $1.5 million, or 33.3%, for the year ended
December 31, 2016 compared to 2015. Interest expense for the year ended December 31, 2014 was $5.1 million.
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NET INTEREST INCOME - continued

Our net interest margin was 2.75% for 2016, compared to 2.63% in 2015 and 2.81% in 2014. The interest rate spread was
2.64%, 2.66%, and 2.87% in 2016, 2015, and 2014, respectively.

The following table sets forth, for the periods indicated, the weighted-average yields earned, the weighted-average yields
paid, the interest rate spread, and the net yield on earning assets. The table also indicates the average daily balance and the
interest income or expense by specific categories.

Average Balances, Income and Expenses, and Rates

Years ended December 31,

(in thousands) 2016 2015 2014
Interest Interest Interest
Average Income/ Yield/ Average Income/ Yield/ Average Income/ Yield/
ASSETS Balance Expense  Cost Balance Expense Cost Balance Expense  Cost
Loans D .....ocooveveaee. . $205,048 $ 10,361 5.05% $ 226,365 $ 11,628 5.14% $ 249,358 $ 13,417 5.38%
Securities, taxable ......... 92,970 1,747 1.88% 95,602 1,980 2.07% 112,679 2,542 2.26%
Securities, nontaxable — — —% — — —% 1,747 14 0.80%
Nonmarketable equity
SECUTTLIES .evvveeieeieieeieeciene 1,146 52 4.54% 1,147 51 4.45% 1,407 60 4.26%
Interest-bearing deposits ......... 43,094 208 0.48% 28,921 67 0.23% 27,794 62 0.22%
Total earning assets.............. 342,258 12,368 3.61% 352,035 13,726 3.90% 392,985 16,095 4.10%
Cash and due from banks......... 1,854 3,096 2,874
Allowance for loan losses......... (4,413) (5,457) (7,715)
Premises and equipment .......... 15,117 18,516 20,572
Other assets........ccovvvveeveeeennnnn. 22,844 32,348 36,004
Total assets.......ccoveeeuveeeennne.. $ 377,660 $ 400,538 $ 444,720
LIABILITIES AND SHAREHOLDERS’ EQUITY
Deposits ...c.ccveeeverieieiiieenienee $ 281,712 2,045 0.73% $ 324,375 2,432 0.75% $ 371,865 2,995 0.81%
Borrowings 24,433 927 3.79% 35,338 2,022 5.72% 40,045 2,059 5.14%
Total interest-bearing
liabilities.........cccoeveveeenene 306,145 2,972 0.97% 359,713 4,454 1.24% 411,910 5,054 1.23%
Non-interest deposits 42,544 45,369 40,046
Other liabilities .........c..cccvevveennen. 4,394 6,690 5,614
Shareholders’ equity (deficit) ...... 24,577 (11,234) (12,850)
Total liabilities and
shareholders’ equity
(deficit)..oeeininieece, $ 377,600 $ 400,538 $ 444,720
Net interest income/interest rate
$ 9,39 2.64% $ 9272 2.66% $ 11,041 2.87%
2.75% 2.63% 2.81%
(1) Average loan balances include nonaccrual loans.
RATE/VOLUME ANALYSIS

Net interest income can also be analyzed in terms of the impact of changing rates and changing volume. The following table
describes the extent to which changes in interest rates and changes in the volume of earning assets and interest-bearing
liabilities have affected the Company’s interest income and interest expense during the periods indicated. Information on
changes in each category attributable to (i) changes due to volume (change in volume multiplied by prior period rate), (ii)
changes due to rates (changes in rates multiplied by prior period volume), and (iii) changes in rate and volume (change in rate
multiplied by the change in volume) is provided as follows:
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RATE/VOLUME ANALYSIS — continued

Rate/Volume Variance Analysis

2016 Compared to 2015 2015 Compared to 2014
Increase (Decrease) Increase (Decrease)
Due To Due To @®
December 31, (In thousands) Total Rate Volume Total Rate Volume
Interest-earning assets:
Interest-bearing deposits.......... $ 141 S 97 $ 44 3 5 8 2 3 3
Securities, taxable.................... (233) (180) (53) (562) (197) (365)
Securities, nontaxable.............. — — — (14) — (14)
Nonmarketable equity
SECUTILIES ..uvveeereeeerieevee e, 1 1 — 9 3 (12)
Loans ......coovveeeeieieeeeeee, (1,267) (187) (1,080) (1,789) (589) (1,200)
Total...coooeeeeeeeeee (1,358) (269) (1,089) (2,369) (781) (1,588)
Interest-bearing liabilities:
Deposits...cceeeeieieierieeeeieee, (387) (75) (312) (563) (198) (365)
Borrowings..........cccceveeeneenenn, (1,095) (572) (523) (37 887 (924)
Total...cooeeeeeeeeee (1,482) (647) (835) (600) 689 (1,289)
Net interest income............... $ 124§ 378  $ 254 $ (1,769 $ (1470) $ (299)

M Volume-rate changes have been allocated to each category based on a consistent basis between rate and volume.
RATE SENSITIVITY

Interest rates paid on deposits and borrowed funds and interest rates earned on loans and investment securities have generally
followed the fluctuations in market rates in 2016, 2015 and 2014. However, fluctuations in market interest rates do not
necessarily have a significant impact on net interest income, depending on the Company’s interest rate sensitivity position. A
rate-sensitive asset or liability is one that can be repriced either up or down in interest rate within a certain time interval.
When a proper balance exists between rate-sensitive assets and rate-sensitive liabilities, market interest rate fluctuations
should not have a significant impact on liquidity and earnings. The larger the imbalance, the greater the interest rate risk
assumed and the greater the positive or negative impact of interest fluctuations on liquidity and earnings.

Interest rate sensitivity management is concerned with the management of both the timing and the magnitude of repricing
characteristics of interest-earning assets and interest-bearing liabilities and is an important part of asset/liability management.
The objectives of interest rate sensitivity management are to ensure the adequacy of net interest income and to control the
risks to net interest income associated with movements in interest rates. The following table, “Interest Rate Sensitivity
Analysis,” indicates that, for periods less than one year, rate-sensitive liabilities exceeded rate-sensitive assets, resulting in a
liability sensitive position. For a bank with a liability-sensitive position, or negative gap, falling interest rates would generally
be expected to have a positive effect on net interest income, and rising interest rates would generally be expected to have the
opposite effect.

Maturities in the following table are based on the asset’s or liability’s sensitivity to changes in interest rates and therefore
differ from contractual maturities.

The following table presents the Company’s rate sensitivity at each of the time intervals indicated as of December 31, 2016
and may not be indicative of the Company’s rate-sensitivity position at other points in time:
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Interest Rate Sensitivity Analysis

RATE SENSITIVITY - continued

After One After Three Greater
Through Through Than One
December 31, 2016 Within One Three Twelve Within One Year or
(Dollars in thousands) Month Months Months Year Non-Sensitive Total
Assets
Interest-ecarning assets............oceeevernnns
LOAns ...co.eoeeieeeieieeeee e $ 46,486 § 14342 § 48,576  $§ 109,404 $ 105,708  § 215,112
21,023 10,822 14,956 46,801 62,987 109,788
Interest-bearing deposits in banks... 23,652 — — 23,652 — 23,652
Total earning assets..................... 91,161 25,164 63,532 179,857 168,695 348,552
Liabilities
Interest-bearing liabilities:
Interest-bearing deposits:
Demand deposits.........ccceevennnnenn 42,408 — — 42,408 — 42,408
Money Market and savings
depoSitS....cccveeierierieeieriieieienne 83,306 — — 83,306 — 83,306
Time deposits.......cccevveveeererennene 9,584 26,608 66,665 102,857 43,374 146,231
Total interest-bearing
deposits.....cevvereererierieiene 135,298 26,608 66,665 228,571 43,374 271,945
Repurchase agreements ...................... 1,983 1,983 1,983
FHLB Advances.........ccoccooevuveeevueeeennns — — — — 24,000 24,000
Total interest-bearing
liabilities......cccovevereerieiennen. $§ 137,281 $ 26,608 $ 66,665 $§ 230,554 $ 67,374  §$ 297,928
Period gap.............. . $§ (46,1200 $§ (1444 S (3,133) $ (50,697) $ 101,321 $ 50,624
Cumulative gap.......ccceeevevereereeerennne $ (46,1200 $§ (47,564) §  (50,697) $ (50,697) § 50,624
Ratio of cumulative gap to total
€AINING ASSELS ..vveuveeeeenieeereiereeeneennes (13.23)% (13.65)% (14.55)% (14.55)% 14.52%
After One After Three Greater
Through Through Than One
December 31, 2015 Within One Three Twelve Within One Year or
(Dollars in thousands) Month Months Months Year Non-Sensitive Total
Assets
Interest-earning assets
LOAns ...oceeeeeeeeieee e $ 55,634 § 18,491 $ 50,237 § 124362 §$ 85,005 § 209,367
Securities! .......cooeviviieierirerereeens 14,160 5,381 17,692 37,233 54,076 91,309
Interest-bearing deposits in banks.... 20,599 — — 20,599 — 20,599
Total earning assets...................... 90,393 23,872 67,929 182,194 139,081 321,275
Liabilities
Interest-bearing liabilities:
Interest-bearing deposits:
Demand deposits.........ccceeceeeeneee 40,478 — — 40,478 — 40,478
Money Market and savings
depOoSitS....cevuereerierieierieieienn, 76,200 — — 76,200 — 76,200
Time deposits 10,441 20,097 55,138 85,676 88,295 173,971
Total interest-bearing
deposits.....ccceevererereieeeee, 127,119 20,097 55,138 202,354 88,295 290,649
Repurchase agreements ...........c.cc.c..... 1,716 — — 1,716 — 1,716
FHLB Advances — — — — 17,000 17,000
Subordinated debentures...................... — — — — 11,062 11,062
Junior subordinated debentures............ — 6,186 — 6,186 — 6,186
Total interest-bearing
liabilities $§ 128835 § 26283 $ 55,138 $§ 210256 $ 116,357 $ 326,613
Period gap................ .. § (38442) § (2411) § 12,791 $§ (28,062) $ 22,724 §  (5,338)
Cumulative gap........ccceveverervererenennn, $§ (38442) $ (40,853) $  (28,062) $  (28,062) $ (5,338)
Ratio of cumulative gap to total
€arnNiNng aSSetS ......coeverververeeeeeeennenns (11.97)% (12.72)% (8.73)% (8.73)% (1.66)%

ISecurities are presented at amortized cost basis.

37



PROVISION FOR LOAN LOSSES

The provision for loan losses is charged to earnings based upon management’s evaluation of specific loans in its portfolio and
general economic conditions and trends in the marketplace. The Company sold $4.3 million of nonperforming loans in 2016
which were written down to fair value. The charge-offs resulting from the write downs primarily attributed to the provision
expense of $3.9 million recognized during the year ended December 31, 2016. No provision was recognized during the year
ended December 31, 2015 while a provision expense of $1.1 million was recognized for the year ended December 31, 2014.
Please refer to the section “Loan Portfolio” for a discussion of management’s evaluation of the adequacy of the allowance for
loan losses.

NONINTEREST INCOME

Noninterest income for the year ended December 31, 2016 was $20.6 million and includes a gain of $19.1 million recognized
on the redemption of the Company’s subordinated promissory notes and its junior subordinated debentures. Noninterest
income for 2016 also includes a loss of sale of loans of $224 thousand. A net gain of $736 thousand recognized on the sale of
three branch offices was included in net gains (losses) on sales of assets in noninterest income of $3.1 million for 2015.
During 2014, we received $940 thousand of proceeds from the Bank’s owned life insurance as a result of the passing of one
former director and one former insured employee which resulted in total noninterest income of $3.6 million. Excluding these
one-time benefits, noninterest income would be $1.7 million, $2.4 million, and $2.6 million, respectively for the years ended
December 31, 2016, 2015, and 2014. The decreases primarily relate to lower service charges on deposit accounts and lower
mortgage banking income although most categories of noninterest income also decreased.

NONINTEREST EXPENSES

Noninterest expenses increased $6.6 million or 52.3% from December 31, 2015 to December 31, 2016. In an effort to
expedite sales of OREOQ, the Company took significant write downs resulting in an increase to net cost of operations of other
real estate owned of $5.6 million for the year. Salaries and employee benefits increased $835 thousand or 15.5% for the year
ended December 31, 2016. A portion of this increase related to stock-based compensation expense of $185 thousand
recognized on restricted shares issued during 2016 and a $68 thousand contribution to the Company’s 401(k) plan. Other
operating expenses increased $984 thousand.

Noninterest expenses decreased from $13.7 million for 2014 to $12.6 million for 2015. Salaries and employee benefits were
$5.6 million for the year ended December 31, 2014 compared to $5.4 million for the year ended December 31, 2015. FDIC
insurance premiums decreased from $1.6 million for 2014 to $1.4 million for 2015. Expenses related to the operations of
other real estate owned decreased from $1.4 million for 2014 to $632 thousand for 2015.

INCOME TAXES

The Company recognized income tax expense of $610 thousand, $27 thousand and $78 thousand for the years ended
December 31, 2016, 2015 and 2014, respectively. Deferred tax assets are reduced by a valuation allowance, if based on the
weight of evidence available, it is more likely than not that some portion or all of a deferred tax asset will not be realized.
Management has determined that it is more likely than not that the deferred tax asset related to continuing operations at
December 31, 2016 will not be realized, and accordingly, has maintained a full valuation allowance. In the second quarter of
2016, it was determined that a full valuation allowance was no longer needed on deferred tax assets related to unrealized
losses on available for sale securities and as a result there was no allowance was recorded on approximately $59,000 of
deferred tax assets related to those losses. On December 31, 2016 however, net unrealized losses increased significantly due
to an increase in rates at year end and upon review of the deferred tax asset it was determined that a valuation allowance on
net unrealized losses on available for sale of securities of $1.2 million was warranted.

LIQUIDITY

Liquidity is the ability to meet current and future obligations through liquidation or maturity of existing assets or the
acquisition of additional liabilities. The Company manages both assets and liabilities to achieve appropriate levels of
liquidity. Cash and federal funds sold are the Company’s primary sources of asset liquidity. These funds provide a cushion
against short-term fluctuations in cash flow from both deposits and loans. The investment securities portfolio is the
Company’s principal source of secondary asset liquidity. However, the availability of this source of funds is influenced by
market conditions. Individual and commercial deposits are the Company’s primary source of funds for credit activities.
Although not historically used as principal sources of liquidity, secured federal funds purchased from correspondent banks
and advances from the FHLB are other options that may be available to management. Management believes that the
Company’s liquidity sources will enable it to successfully meet its long-term operating needs.
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LIQUIDITY - continued

The Bank has unused availability at the FHLB of $52.3 million and an unsecured line of credit with a correspondent bank
available for overnight borrowing totaling $9.0 million; however, the Bank’s greatest source of liquidity resides in its
unpledged securities portfolio. The book and market values of unpledged securities available-for-sale totaled $66.0 million
and $64.0 million, respectively, at December 31, 2016. This source of liquidity may be adversely impacted by changing
market conditions, reduced access to borrowing lines, or increased collateral pledge requirements imposed by lenders. The
Bank has implemented a plan to address these risks and strengthen its liquidity position. To accomplish the goals of this
liquidity plan, the Bank will maintain cash liquidity at a minimum of 4% of total outstanding deposits and borrowings. In
addition to cash liquidity, the Bank will also maintain a minimum of 15% off balance sheet liquidity. These objectives have
been established by extensive contingency funding stress testing and analytics that indicate these target minimum levels of
liquidity to be appropriate and prudent.

Comprehensive weekly and quarterly liquidity analyses serve management as vital decision-making tools by providing
summaries of anticipated changes in loans, investments, core deposits, and wholesale funds. These internal funding reports
provide management with the details critical to anticipate immediate and long-term cash requirements, such as expected
deposit runoff, loan and securities paydowns and maturities. These liquidity analyses act as a cash forecasting tool and are
subject to certain assumptions based on past market and customer trends. Through consideration of the information provided
in these reports, management is better able to effectively monitor the Bank’s liquidity position.

To better manage our liquidity position, management also stress tests our liquidity position on a semi-annual basis under two
scenarios: short-term crisis and a longer-term crisis. In the short term crisis, we would be cut off from our normal funding
along with the market in general. In this scenario, the Bank would replenish our funding through the most likely sources of
funding that would exist in the order of price efficiency. In the longer term crisis, we may be cut off from several of our
normal sources of funding as our Bank’s financial situation deteriorated. In such a case, we may not be able to utilize our
federal funds borrowing lines or renew any brokered CDs that became due, without FDIC approval, but would be allowed to
utilize our unpledged securities to raise funds in the reverse repurchase market or borrow from the FHLB. On a quarterly
basis, management monitors the market value of our securities portfolio to ensure its ability to be pledged if liquidity needs
should arise.

We believe our liquidity sources are adequate to meet our needs for at least the next 12 months.
IMPACT OF OFF-BALANCE SHEET INSTRUMENTS

The Company is a party to financial instruments with off-balance sheet risk in the normal course of business to meet the
financing needs of its customers. These financial instruments consist of commitments to extend credit and standby letters of
credit. Commitments to extend credit are legally binding agreements to lend to a customer at predetermined interest rates as
long as there is no violation of any condition established in the contract. Commitments generally have fixed expiration dates
or other termination clauses and may require payment of a fee. A commitment involves, to varying degrees, elements of
credit and interest rate risk in excess of the amount recognized in the balance sheets. The Company’s exposure to credit loss
in the event of nonperformance by the other party to the instrument is represented by the contractual notional amount of the
instrument. Since certain commitments are expected to expire without being drawn upon, the total commitment amounts do
not necessarily represent future cash requirements. Letters of credit are conditional commitments issued to guarantee a
customer’s performance to a third party and have essentially the same credit risk as other lending facilities. Standby letters of
credit often expire without being used. Management believes that through various sources of liquidity, the Company has the
necessary resources to meet obligations arising from these financial instruments.

The Company uses the same credit underwriting procedures for commitments to extend credit and standby letters of credit as
for on-balance-sheet instruments. The credit-worthiness of each borrower is evaluated and the amount of collateral, if deemed
necessary, is based on the credit evaluation. Collateral held for commitments to extend credit and standby letters of credit
varies but may include accounts receivable, inventory, property, plant, equipment, and income-producing commercial
properties, as well as liquid assets such as time deposit accounts, brokerage accounts, and cash value of life insurance.

The Company is not involved in off-balance sheet contractual relationships, other than those disclosed in this report, which it
believes could result in liquidity needs or other commitments or that could significantly impact earnings.
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IMPACT OF OFF-BALANCE SHEET INSTRUMENTS - continued

As of December 31, 2016, commitments to extend credit totaled $33.2 million and standby letters of credit totaled $444
thousand. The following table sets forth the length of time until maturity for unused commitments to extend credit and
standby letters of credit at December 31, 2016.

After One After Three

Within Through Through Within Greater
One Three Twelve One Than
(Dollars in thousands) Month Months Months Year One Year Total
Unused commitments to
extend credit........c.cccveveennene $ 1,534 $ 3865  § 11,056 $ 16455 $ 16,700 § 33,155
Standby letters of credit.......... — — 444 444 — 444
1771 $ 1,534 § 3,865 § 11,500 $ 16,899 § 16,700 § 33,599

IMPACT OF INFLATION AND CHANGING PRICES

The financial statements and related financial data presented herein have been prepared in accordance with generally
accepted accounting principles which require the measurement of financial position and operating results in terms of
historical dollars without considering changes in relative purchasing power over time due to inflation. Unlike most industrial
companies, virtually all of the assets and liabilities of a financial institution are monetary in nature. As a result, interest rates
generally have a more significant impact on a financial institution’s performance than does the effect of inflation.

While the effect of inflation on a bank is normally not as significant as its influence on those businesses that have large
investments in plant and inventories, it does have an effect. Interest rates generally increase as the rate of inflation increases,
but the magnitude of the change in rates may not be the same. While interest rates have traditionally moved with inflation,
the effect on income is diminished because both interest earned on assets and interest paid on liabilities vary directly with
each other unless the Company is in a high liability sensitive position. Also, general increases in the price of goods and
services will result in increased operating expenses.

CAPITAL RESOURCES

Shareholders’ equity improved from a deficit of $12.3 million at December 31, 2015 to positive equity of $35.3 million at
December 31, 2016. On April 11, 2016, the Company completed the 2016 private placement for net proceeds of $41.5
million and the Series T preferred stock and the CPP warrant were also repurchased for $129 thousand resulting in a gain on
redemption of $13.8 million recorded directly to retained earnings. On June 30, 2016, the Company completed the 2016
follow-on offering for net cash proceeds of approximately $1.4 million. Net income of $6.2 million was recognized for the
year ended December 31, 2016 as a result of the gain on extinguishment of subordinated promissory notes and junior
subordinated debentures partially offset by the recorded provision for loan losses and OREO write-downs. Unrealized losses
attributable to the available-for-sale securities portfolio also increased $1.7 million. These unrealized losses, net of tax, are
included in accumulated other comprehensive loss. Changes in the deferred tax asset related to unrealized losses in the
securities portfolio have no effect on income.

Total shareholders’ deficit increased from a deficit of $11.2 million at December 31, 2014 to a deficit of $12.3 million at
December 31, 2015. The increase in deficit of $1.1 million was primarily attributable to an increase in unrealized losses of
$763 thousand on our available-for-sale investment securities portfolio. The increase in unrealized losses was a result of the
rising interest rate environment relative to the interest rate environment in which the investment securities were purchased.
Management did not believe the unrealized losses represented an other-than-temporary impairment.

The Company uses several indicators of capital strength. The most commonly used measure is average common equity to
average assets (average equity divided by average total assets), which was 6.51% in 2016 compared to (2.80)% in 2015 and
(2.89)% in 2014. The following table shows the return on average assets (net income (loss) divided by average total assets),
return on average equity (net income (loss) divided by average equity), and average equity to average assets ratio for the
years ended December 31, 2016, 2015 and 2014.

2016 2015 2014

REtUIN ON AVETAZE ASSELS....eeruiiieiiiiiiiiiieiit ettt ettt ettt e esbeeesaee e 1.65% (0.06)%  0.07%
Return on average €qUILY ........cceceeeeieierierieniniene sttt s 25.41% n/a n/a
EQUItY t0 @SSELS TATIO ....eeutieiiieiieitieieee ettt st 6.51% (2.80)% (2.89)%



CAPITAL RESOURCES - continued

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

Quantitative measures established by regulation to ensure capital adequacy require the Company and the 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 1250%. Tier 1 capital consists of common shareholders’ equity, excluding the unrealized gain or loss on
securities available-for-sale, minus certain intangible assets. Tier 2 capital consists of the allowance for loan losses subject to
certain limitations. Total capital for purposes of computing the capital ratios consists of the sum of Tier 1 and Tier 2 capital.
The Company and the Bank are also required to maintain capital at a minimum level based on quarterly average assets, which
is known as the leverage ratio.

In July 2013, the federal bank regulatory agencies issued a final rule that has revised their risk-based capital requirements and
the method for calculating risk-weighted assets to make them consistent with certain standards that were developed by Basel
IIT and certain provisions of the Dodd-Frank Act. The final rule applies to all depository institutions, such as the Bank, and
bank holding companies and savings and loan holding companies with total consolidated assets of more than $1 billion,
which we refer to below as “covered” banking organizations. Bank holding companies with $1 billion or less in total
consolidated assets, such as the Company, are not subject to the final rule. Effective March 31, 2015, the Bank was required
to implement the new Basel 111 capital standards (subject to the phase-in for certain parts of the new rules).

The approved rule includes a new minimum ratio of common equity Tier 1 capital to risk-weighted assets (“CET1”) of 4.5%
and a capital conservation buffer of 2.5% of risk-weighted assets, which when fully phased-in, effectively results in a
minimum CET1 ratio of 7.0%. Basel III also raises the minimum ratio of Tier 1 capital to risk-weighted assets from 4.0% to
6.0% (which, with the capital conservation buffer, effectively results in a minimum Tier 1 capital ratio of 8.5% when fully
phased-in), effectively results in a minimum total capital to risk-weighted assets ratio of 10.5% (with the capital conservation
buffer fully phased-in), and requires a minimum leverage ratio of 4.0%. Basel I1I also makes changes to the risk weights for
certain assets and off-balance sheet exposures. Finally, CET1 includes accumulated other comprehensive income (which
includes all unrealized gains and losses on available-for-sale debt and equity securities), subject to a transition period and a
one-time opt-out election. The Bank elected to opt-out of this provision. As such, accumulated comprehensive income is not
included in the Bank’s Tier 1 capital.

The Bank is subject to various regulatory capital requirements administered by the federal banking agencies. To be
considered “well-capitalized” under these requirements, the Bank must maintain total risk-based capital of at least 10%, Tier
1 capital of at least 8%, and a leverage ratio of at least 5%. To be considered “adequately capitalized” under these capital
guidelines, the Bank must maintain a minimum total risk-based capital of 8%, with at least 6% being Tier 1 capital. In
addition, the Bank must maintain a minimum Tier 1 leverage ratio of at least 4%.

The recently terminated Consent Order required the Bank to achieve and maintain Tier 1 capital at least equal to 8% and total
risk-based capital at least equal to 10%. Although the Bank is no longer subject to the Consent Order as of its termination on
October 26, 2016, the Bank must continue to maintain Tier 1 capital at least equal to 8% and total risk-based capital at least
equal to 10%.
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CAPITAL RESOURCES - continued

If a bank is not well capitalized, it cannot accept brokered deposits without prior FDIC approval. In addition, a bank that is
not well capitalized cannot offer an effective yield in excess of 75 basis points over interest paid on deposits of comparable
size and maturity in such institution’s normal market area for deposits accepted from within its normal market area, or
national rate paid on deposits of comparable size and maturity for deposits accepted outside the Bank’s normal market area.
Moreover, the FDIC generally prohibits a depository institution from making any capital distributions (including payment of
a dividend) or paying any management fee to its parent holding company if the depository institution would thereafter be
categorized as undercapitalized. Undercapitalized institutions are subject to growth limitations (an undercapitalized
institution may not acquire another institution, establish additional branch offices or engage in any new line of business
unless determined by the appropriate federal banking agency to be consistent with an accepted capital restoration plan, or
unless the FDIC determines that the proposed action will further the purpose of prompt corrective action) and are required to
submit a capital restoration plan. The agencies may not accept a capital restoration plan without determining, among other
things, that the plan is based on realistic assumptions and is likely to succeed in restoring the depository institution’s capital.
In addition, for a capital restoration plan to be acceptable, the depository institution’s parent holding company must guarantee
that the institution will comply with the capital restoration plan. The aggregate liability of the parent holding company is
limited to the lesser of an amount equal to 5.0% of the depository institution’s total assets at the time it became categorized as
undercapitalized or the amount that is necessary (or would have been necessary) to bring the institution into compliance with
all capital standards applicable with respect to such institution as of the time it fails to comply with the plan. If a depository
institution fails to submit an acceptable plan, it is categorized as significantly undercapitalized.

Significantly undercapitalized categorized depository institutions may be subject to a number of requirements and
restrictions, including orders to sell sufficient voting stock to become categorized as adequately capitalized, requirements to
reduce total assets, and cessation of receipt of deposits from correspondent banks. The appropriate federal banking agency
may take any action authorized for a significantly undercapitalized institution if an undercapitalized institution fails to submit
an acceptable capital restoration plan or fails in any material respect to implement a plan accepted by the agency. A critically
undercapitalized institution is subject to having a receiver or conservator appointed to manage its affairs and for loss of its
charter to conduct banking activities.

An insured depository institution may not pay a management fee to a bank holding company controlling that institution or
any other person having control of the institution if, after making the payment, the institution would be undercapitalized. In
addition, an institution cannot make a capital distribution, such as a dividend or other distribution, that is in substance a
distribution of capital to the owners of the institution if following such a distribution the institution would be
undercapitalized. Thus, if payment of such a management fee or the making of such would cause a bank to become
undercapitalized, it could not pay a management fee or dividend to the bank holding company.
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CAPITAL RESOURCES - continued

The following table summarizes the capital amounts and ratios of the Company and the Bank at December 31, 2016, 2015,
and 2014.

December 31, 2016 2015 2014
(Dollars in thousands)
The Company
THEE 1 CAPIAL...ovivieiceiiceete ettt ettt ettt et ne e $ 38,586 $ (10,642) $ (10,402)
TIET 2 CAPILAL...eeniieiiiiieitee ettt ettt eee 3,111 — —
Total qUalifying Capital...........occcvevivieririiieriieieicieecetee et $ 41,697 $ (10,642) $ (10,402)
Risk-adjusted total assets (including off-balance sheet exposures) ............cccueene.. $ 248261  $ 256,713  $287,892
Tier 1 risk-based capital ratio..........cccecieevieiierieriieiieiereee e eee e 15.54% (4.15)% (3.61)%
Total risk-based capital Tatio........c.ccvveierierieriieieete e 16.80% (4.15)% (3.61)%
Tier 1 IEVETAZE TAtI0 ...eeuveeieeeiesiieie ettt ette ettt ettt ssesnaesnaesseeseensesnnes 10.15% (2.87)% (2.36)%
The Bank
Common equity Tier 1 apital........c.cceivveveieiiieiieieeeeeteeeeeee e § 37,721 § 12,135 n/a
THEE 1 CAPILAL...ocviiieietiieeietie ettt ettt b et ne e $ 37,721 $ 12,135 $ 10,911
THET 2 CAPTLAL ...eeeieeiieeee ettt e 3,112 3,267 3,622
Total qUalifying Capital..........ccccovvvveuiiireriieieiceeeeeteeee et $ 40,833 § 15402 § 14,533
Risk-adjustment total assets (including off-balance sheet exposures).................... $ 248,316 $260,024 $287,598
Common equity Tier 1 capital Tatio ........cceeceereerceerieneeie e 15.19% 4.67% n/a
Tier 1 risk-based capital ratio..........cceeverieieriierienieie e 15.19% 4.67% 3.79%
Total risk-based capital 1atio..........cceceeverieriinininiininireeeeeeeneee e 16.44% 5.92% 5.05%
Tier 1 1eVErage ratio......cccoeverieiririieieeeienestese ettt s 9.95% 3.28% 2.53%

At December 31, 2016, the Company and Bank exceeded all minimum regulatory capital requirements.

The Company does not anticipate paying dividends for the foreseeable future, and all future dividends will be dependent on
the Company’s financial condition, results of operations, and cash flows, as well as capital regulations and dividend
restrictions from the Federal Reserve Bank of Richmond, the FDIC, and the State Board.

INVESTMENT PORTFOLIO

Management classifies investment securities as either held-to-maturity or available-for-sale based on our intentions and the
Company’s ability to hold them until maturity. In determining such classifications, securities that management has the
positive intent and the Company has the ability to hold until maturity are classified as held-to-maturity and carried at
amortized cost. All other securities are designated as available-for-sale and carried at estimated fair value with unrealized
gains and losses included in shareholders’ equity on an after-tax basis. As of December 31, 2016, 2015 and 2014, all
securities were classified as available-for-sale.

The portfolio of available-for-sale securities increased $16.8 million, or 18.8%, from $89.7 million at December 31, 2015 to
$106.5 million at December 31, 2016. The portfolio decreased $17.0 million from December 31, 2014 to December 31, 2015.
Our securities portfolio consisted primarily of high quality mortgage securities, government agency bonds, and high quality
municipal bonds. As of December 31, 2016, the amortized cost of the available-for-sale investment securities portfolio
exceeded fair value by $3.3 million. This unrealized loss is believed to be temporary and a result of the current interest rate
environment.
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INVESTMENT PORTFOLIO - continued

The following tables summarize the carrying value of investment securities as of the indicated dates and the weighted-
average yields of those securities at December 31, 2016.

December 31, 2016
(in thousands) Amortized Cost Due
Due After One After Five
Within Through Through After Ten Market
One Year Five Years Ten Years Years Total Value
Investment securities
Government sponsored
ENLETPIISES ..vvevveuvenrenreneennes $ — 3 249 $ 2,000 $ 6,240 $ 8,489 § 8,409
Mortgage-backed
SECUTILIES...cvveeeiiineeeeeeeenns — — 19,824 66,570 86,394 83,998
State and political
subdivisions...........ccceeeenee. — — 11,924 2,981 14,905 14,122
Total oo $ — 3 249 § 33,748 § 75791 $§ 109,788 $§ 106,529
Weighted average yields
Government sponsored
(3117515 0) & R IR —% 2.60% 2.13% 1.31%
Mortgage-backed securities .. —% —% 2.11% 1.70%
State and political
Subdivisions............cceeunenne —% —% 2.38% 2.77%
Total ..ooeeeiiiieeieee —% 2.60% 2.20% 1.71% 1.87%
Book Market
December 31, 2015 (in thousands) Value Value
Investment securities
Government SPONSOTEA ENEETPIISES ....vveverurerurerrrereriereiestreteesessessaesseesseesessesseesseesseenseessesssens $ 36,720 $§ 36,032
Mortgage-backed SECUTILIES .....eiuvervieriieieiieeierte et ete st et et esteeeaessaesseesseensesnaesneesseesseenseenseensenns 53,368 52,445
State and political SUDAIVISIONS.........eerverrierierieriierie e eee st et ettt etesaeseaesseesseeseeseennesnnesneenns 1,221 1,224
171 USRS PPSTUSI $ 91,309 § 89,701
Book Market
December 31, 2014 (in thousands) Value Value
Investment securities
Government SPONSOTEA ENEETPIISES .......euverververrerrerterterseereeteaessessessessessesseeseensansessassessesseeseaseenns $§ 40952 § 40,082
Mortgage-backed SECUTIILIES ... .eeuueiuieieieetiieeiierte ettt ettt ettt ettt et e et e s e eneesaeesaeeeeeneeenee e 65,328 65,348
State and political SUDAIVISIONS..........covieviiieiieitieiieee ettt eeeste e reereesbeesaeseeesaeennas 1,239 1,244
TOLAL ..ttt ettt bt bttt a e a bttt ehe bt en e en e et e teebeeaeebeeneeneas $§ 107,519 § 106,674

LOAN PORTFOLIO

Our loan portfolio increased $5.7 million from December 31, 2015 to December 31, 2016 due to our improved capital
position allowing us to cease following our prior strategic plan of decreasing total assets. The loan portfolio decreased $26.2
million and $20.9 million in 2015 and 2014, respectively. Net loans charged-off during 2016 were $4.8 million compared to
$1.2 million in 2015 and $4.7 million in 2014. Loan balances transferred to other real estate owned were $796 thousand for
2016 compared to $4.1 million for 2015.

In an effort to reduce nonperforming assets and problem loans that continued to be a strain on the Company’s resources and
capital, the Company sold $4.3 million of nonperforming and problem loans and $854 thousand in other real estate owned,
resulting in $2.9 million in charge-offs and $854 thousand of losses on the sale of properties. This sale was an effort to reduce
overall risk within the Bank.
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LOAN PORTFOLIO - continued

The primary component of our loan portfolio is loans collateralized by real estate, which made up approximately 82.0% of
our loan portfolio at December 31, 2016. These loans are secured generally by first or second mortgages on residential,
agricultural or commercial property. Commercial loans and consumer loans account for 15.7% and 2.3% of the loan portfolio
at December 31, 2016, respectively.

The following table sets forth the composition of the loan portfolio by category for the five years ended December 31, 2016
and highlights the Company’s general emphasis on mortgage lending.

December 31, 2016 2015 2014 2013 2012
(Dollars in thousands)
Real estate:

Commercial construction and land

development.........ccoevevveereevierienierienreneane $ 22981 $ 30,532 $§ 31470 $ 38899 § 58,274
Other commercial real estate..................... 81,894 70,759 82,382 91,551 103,061
Residential construction ...........cccecoeuvee.... 731 2,342 2,838 3,038 2,422
Other residential ...........ccccoceeevieieeieeriene, 70,713 72,739 81,730 81,297 89,184

Commercial and industrial............................ 33,800 27,881 30,894 33,711 41,200
CONSUITIET ......cuviereeereeeeeeeeeereeereeereeereeeeereeeneas 4,993 5,114 6,229 7,928 8,093

§ 215112 § 209,367 § 235543 $§ 256,424 § 302,234

Maturities and Sensitivity of Loans to Changes in Interest Rates:

The following table summarizes the loan maturity distribution, by type, at December 31, 2016 and related interest rate
characteristics:

Over
One Year

December 31, 2016 One Year Through Over Five

(Dollars in thousands) or Less Five Years Years Total
Commercial 18al EStALE. ......vveueeeeeeeeeeeeeeeeeeeeeeeeeeereeeeeeesnes $ 23542 % 54,245 $ 27,088 $ 104,875
ReSIdential .........ocueveieeiiieieieeee e 20,540 28,818 22,086 71,444
COMMETCIAL ...vvvviiiiiiiiiee e 15,381 11,047 7,372 33,800
CONSUIMIET ...ttt e e e e e e eataeeeeeeesnaees 1,151 3,290 552 4,993

$ 60614 § 97,400 $§ 57,098 § 215,112

Loans maturing after one year with:

FIXEA INEEIESE TATES ...ttt ettt e e et e e e et e et e e et eeeaeeeeaeeeeaeeeeaeeseaeeeaaeesaeesaneeanes $ 137,846
FLOALING TNLETESE TALES ....euveevieuieuieiesteete ettt et et et et et e besteeteeaees e e e e bebeseeebeeseense s e sebeeseebeeneeneeneensansansensenseneens 16,652
$ 154,498

Risk Elements

The recent economic recession resulted in increased loan delinquencies, defaults and foreclosures within our loan portfolio.
The declined real estate market during this time had a significant impact on the performance of our loans secured by real
estate. In some cases, this downturn resulted in a significant impairment to the value of our collateral and our ability to sell
the collateral upon foreclosure. The real estate collateral in each case provides an alternate source of repayment in the event
of default by the borrower and may deteriorate in value during the time the credit is extended. While economic conditions
and real estate in our primary markets have improved since the end of the economic recession, there can be no assurance that
this improvement will continue or that our local markets will not experience another economic decline. Deterioration in the
real estate market could cause us to adjust our opinion of the level of credit quality in our loan portfolio. Such a
determination may lead to an additional increase in our provision for loan losses, which could also adversely affect our
business, financial condition, and results of operations.
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LOAN PORTFOLIO - continued

Past due payments are often one of the first indicators of a problem loan. We perform a continuous review of our past due
report in order to identify trends that can be resolved quickly before a loan becomes significantly past due. We determine past
due and delinquency status based on the contractual terms of the note. When a borrower fails to make a scheduled loan
payment, we attempt to cure the default through several methods including, but not limited to, collection contact and
assessment of late fees.

Generally, a loan will be placed on nonaccrual status when it becomes 90 days past due as to principal or interest, or when
management believes, after considering economic and business conditions and collection efforts, that the borrower’s financial
condition is such that collection of the loan is doubtful. When a loan is placed in nonaccrual status, interest accruals are
discontinued and income earned but not collected is reversed. Cash receipts on nonaccrual loans are not recorded as interest
income, but are used to reduce principal. If the borrower is able to bring the account current and establish a pattern of keeping
the loan current for a specified time period, the loan is then placed back on regular accrual status.

For loans to be in excess of 90 days delinquent and still accruing interest, the borrowers must be either remitting payments
although not able to get current, liquidation on loans deemed to be well secured must be near completion, or the Company
must have a reason to believe that correction of the delinquency status by the borrower is near. The amount of both
nonaccrual loans and loans past due 90 days or more were considered in computing the allowance for loan losses as of
December 31, 2016.

Nonperforming loans include nonaccrual loans and loans past due 90 days or more and still accruing interest. Nonperforming
assets include nonperforming loans plus other real estate that we own as a result of loan foreclosures.

Nonperforming loans have declined since 2012 as we have sought to identify and aggressively work through our credit
issues. The Company sold $4.3 million in nonperforming loans in a bulk sale during 2016 in an effort to quickly reduce
nonperforming asset levels. As a result, nonperforming loans as of December 31, 2016 decreased $6.7 million or 76.8% to
$2.0 million, and were 0.9% of total loans. Nonperforming loans were $8.7 million, or 4.2% of total loans, as of December
31,2015 and $11.8 million at December 31, 2014.

Nonperforming assets also continued to decrease. Increased write-downs were taken on OREO properties in 2016 in an effort
to expedite sales at values less than market value to reduce nonperforming assets. Proceeds from the sales of OREO
properties for the year ended December 31, 2016 were $6.0 million. The Company also recognized write-downs of $5.7
million for the year ended December 31, 2016. Nonperforming assets totaled $4.9 million at December 31, 2016 compared to
$22.4 million at December 31, 2015 and $31.3 million at December 31, 2014. As a percentage of total assets, nonperforming
assets were 1.3%, 6.2%, and 7.4% as of December 31, 2016, 2015, and 2014, respectively.

The following table summarizes nonperforming assets for the five years ended December 31, 2016:

Nonperforming Assets 2016 2015 2014 2013 2012
(Dollars in thousands)
Nonaccrual 10ans .........ocveeveeveeeeeeeeeeeennne. $ 2,025 $ 8,742 § 11,661 $§ 10,631 $ 22,567
Loans past due 90 days or more and still
ACCTUING INTETEST.ccuvevneeeieiieiieiceiericeiene — — 170 — 157
Total nonperforming loans..................... 2,025 8,742 11,831 10,631 22,724
Other real estate owned .........cccoconnee... 2,887 13,624 19,501 24,972 19,464
Total nonperforming assets ................... $ 4912 $ 22366 $ 31332 § 35603 $ 42,188
Nonperforming assets to total assets...... 1.31% 6.19% 7.43% 8.19% 9.00%
Nonperforming loans to total loans ....... 0.94% 4.18% 5.02% 4.15% 7.52%
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LOAN PORTFOLIO - continued
Credit Risk Management

Another method used to monitor the loan portfolio is credit grading. Credit risk entails both general risk, which is inherent in
the process of lending, and risk that is specific to individual borrowers. The management of credit risk involves the processes
of loan underwriting and loan administration. The Company seeks to manage credit risk through a strategy of making loans
within the Company’s primary marketplace and within the Company’s limits of expertise. Although management seeks to
avoid concentrations of credit by loan type or industry through diversification, a substantial portion of the borrowers’ ability
to honor the terms of their loans is dependent on the business and economic conditions in Horry and Georgetown Counties in
South Carolina and Columbus and Brunswick Counties in North Carolina. While economic conditions and real estate in our
primary markets have improved since the end of the economic recession, a return of recessionary conditions could result in
the deterioration of the quality of our loan portfolio and reduce our level of deposits, which in turn would have a negative
impact on our business. Additionally, since real estate is considered by the Company as the most desirable nonmonetary
collateral, a significant portion of the Company’s loans are collateralized by real estate; however, the cash flow of the
borrower or the business enterprise is generally considered as the primary source of repayment. Generally, the value of real
estate is not considered by the Company as the primary source of repayment for performing loans. The Company also seeks
to limit total exposure to individual and affiliated borrowers. The Company seeks to manage risk specific to individual
borrowers through the loan underwriting process and through an ongoing analysis of the borrower’s ability to service the debt
as well as the value of the pledged collateral.

The Company’s loan officers and loan administration staff are charged with monitoring the Company’s loan portfolio and
identifying changes in the economy or in a borrower’s circumstances which may affect the ability to repay the debt or the
value of the pledged collateral. In order to assess and monitor the degree of risk in the Company’s loan portfolio, several
credit risk identification and monitoring processes are utilized. The Company assesses credit risk initially through the
assignment of a risk grade to each loan based upon an assessment of the borrower’s financial capacity to service the debt and
the presence and value of any collateral. Commercial and Consumer loans are individually graded at origination and credit
grades are reviewed on a regular basis in accordance with our loan policy. Credit grading is adjusted during the life of the
loan to reflect economic and individual changes having an impact on the borrowers’ abilities to honor the terms of their
commitments. Management uses the risk grades as a tool for identifying known and inherent losses in the loan portfolio and
for determining the adequacy of the allowance for loan losses.

The following table summarizes management’s internal credit risk grades, by portfolio class, as of December 31, 2016.

Commercial

(Dollars in thousands) Commercial Real Estate Consumer  Residential Total
Grade 1 - Minimal ..........ccccoveevevvennnnn. $ 1,781  § — 3 383  § — 3 2,164
Grade 2 —ModesSt.......oeveeeveevvciieeeeeenne. 934 122 112 573 1,741
Grade 3 — Average......cccceeeeeeeeeeneeennen. 2,226 13,877 84 6,588 22,775
Grade 4 — Satisfactory .........cccceeereeneene 19,973 58,149 3,971 45,208 127,301
Grade 5 —Watch.......cocooevvieeiiicinen, 7,125 21,807 234 11,531 40,697
Grade 6 — Special Mention ................... 1,484 900 140 1,517 4,041
Grade 7 — Substandard...............c.......... 277 10,020 69 6,027 16,393
Grade 8 — Doubtful .........ccooeeevereevnennen. — — — — —
Grade 9 — LOSS....ooovuieeriicrieereeeieeee — — — — —

Total Loans ......ccoeeveveveveeveeeeeenne, $ 33,800 $ 104,875  $ 4993 § 71,444 $§ 215,112
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The following table summarizes management’s internal credit risk grades, by portfolio class, as of December 31, 2015.

Commercial

(Dollars in thousands) Commercial Real Estate Consumer  Residential Total
Grade 1 - Minimal .........c.covevvveeneennnnen. $ 975  $ — 3 434 3 — 3 1,409
Grade 2 —Modest........cooovvveevveeeinnen. 561 1,024 37 277 1,899
Grade 3 — Average ......ccceeeveeeveeveneeennnn. 4,934 5,620 218 4,716 15,488
Grade 4 — Satisfactory ........c.cceevervennenn. 14,693 58,549 4,031 53,187 130,460
Grade 5 —Watch.......cooevvveeiieiieen, 2,445 9,654 152 2,988 15,239
Grade 6 — Special Mention ................... 992 6,321 98 3,544 10,955
Grade 7 — Substandard......................... 3,281 20,123 144 10,369 33,917
Grade 8 — Doubtful ..........cceeeveriennennnn. — — — — —
Grade 9 —LOSS....ooovuieecieeeiieeeeeeeeeee — — — — —

Total Loans .......ccccveeeeeeereeeneennnnne. $ 27,881 $ 101,291  § 5114  § 75,081 $ 209,367

Loans graded one through four are considered “pass” credits. As of December 31, 2016 and 2015, approximately $154.0
million, or 71.6%, and $149.3 million, or 71.3%, respectively, of the loan portfolio had a credit grade of “minimal”,

“modest”, “average” or “satisfactory.” For loans to qualify for this grade, they must be performing relatively close to
expectations, with no significant departures from the intended source and timing of repayment.

Loans with a credit grade of “watch” and “special mention” are not considered classified; however, they are categorized as a
watch list credit and are considered potential problem loans. This classification is utilized by us when we have an initial
concern about the financial health of a borrower. These loans are designated as such in order to be monitored more closely
than other credits in our portfolio. We then gather current financial information about the borrower and evaluate our current
risk in the credit. We will then either reclassify the loan as “substandard” or back to its original risk rating after a review of
the information. There are times when we may leave the loan on the watch list, if, in management’s opinion, there are risks
that cannot be fully evaluated without the passage of time, and we determine to review the loan on a more regular basis.
Loans on the watch list are not considered problem loans until they are determined by management to be classified as
substandard. As of December 31, 2016, loans with a credit grade of “watch” and “special mention” totaled $44.7 million. As
of December 31, 2015, those loans totaled $26.2 million. The increase in watch loans was primarily due to the upgrade of
classified loans. Watch list loans are considered potential problem loans and are monitored as they may develop into problem
loans in the future.

Classified loans are loans graded “substandard”, “doubtful”, and “loss.” At December 31, 2016 and 2015, classified loans
totaled $16.4 million and $33.9 million, respectively. Classified loans collateralized by real estate totaled $16.0 million and
$30.5 million, respectively, at December 31, 2016 and 2015.

Total troubled debt restructurings (“TDRs”) at December 31, 2016 were $19.7 million. TDRs totaling $10.1 million were
graded as classified loans, of which $8.9 million were considered to be performing at December 31, 2016. Total TDRs at
December 31, 2015 were $29.1 million, all graded as classified loans, of which $23.6 million were considered to be
performing. Classified loans are evaluated for impairment on a quarterly basis.

We identify impaired loans through our normal internal loan review process. A loan is considered impaired when, based on
current information and events, it is probable that we will be unable to collect the scheduled payments of principal or interest
when due, according to the contractual terms of the loan agreement. Factors considered by management in determining
impairment include payment status, collateral value, and the probability of collecting scheduled principal and interest
payments when due. Impairment is measured on a loan-by-loan basis by calculating either the present value of expected
future cash flows discounted at the loan’s effective interest rate, the loan’s obtainable market price, or the fair value of the
collateral, less selling costs, if the loan is collateral dependent. If the measurement of the impaired loan is less than the
recorded investment in the loan (including accrued interest, net of deferred loan fees or costs), an impairment is recognized
by establishing or adjusting an existing allocation of the allowance, or by recording a partial charge-off of the loan to its fair
value. When an impaired loan is ultimately charged-off, the charge-off is taken against the specific reserve, if any.
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Impaired loans are valued on a nonrecurring basis at the lower of cost or market value of the underlying collateral, less any
selling costs, or based on the net present value of cash flows. For loans valued based on collateral, market values were
obtained using independent appraisals, updated every 18 to 24 months, in accordance with our reappraisal policy, or other
market data such as recent offers to the borrower. At December 31, 2016, the recorded investment in impaired loans was
$21.6 million, compared to $33.9 million and $41.4 million at December 31, 2015 and 2014, respectively. This reduction in
impaired loans was due to the sale of nonperforming loans as well as the upgrade of loans due to improved financial
condition.

TDRs are loans which have been restructured from their original contractual terms and include concessions that would not
otherwise have been granted outside of the financial difficulty of the borrower. Concessions can relate to the contractual
interest rate, maturity date, or payment structure of the note. As part of our workout plan for individual loan relationships, we
may restructure loan terms to assist borrowers facing challenges in the current economic environment. The purpose of a TDR
is to facilitate ultimate repayment of the loan.

At December 31, 2016 and 2015, the principal balance of TDRs totaled $19.7 million and $29.1 million, respectively. At
December 31, 2016, $18.4 million of these restructured loans were performing as expected under the new terms, and $1.3
million were considered nonperforming and evaluated for reserves on the basis of the fair value of the collateral. At
December 31, 2015, $23.6 million of these restructured loans were performing as expected under the new terms, and $5.5
million were considered nonperforming and evaluated for reserves on the basis of the fair value of the collateral. A TDR can
be removed from nonperforming status once there is sufficient history of demonstrating the borrower can service the credit
under market terms. We currently consider sufficient history to be approximately six months. In addition, there are times
when a loan previously considered a TDR was restructured under a new agreement that does not qualify as a TDR. This
includes restructurings whereby the customer is no longer in financial difficulty and the restructured terms offer no
concessions from the original loan terms. During 2016, there were $2.2 million in TDRs that were restructured into new
agreements that no longer qualified as TDRs.

A rollforward of TDRs for the years ended December 31, 2016 and 2015 is presented below:

TDRs 2016 2015

(Dollars in thousands)

Balance, beginning of PEriod .......cc.veeviiieiieriiiiiiie ettt ettt et reenbeesae e $§ 29,062 § 33,166
NeW TDRS and AdVANCES .....ooeiioeriieiceieieeeieee ettt eee e et e e e e eaeeeseareeeenneeeeenneeas 1,893 1,393
REPAYIMENLS ...ttt ettt ettt saeeste e b e esbeesbeesbessaesbeesseensesnsesseesseenses (3,642) (2,688)
RECLASSITRA ...ttt sttt et et e et e et et e te e seebeenneeneeeneenns (2,163) —
Charged-off and foreclosed TDRS.........cccovvciiiiieiieiiee et (2,579) (2,809)
SOLIA ..ttt ettt ettt ettt et b ettt b ettt b ettt b e st et b e st ese b esses e bessesebenaeseans (2,896) —

Balance, end 0F PEIIOQ ..........c.oiviiieuieicieieieetceeeeteee ettt ettt $§ 19675 $§ 29,062

Provision and Allowance for Loan Losses

We have established an allowance for loan losses through a provision for loan losses charged to expense on our statements of
operations. The allowance represents an amount which management believes will be adequate to absorb probable losses on
existing loans that may become uncollectible. We do not allocate specific percentages of our allowance for loan losses to the
various categories of loans but evaluate the adequacy on an overall portfolio basis utilizing several factors. The primary
factor considered is the credit risk grading system, which is applied to each loan. The amount of both nonaccrual loans and
loans past due 90 days or more is also considered. The historical loan loss experience, the size of our lending portfolio,
changes in the lending policies and procedures, changes in volume or type of credits, changes in volume/severity of problem
loans, quality of loan review and board of director oversight, concentrations of credit, and peer group comparisons, and
current and anticipated economic conditions are also considered in determining the provision for loan losses. The amount of
the allowance is adjusted periodically based on changing circumstances. Recognized losses are charged to the allowance for
loan losses, while subsequent recoveries are added to the allowance.

We regularly monitor past due and classified loans. However, it should be noted that no assurances can be made that future
charges to the allowance for loan losses or provisions for loan losses may not be significant to a particular accounting period.
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LOAN PORTFOLIO - continued

Our judgment as to the adequacy of the allowance is based upon a number of assumptions about future events which we
believe to be reasonable, but which may or may not prove to be accurate. Because of the inherent uncertainty of assumptions
made during the evaluation process, there can be no assurance that loan losses in future periods will not exceed the allowance
for loan losses or that additional allocations will not be required. Our losses will undoubtedly vary from our estimates, and
there is a possibility that charge-offs in future periods will exceed the allowance for loan losses as estimated at any point in
time.

During 2016, we introduced certain enhancements to our allowance for loan loss model and methodology that, in
management’s opinion, provide a better estimate and an allowance for loan loss which better reflects the inherent loss in the
loan portfolio. The most significant enhancement was the implementation of a new third party software for the calculation of
the allowance for loan losses. While this change did not result in an overall change in methodology, it did allow management
to further analyze the portfolio. Additionally, as we regularly review the look back period being used for the calculation of
historical losses, we determined that the historic look back period for all loan types should be increased to twelve quarters.
During 2012, the Bank changed the historic look back period from twelve quarters to six quarters as management believed
this reduced look back period more accurately reflected the loss history of the loan portfolio during those stressed economic
conditions. As economic conditions have improved and the overall risk profile of the loan portfolio has changed, it was
determined that the historic look back period should be increased back to twelve quarters to present an estimated risk and loss
consistent with expectations. This change in the look back period resulted in an increase in reserves of approximately
$570,000.

At December 31, 2016, $643 thousand of the allowance was reserved for impaired loans compared to $1.1 million at
December 31, 2015 and $1.9 million at December 31, 2014. Net loan charge-offs increased from $1.2 million for the year
ended December 31, 2015 to $4.8 million for the year ended December 31, 2016 after decreasing from $4.7 million for the
year ended December 31, 2014. The Company sold $4.3 million of loans receivable in 2016. The loans were recorded at fair
value which also represented the contract value. Differences between the carrying values and contract values were charged
off through the allowance for loan losses when the loans were transferred to held for sale and represent a significant portion
of charge-offs in 2016.

The following table presents the Allowance for Loan Losses by loan category and the loan category as a percentage of total
loans. Allocation of a portion of the allowance to one category of loans does not preclude its availability to absorb losses in
other categories.

December 31,

2016 2015 2014 2013 2012
(in thousands) $ %W $ %\ $ %D $ %W $ %W
Commercial ............. $ 400 157% $ 952 13.3% $ 597 13.1% $ 1,020 13.1% $§ 1,982 13.6%
Commercial Real
Estate......cccccv..... 2,291 48.8% 2,543 48.3% 3,591 48.3% 5,312 50.9% 7,587 53.4%
Consumer................. 103 2.3% 80 2.5% 185 2.7% 144 3.1% 124 2.7%
Residential ............... 956 33.2% 1,026 35.9% 1,414 359% 2,967 32.9% 4,457 30.3%

$ 3,750 100.0% $ 4,601 100.0% $ 5,787 100.0% $ 9,443 100.0% $ 14,150 100.0%

(1) Loan category as a percentage of total loans.
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LOAN PORTFOLIO - continued
The following table summarizes the activity related to our allowance for loan losses.

Summary of Loan Loss Experience

(Dollars in thousands) 2016 2015 2014 2013 2012
Total loans outstanding at end of period..................... $ 215112  $209,367 $ 235543 $ 256,424 $ 302,234
Average loans outstanding..............cccceeveveeirrereenannn. $ 205,048 $ 226,365 $ 249358 $ 280,208 $ 337,445
Balance of allowance for loan losses at
beginning of Period .........ccoevererieireeireneeeeeeas $ 4601 $§ 5787 § 9443 § 14,150 $§ 21,178
Charge offs:
Real State ......ocoeeeieiiiic e (5,404) (1,713) (5,620) (5,568) (15,193)
Commercial ........ccceevveieirieieeeeee e, (1,132) (539) (1,068) (1,691) (3,242)
Consumer and credit card............cccoevververeecrennenen. (72) (81) (343) (217) (106)
Total charge-offs ........cccevevieirenieirieceenene (6,608) (2,333) (7,031) (7,476) (18,541)
Recoveries:
Real €State ....ooooviieiiiieiiieeeeeeeee e 373 910 1,727 3,494 687
CommErcial ......oooovviiiiiiieiieiee e 1,382 200 549 724 284
Consumer and credit card..........ccoceveveneeienienennne 79 37 38 48 12
Total charge-offs .......ccceeevveveivciiiiiieeee e 1,834 1,147 2,314 4,266 983
Net charge-offs.......ccooeieirecirineeieceeee (4,774) (1,186) (4,717) (3,210) (17,558)
Provision charged to operations............ccceceveeveenennne. 3,923 — 1,061 (1,497) 10,530
Balance of allowance for loan losses at end of period $ 3,750 $ 4,601 $§ 5787 $ 9443 $§ 14,150
Ratios:
Net charge-offs to average loans outstanding.......... 2.33% 0.52% 1.89% 1.15% 5.20%
Net charge-offs to loans at end of year.................... 2.22% 0.57% 2.00% 1.25% 5.81%
Allowance for loan losses to average loans............. 1.83% 2.03% 2.32% 3.37% 4.19%
Allowance for loan losses to loans at end of year ... 1.74% 2.20% 2.46% 3.68% 4.68%
Net charge-offs to allowance for loan losses........... 127.31% 25.78% 81.51% 33.99% 124.08%
Net charge-offs to provisions for loan losses .......... 121.69% n/a 444.58% n/a 166.74%
AVERAGE DAILY DEPOSITS

The following table summarizes our average daily deposits during the years ended December 31, 2016, 2015, and 2014.
These totals include time deposits $100 thousand and over. At December 31, 2016 time deposits $100,000 and over totaled
$103.6 million. Of this total, scheduled maturities within three months were $28.4 million; over three through 12 months
were $41.0 million; and over 12 months were $34.2 million.

Brokered deposits as of December 31, 2016 totaled $5.2 million and all were less than $100 thousand and mature within
twelve months. As of December 31, 2015, we had no brokered deposits compared to $14.1 million as of December 31, 2014.
When needed, we may also look to secondary sources of liquidity such as proceeds from FHLB advances and Qwickrate CDs.

2016 2015 2014
Average Average Average
Average Rate Average Rate Average Rate
(Dollars in thousands) Amount Paid Amount Paid Amount Paid
Noninterest-bearing demand......................... $ 42544 na $ 45369 na $ 40,046 n/a
Interest-bearing transaction accounts............ 39,586 0.17% 41,510 0.15% 41,010 0.17%
Money market savings account..................... 69,804 0.47% 75,880 0.44% 81,688 0.44%
Other savings acCoOUnts .........ccccevververernennenn 11,639 0.25% 10,754 0.25% 9,862 0.25%
Time deposits........ccovevererenereninineneneniens 160,683 1.01% 196,231 1.02% 239,305 1.06%
Total average deposits ........cccvevveveeenene $ 324,256 $ 369,744 $§ 411,911
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ADVANCES FROM THE FEDERAL HOME LOAN BANK

The following table summarizes the Company’s FHLB borrowings for the years ended December 31, 2016, 2015 and 2014.

Maximum Weighted
Outstanding Average
at any Average Interest Balance
(Dollars in thousands) Month End Balance Rate December 31
2016
Advances from Federal Home Loan Bank........................ $ 24,000 $ 18,186 2.50% $ 24,000
2015
Advances from Federal Home Loan Bank........................ $ 17,000 $ 17,000 344% $ 17,000
2014
Advances from Federal Home Loan Bank........................ $ 22000 $ 21,685 3.44% $ 17,000

Advances from the FHLB are collateralized by one-to-four family residential mortgage loans, certain commercial real estate
loans, certain securities in the Bank’s investment portfolio and the Company’s investment in FHLB stock. Although we
expect to continue using FHLB advances as a secondary funding source, core deposits will continue to be our primary
funding source. Of the $24.0 million advances from the FHLB outstanding at December 31, 2016, $9.0 million have
scheduled principal reductions in 2018, $5.0 million in 2019 and the remainder in 2020. As a result of negative financial
performance indicators, there is a risk that the Bank’s ability to borrow from the FHLB could be curtailed or eliminated.
Although to date the Bank has not been denied advances from the FHLB, the Bank has had its collateral maintenance
requirements altered to reflect the increase in our credit risk. Thus, we can make no assurances that this funding source will
continue to be available to us.

SUBORDINATED DEBENTURES

On July 31, 2010, the Company completed a private placement of subordinated promissory notes that totaled $12.1 million.
The notes bore interest at a rate equal to the current Prime Rate in effect, as published by the Wall Street Journal, plus 3%;
provided, that the rate of interest shall not be less than 8% per annum or more than 12% per annum. The subordinated notes
were structured to fully count as Tier 2 regulatory capital on a consolidated basis.

The Federal Reserve Bank of Richmond prohibited the Company from paying interest due on the subordinated notes
beginning October 2011 and, as a result, the Company had deferred interest payments in the amount of approximately $5.3
million at the time of redemption on April 11, 2016, as described below.

During 2013, $1.0 million of the subordinated notes were canceled by the holder as part of a settlement of litigation between
the holder, the Bank, and the Company. The Company was obligated to contribute capital in this amount to the Bank when it
was able and did so immediately following the closing of the 2016 private placement. The forgiveness of this debt was
recognized in 2013 as noninterest income in the consolidated statements of operations.

Effective as of September 16, 2015, the Company, the Bank, and certain other defendants entered into a class action
settlement agreement in potential settlement of the putative class action lawsuit initiated by three holders of the Company’s
subordinated promissory notes, on behalf of themselves and as representatives of a class of similarly situated purchasers of
the Company’s subordinated promissory notes, with respect to alleged wrongful conduct associated with purchases of the
subordinated promissory notes, including fraud, violation of state securities statutes, and negligence. On March 2, 2016, the
Court of Common Pleas for the Fifteenth Judicial District, State of South Carolina, County of Horry entered a final order of
approval approving the class action settlement agreement.

On April 11, 2016, immediately following the closing of the 2016 private placement, the Company established a settlement
fund of approximately $2.4 million, which represented 20% of the principal of subordinated promissory notes issued by the
Company. The proceeds of the fund were used to redeem the subordinated promissory notes held by class members. Also on
April 11, 2016, the Company settled, pursuant to previously executed binding settlement agreements, with the subordinated
promissory note holders who opted out of the class action settlement. These settlements, including the class action settlement,
constituted the full satisfaction of the principal and interest owed on, and required the immediate dismissal of all pending
litigation related to, the respective subordinated promissory notes. In each case, the Company and the Bank also obtained a
full and complete release of all claims asserted or that could have been asserted with respect to the subordinated promissory
notes. The redemption gain realized on this settlement was approximately $12.8 million.
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TRUST PREFERRED SECURITIES

On December 21, 2004, the HCSB Financial Trust (the “Trust”) issued $6.0 million floating rate trust preferred securities
with a maturity of December 31, 2034. In accordance with current accounting standards, the Trust has not been consolidated
in these financial statements. The Company received from the Trust the $6.0 million proceeds from the issuance of the
securities and the $186 thousand initial proceeds from the capital investment in the Trust and, accordingly, has shown the
funds due to the Trust as a $6.2 million junior subordinated debenture offset by debt issuance costs. The current regulatory
rules allow certain amounts of junior subordinated debentures to be included in the calculation of regulatory capital.

The Federal Reserve Bank of Richmond prohibited the Company from paying interest due on the trust preferred securities
beginning February 2011 and as a result, the Company had deferred interest payments in the amount of approximately $958
thousand due and payable at the time of redemption on April 11, 2016, as described below.

As described in Note 1 to our financial statements, on February 29, 2016, the Company entered into a securities purchase
agreement with Alesco for the repurchase of all the trust preferred securities for an aggregate cash payment of $600 thousand
plus reimbursement of attorneys’ fees and other expenses incurred by Alesco not to exceed $25 thousand. Alesco also agreed
to forgive any and all unpaid interest on the trust preferred securities.

On March 16, 2016, the Company received a notice of default from The Bank of New York Mellon Trust Company, N.A., in
its capacity as trustee, relating to the trust preferred securities. The notice of default related specifically to the Indenture dated
December 21, 2004, by and among the Company and The Bank of New York Mellon Trust Company, N.A., successor-in-
interest to JP Morgan Chase Bank, National Association, under which the Company issued the trust preferred securities. As
permitted by the Indenture, the Company previously exercised its right to defer interest payments on the trust preferred
securities for 20 consecutive quarterly payment periods. The Company’s right to defer such interest payments expired on
March 15, 2016, at which time all deferred payments of interest became due and payable. The Company did not pay such
deferred interest at the end of the permitted deferral period, constituting an event of default under the Indenture, and therefore
pursuant to the Indenture, the trustee provided this notice of default. However, under the Indenture, the principal amount of
the trust preferred securities, together with any premium and unpaid accrued interest, would only become due upon such an
event of default if the trustee or Alesco declared such amounts due and payable by written notice to the Company.

On April 11, 2016, immediately following the closing of the 2016 private placement, the Company repurchased all of the
outstanding trust preferred securities for $600 thousand, plus reimbursement of approximately $17 thousand in third party
legal expenses. The redemption gain realized on this settlement was approximately $6.3 million.

SERIES T PREFERRED STOCK

In March 2009, in connection with the CPP, the Company issued to the U.S. Treasury 12,895 shares of the Company’s Series
T preferred stock. The Series T preferred stock had a dividend rate of 5% for the first five years and 9% thereafter, and had a
call feature after three years.

In connection with the sale of the Series T preferred stock, the Company also issued to the U.S. Treasury the CPP Warrant to
purchase up to 91,714 shares of the Company’s common stock at an initial exercise price of $21.09 per share.

The Series T preferred stock and the CPP Warrant were sold to the U.S. Treasury for an aggregate purchase price of $12.9
million in cash. The purchase price was allocated between the Series T preferred stock and the CPP Warrant based upon the
relative fair values of each to arrive at the amounts recorded by the Company. This resulted in the Series T preferred stock
being issued at a discount which was amortized on a level yield basis as a charge to retained earnings over an assumed life of
five years.

As required under the CPP, dividend payments on and repurchases of the Company’s common stock were subject to certain
restrictions. For as long as the Series T preferred stock was outstanding, no dividends could be declared or paid on the
Company’s common stock until all accrued and unpaid dividends on the Series T preferred stock were fully paid. In addition,
the U.S. Treasury’s consent was required for any increase in dividends on common stock before the third anniversary of
issuance of the Series T preferred stock and for any repurchase of any common stock except for repurchases of common
shares in connection with benefit plans.
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SERIES T PREFERRED STOCK - continued

Beginning in February 2011, the Federal Reserve Bank of Richmond required the Company to defer dividend payments on
the 12,895 shares of the Series T preferred stock. Therefore, for each quarterly period beginning in February 2011, the
Company notified the U.S. Treasury of its deferral of quarterly dividend payments on the Series T preferred stock. The
amount of each of the Company’s quarterly interest payments was approximately $161 thousand through March 2014 and
then increased to $290 thousand. At the time the shares were repurchased on April 12, 2016, as described below, the
Company had $5.1 million of deferred dividend payments due on the Series T preferred stock, $398 thousand of which had
previously been shown as accrued preferred dividends on the Company’s statement of operations for 2016.

On April 12, 2016, the Company repurchased all 12,895 shares of the outstanding Series T preferred stock from the U.S.
Treasury for $129 thousand. The U.S. Treasury also canceled the CPP Warrant. The redemption gain realized on this
settlement was approximately $13.8 million and was recorded in retained deficit.

ACCOUNTING AND FINANCIAL REPORTING ISSUES

We have adopted various accounting policies, which govern the application of accounting principles generally accepted in the
United States in the preparation of our financial statements. Our significant accounting policies are described in the footnotes
to the consolidated financial statements for the year ended December 31, 2016. Certain accounting policies involve
significant judgments and assumptions by us which have a material impact on the carrying value of certain assets and
liabilities. We consider these accounting policies to be critical accounting policies. The judgments and assumptions we use
are based on historical experience and other factors, which we believe to be reasonable under the circumstances. Because of
the nature of the judgments and assumptions we make, actual results could differ from these judgments and estimates which
could have a material impact on our carrying values of assets and liabilities and our results of operations.

We believe the allowance for loan losses is a critical accounting policy that requires significant judgment and estimates used
in preparation of our consolidated financial statements. Refer to the portion of this discussion that addresses our allowance
for loan losses for a description of our processes and methodology for determining our allowance for loan losses.

The determination of the value of other real estate owned is also considered a critical accounting policy as management must
use significant judgment and estimates when considering the reasonableness of the value.

The income tax provision is also an accounting policy that requires judgment as the Company seeks strategies to minimize
the tax effect of implementing their business strategies. The Company’s tax returns are subject to examination by both federal
and state authorities. Such examinations may result in assessment of additional taxes, interest and penalties. As a result, the
ultimate outcome, and the corresponding financial statement impact, can be difficult to predict with accuracy.

Fair value determination and other-than-temporary impairment is subject to management’s evaluation to determine if it is
probable that all amounts due according to contractual terms will be collected to determine if any other-than-temporary
impairment exists. The process of evaluating other-than-temporary impairment is inherently judgmental, involving the
weighing of positive and negative factors and evidence that may be objective or subjective.

Item 7A. Quantitative and Qualitative Disclosures about Market Risk.

Not required.
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Item 8. Financial Statements and Supplementary Data.

N

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Shareholders
HCSB Financial Corporation and Subsidiary
Loris, South Carolina

We have audited the accompanying consolidated balance sheets of HCSB Financial Corporation and Subsidiary (the
“Company”) as of December 31, 2016, 2015, and 2014, and the related consolidated statements of operations, comprehensive
income (loss), changes in shareholders’ equity, and cash flows for the years then ended. These consolidated financial
statements are the responsibility of the Company’s management. Our responsibility is to express an opinion on these
consolidated financial statements based on our audits.

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

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the financial
position of HCSB Financial Corporation and Subsidiary as of December 31, 2016 2015, and 2014, and the results of their
operations and their cash flows for the years then ended, in conformity with U.S. generally accepted accounting principles.

/s/ Elliott Davis Decosimo, LLC

Columbia, South Carolina
March 3, 2017
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HCSB FINANCIAL CORPORATION AND SUBSIDIARY
CONSOLIDATED BALANCE SHEETS

December 31,

(Dollars in thousands except share amounts) 2016 2015 2014
Assets:
Cash and cash equivalents:
Cash and due from DANKS ........c.ooviiiiieieeieeeeeeeeeeeeeeee et $ 25429 § 22,137 $ 28,527
Investment securities:
Securities available-for-sale..............oooviviiiiieieeiii e 106,529 89,701 106,674
Nonmarketable equity SECUIIIES ... .....evvierverierieiieierieeie e eeereeeeeereeaeseeeeeas 1,345 1,330 1,342
Total INVEStMENT SECUTTLIES ......vvveeeerieeeeeeeeeeeteeeeeeeee e e eee e e e et e eeeareeeeennees 107,874 91,031 108,016
L0ans 1€CRIVADIE.........cooeeiiieeee e 215,112 209,367 235,543
Less allowance for 10an [0SSES .........cccvervieiiieriierieeciee et ere e sve s (3,750) (4,601) (5,787)
) QY Vo TSI 1< SO 211,362 204,766 229,756
Premises, furniture and equipment, NEt ...........ccooeerirrierierieie e 14,314 15,917 20,292
Accrued INterest reCEIVADIE ........vvvviiiiiiieeeeec e 1,303 1,745 1,973
Cash value of 1ife INSUTANCE .......ooeiiiiiiiiiiiiiieeeeeeeee e 11,643 11,319 11,002
Other real €State OWIEd ......ocvviiiiieie ettt aaee e 2,887 13,624 19,501
OTNET @SSEES w.vviiiiieiiiiiee ettt e e e e et e e e e e eee e eeeeeeeeesestaneeeeeessnnraanees 1,122 884 2,380
TOLAL ASSEES. ¢ veveeeeereeeeeeeeeeee et et eeeeeeeteeseeeeeseee st et et eseeeesseaneseeeneeteeeesensesnesaeas $ 375,934 $361,423 $ 421,447
Liabilities:
Deposits:
Noninterest-bearing transaction aCCOUNLS ...........cocveveerrvererieeerereeeeereeesereseeeenens $ 41,324 $ 40,182 $ 40,172
Interest-bearing transaction aCCOUNLS........cc.eeruerierieriieieeiesieese e 42,408 40,478 44,283
Money market SaVINgs ACCOUNTS .......eeuverrieriieierieriierie et ete st ee e eneene 71,486 65,806 75,811
Other SAVINEGS ACCOUNLS ......cc.eeitieiiriientientieieeterteenteete et sbeesbeeste e e eeeesaeenaeeneeens 11,820 10,394 10,272
Time deposits $250 aNd OVET ........ccveevieviivieeiieceeeee e 18,510 23,236 26,036
Other tiMe AEPOSIES ...vievviieieerieiieiietteete et ettt et re e e sreesteesaeeseereesaeesbeenreens 127,721 150,735 194,763
TOtAl AEPOSILS ...vevieiieieeeiiceie ettt ettt ettt e st esaeebeesae e ees 313,269 330,831 391,337
Repurchase agre@ments ..........ecveeeeieereeeieiie sttt eaaesaees 1,983 1,716 1,612
Advances from the Federal Home Loan Bank ..............cccccoevvviiiiiviiiiiiiecccneen. 24,000 17,000 17,000
Subordinated dEDENTUIES .......c...eeeieueeeeeerieeeeeeee e et e e — 11,021 11,011
Junior subordinated debENtUIES .........cccveeiiiiieeeiieee e — 6,117 6,113
Accrued Interest PAYADIC .......c.eecverierieii e e 155 5,958 4,583
Other THADIIEIES .....vveeeeveeceeeeceeeeeee ettt e e eare e e reeenreeenreeenneean 1,200 1,030 1,038
TOtal HHADIIITIES ...ttt ettt ettt ae e et eeeree e 340,607 373,673 432,694

Commitments and contingencies (Notes 5, 13, & 14)

Shareholders’ Equity:
Preferred stock, $0.01 par value; 5,000,000 shares authorized; Series A, no

shares issued and OUtStANAING ........ccevvieriiriierieiee e — — —
Series T, no shares issued and outstanding at December 31, 2016; 12,895
shares issued and outstanding at December 31, 2015 and 2014 .................... — 12,895 12,895

Common stock, Voting, $0.01 par value; 500,000,000 shares authorized;

405,232,383, 3,846,340 and 3,816,340 issued and outstanding at

December 31, 2016, 2015 and 2014, reSpectively ........cccoceverereneeieieieeens 4,053 38 38
Common stock, Non-voting, $0.01 par value; 150,000,000 shares authorized;

90,531,557 shares issued and outstanding at December 31, 2016; no shares

issued and outstanding at December 31, 2015 and 2014 .........cceovevvvevierenn. 905 — —
CaPItAl SUMPIUS ..ottt ettt st sttt 68,411 30,220 30,214
CommONn StOCK WAITANT ...........oooeiiieieeiriee i eeeeeeeeee e eeree e eeaeeeeeenneeeas — 1,012 1,012
Retained defiCit ....o..eveieriiiiieieiecee e (34,783) (54,807) (54,561)
Accumulated other comprehensive 10SS .........cocuveeerieriiieniereeeeeee e (3,259) (1,608) (845)

Total shareholders’ equity (AefiCit)........ccerierirriiieiiee e 35,327 (12,250) (11,247)

Total liabilities and shareholders’ equity (deficit) ......ccccooeereiveenieiieiieieee $ 375,934 $361,423 $ 421,447

The accompanying notes are an integral part of the consolidated financial statements.
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HCSB FINANCIAL CORPORATION AND SUBSIDIARY

CONSOLIDATED STATEMENTS OF OPERATIONS

Years ended December 31,

(Dollars in thousands except share amounts) 2016 2015 2014
Interest income:
Loans, including fees..........cocuerieiieiieieiiereee e $ 10,361 $ 11,628 13,417
Investment securities:
TAXADIE ..ot 1,747 1,980 2,542
TaAX-CXEIMPL .eevrreeirieeiieeieeiieeeteesteesreesbeesteeestaeesseesseeenseesnsaaenseeans — — 14
Nonmarketable equity SECUTILIES........ccvervvereeriieieiieie e 52 51 60
Other INtereSt INCOME .......eeverueeuieiienieieieie ettt 208 67 62
TOLAL 1. 12,368 13,726 16,095
Interest expense:
DIEPOSIES ..ttt 2,045 2,432 2,995
BOITOWINGS .....veiieiieii ettt sttt ae s ee st esseenseennesneenseens 927 2,022 2,059
TOtAL 1. 2,972 4,454 5,054
Net interest inCOME .................cccoooiiiiiiiiiiiiii e 9,396 9,272 11,041
Provision for 10an 10SSES ...........eeieueeieeeieeeeee e 3,923 — 1,061
Net interest income after provision for loan losses .......................... 5,473 9,272 9,980
Noninterest income:
Service charges on deposit aCCOUNLS ........cceeeereiereerieeieriereeree e 706 744 880
Net gains on sales of securities available-for-sale...........c.ccccceoeeneen. 68 232 201
Mortgage banking iNCOME..........cceeueierieriereieeeeeeeeceeeeee e 48 181 229
Other fees and COMMISSIONS......cc.eeuieierierierieeieee et 309 404 438
Brokerage COMMISSIONS ......ccveeverrierieererreiiesieesieeeeseeesseeseessessnenseens 13 85 79
Income from cash value of life insurance.............ccccoeeverveniiecieeeennenns 441 431 440
Net gains (losses) on sales 0f aSSELS ......vvvvvvvereeriieiieiieriere e (222) 717 6
Gain from early extinguishment of debt..........c.ccoccviriiiiiiiiiiiinnnne 19,115 — —
Proceeds from bank owned life insurance...........cccoceeevvecieriieciencinnnnnne — — 940
Other Operating INCOME ..........eeverieriieieeie ettt eee e 136 341 343
TOLAL 1.ttt eas 20,614 3,135 3,556
Noninterest expenses:
Salaries and employee benefits ..........coceeveeierieiiereeere e 6,218 5,383 5,606
NEt OCCUPANCY ...ttt ettt et et et e 1,036 1,122 1,220
Furniture and eqUiPmMeNt ............ccceeeveeiiiieiieieenieeee e eaeeneens 900 1,011 1,023
Net cost of operations of other real estate owned............ccccveveennennen. 6,266 632 1,411
FDIC inSurance premiumS.........eeveeeveerreeesueesveeenseessveesseesssessnseesnnes 740 1,391 1,574
Other OpPerating EXPENSES ......eeverreerreerrerrereerreesseeseeseesseesseesseseessenns 4,071 3,087 2,915
TOLAL 1.t 19,231 12,626 13,749
Net income (loss) before income taxes................coccoeoeriiiiiiinniennne 6,856 (219) (213)
INCOME tAX EXPENSE ...vvvienrieeniieeiiesiiieeieeciteeeteesiteestesteeeaeesbeesbeeeaes 610 27 78
Net inCome (I0SS) ......c..oeevieiiiiiiieeiiecieeee e s be e 6,246 (2406) (291)
Preferred dividends and accretion of preferred stock............cccceueuee. — (1,512) (1,112)
Gain on redemption of preferred shares ...........ccccoevveeiinieniecienienn, 13,778 — —
Net income (loss) available to common shareholders ....................... $ 20,024 $ (1,758) (1,403)
Net income (loss) per common share, basic...................ccccoooeeenan. $ 007 $ (0.46) (0.37)
Net income (loss) per common share, diluted........................co......... $ 007 $ (0.46) (0.37)
Weighted average common shares outstanding
BaSIC .ttt 301,460,946 3,823,244 3,770,355
DIHIULEA . 307,252,250 3,823,244 3,770,355

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

-57-



HCSB FINANCIAL CORPORATION AND SUBSIDIARY
CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME (LOSS)

Years ended December 31,
(Dollars in thousands) 2016 2015 2014

Net income (loss) $ 6,246 $ (246) $ (291)
Other comprehensive income (loss):
Unrealized gains (losses) on securities available-for-sale:

Unrealized holding gains (losses) arising during the period.................... (1,583) (531) 5,629

Reclassification to realized gains..........cccceeeverererenenieieeeeee e (68) (232) (201)
Other comprehensive income (10SS)..............ccoocverieriieiiiniienieeeeeeeee, (1,651) (763) 5,428
Comprehensive income (10SS).................coovvveuriiieieeeietieeeeeeeeeees e $ 4595 $  (1,009) $ 5,137

The accompanying notes are an integral part of the consolidated financial statements.
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(Dollars in thousands)
Balance, December 31, 2013

Net 10SS ..o
Other comprehensive income
Sale of common stock ...........
Accretion of preferred stock
to redemption value...........
Balance, December 31, 2014

Net 10SS ..vvevveieviiirecieeeeeenes
Other comprehensive loss .....
Sale of common stock ...........
Balance, December 31, 2015

Net inCome.......ooeveeeeereennnne
Redemption of Series T
preferred stock and
CPP Warrant .....................
Issuance of Series A
preferred stock...................
Issuance of common stock ....
Stock issuance costs ..............
Issuance of restricted stock ...
Stock conversion ...................
Stock-based compensation
CXPENSE ..vvneerverevcneerieeennes
Other comprehensive loss .....
Balance, December 31, 2016

HCSB FINANCIAL CORPORATION AND SUBSIDIARY
CONSOLIDATED STATEMENTS OF CHANGES IN SHAREHOLDERS’ EQUITY

Years ended December 31, 2016, 2015 and 2014

Accumulated
Common Other
Common Stock Stock Preferred Stock Capital Retained Comprehensive

Shares Amount Warrant Shares Amount  Surplus Deficit Income (Loss) Total
3,738,337 $ 37 § 1,012 12,895 $ 12,838 $ 30,157 $ (54,213) $ (6,273) $ (16,442)
— — — — — — (291) — (291)
— — — — — — — 5,428 5,428
78,003 1 — — — 57 — — 58
— — — — 57 — (57) — —
3,816,340 38 1,012 12,895 12,895 30,214 (54,561) (845) (11,247)
— — — — — — (246) — (246)
— — — — — — — (763) (763)
30,000 — — — — 6 — — 6
3,846,340 38 1,012 12,895 12,895 30,220 (54,807) (1,608) (12,250)
— — — — — — 6,246 — 6,246
— — (1,012) (12,895)  (12,895) — 13,778 — (129)
— — — 905,316 9 9,044 — — 9,053
373,636,043 3,737 — — — 33,627 — — 37,364
_ (3,491) (3,491)

27,750,000 278 — — — (278) —

90,531,557 905 —  (905,316) ) (896) — — —
— — — — 185 — — 185
— — — — — — — (1,651) (1,651)
495,763,940 $ 4958 $ — 3 — $ 68411 $ (34,783) $ (3,259) $ 35,327

The accompanying notes are an integral part of the consolidated financial statements.
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HCSB FINANCIAL CORPORATION AND SUBSIDIARY
CONSOLIDATED STATEMENTS OF CASH FLOWS

(Dollars in thousands) Years ended December 31,
2016 2015 2014

Cash flows from operating activities:
Net INCOME (J0SS) ..vevvirierieiieiieticte ettt ettt ettt ettt et ea et e s e eteesseeseerseveersenneas $ 6,246 $ 246) $ (291)
Adjustments to reconcile net income (loss) to net cash provided by
(used by) operating activities:

Provision fOr 10an LOSSES ......c.eeeevuiieeeiuieeieeie et 3,923 — 1,061
Depreciation expense 659 742 789
Stock COMPENSALION EXPEIISC.....uvievrerrerreerierrierresiensreteeeesesseesesseesesseessesseseessens 185 — —
Amortization, net of accretion On INVESTMENTS .........c.eevvvieveeerieeieeereeereeeereeereeenns 432 153 266
Amortization of debt issuance costs 2 — —
Gains on sales of securities available-for-sale.............cccooviivieriiecieniicie s (68) (232) (201)
(Gains) losses on sales of other real estate owned..........cccoeoveverieninienenceienne. (90) (333) 26
Write-downs of other real estate owned..................... 5,665 226 317
Net gain on sale of branches ..................... — (736) —
Loss on sale of loans ..........cocceeveeeinennene 224 — —
Net (gains) losses on sale of other assets... 2) 19 (6)
Gain from early extinguishment of debt.... (19,115) — —
Decrease in accrued interest receivable..........cooeoeiiiriienenincnnne 442 228 224
Income (net of mortality costs) on cash value of life insurance ..... (324) (317) —
(Increase) decrease in other assets......... (646) 1,491 1,708
Increase in accrued interest payable...... 429 1,383 1,278
Increase (decrease) in other liabilities .........ocverveeierierereeniieieie e 170 22 (56)
Net cash (used by) provided by operating activities.........ccoververreerereereennenne. (1,868) 2,400 5,115
Cash flows from investing activities:
Purchases of securities available-for-sale ............ccccoevievieriiieniecieeee e (80,655) (22,879) (59,354)
Maturities, calls and paydowns of securities available-for-sale .. 36,711 15,842 19,822
Proceeds from sales of securities available-for-sale.................... 25,101 23,326 32,823
(Purchase) redemptions of nonmarketable equity securities .... (15) 12 401
Net (increase) decrease in loans to Customers.............oceeveeneen. (11,315) 15,204 13,981
Net sales (purchases) of premises, furniture and equipment.... 944 (244) 279)
Net cash paid in branch sale..........cccccevvevirieniniienecieeeeene — (23,933) —
Proceeds from sales of other real estate owned.............ccoveevvvevieeceecieecieeieereenen. 5,958 10,042 7,311
Net cash (used by) provided by investing activities ..........ccocereereenerieereneene. (23,271) 17,370 14,705
Cash flows from financing activities:
Net increase in demand deposits and SAVINGS .........ccceevvereerieiierieneeieenieeiesieeeenens 10,178 7,188 7,033
Net decrease in time deposits (27,740) (33,458) (21,740)
Net increase in repurchase agreements ..........ccceceeererierieireeenenesecee e seeene 267 104 275
Net change in advances from Federal Home Loan Bank ...........cccoceoeiiiiiinineene 7,000 — (5,000)
Redemption of subordinated debentures............c.ceevuevueenenne (3,454) — —
Redemption of junior subordinated debentures... 617) — —
Redemption of Series T preferred stock and CPP Warrant....... (129) — —
Issuance of Series A preferred StocK........cccevveeieviererienieienne 9,053 — —
Issuance of common stock................. 37,364 6 58
StOCK 1SSUANCE COSTS.uvreurirrrierrieiereereriesseeseesaessessnenseasnenes (3,491) — —
Net cash provided by (used by) financing activities ..........cccceerereeereseneeenne. 28,431 (26,160) (19,374)
Net increase (decrease) in cash and cash equivalents ..................c...coocooiiiinnn. 3,292 (6,390) 446
Cash and cash equivalents, beginning of year 22,137 28,527 28,081
Cash and cash equivalents, end of year............ $ 25429 % 22,137  § 28,527
Supplemental information:
Cash Paid fOr INEETEST .......eveeireeeiieieirieeiieei ettt seeiens $ 2,543 $ 3,079 § 3,776

Cash paid fOor iNCOME tAXES ........eveieririiieieiei ettt ettt be s s aens $ 645 $ 16 3 78

Supplemental noncash investing and financing activities:
Transfers of loans to other real estate OWned............ccoevvvveieeeeieeceeceeeeeeeeeeeeene $ 796 4,058 $ 2,183
Change in unrealized gains (losses) on securities available-for-sale $ (1,651) $ (763) $ 5,428

L Ed

The accompanying notes are an integral part of the consolidated financial statements.
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HCSB FINANCIAL CORPORATION AND SUBSIDIARY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1 - ORGANIZATION, SIGNIFICANT ACCOUNTING POLICIES AND RECENT DEVELOPMENTS

Basis of Presentation and Consolidation - The accompanying consolidated financial statements include the accounts of
HCSB Financial Corporation (the “Company’’) which was incorporated on June 10, 1999 to serve as a bank holding company
for its wholly owned subsidiary, Horry County State Bank (the “Bank™). The Bank was incorporated on December 18, 1987,
and opened for operations on January 4, 1988. The principal business activity of the Company is to provide commercial
banking services in Horry and Georgetown Counties, South Carolina, and in Columbus and Brunswick Counties, North
Carolina. The Bank is a state-chartered bank, and its deposits are insured by the Federal Deposit Insurance Corporation (the
“FDIC”). HCSB Financial Trust I (the “Trust™) is a special purpose subsidiary organized for the sole purpose of issuing trust
preferred securities. The trust preferred securities were redeemed in the second quarter of 2016. The operations of the Trust
were not consolidated in the financial statements prior to the dissolution.

Management’s Estimates - In preparing the consolidated financial statements, management is required to make estimates
and assumptions that affect the reported amounts of assets and liabilities as of the balance sheet date and income and
expenses for the period. Actual results could differ significantly from those estimates.

Material estimates that are particularly susceptible to significant change relate to the determination of the allowance for loan
losses, including valuation allowances for impaired loans, and the carrying amount of real estate acquired in connection with
foreclosures or in satisfaction of loans. 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 additions to the
allowance may be necessary based on changes in local economic conditions. In addition, regulatory agencies, as an integral
part of their examination process, periodically review the Company’s allowances for losses on loans and foreclosed real
estate. Such agencies may require the Company 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 losses on loans and foreclosed real estate may change materially in the near term.

Investment Securities - Investment securities available-for-sale owned by the Company are carried at amortized cost and
adjusted to their estimated fair value for reporting purposes. The unrealized gain or loss is recorded in shareholders’ equity
net of any deferred tax effects. Management does not actively trade securities classified as available-for-sale, but intends to
hold these securities for an indefinite period of time and may sell them prior to maturity to achieve certain objectives.
Reductions in fair value considered by management to be other than temporary are reported as a realized loss and a reduction
in the cost basis in the security. The adjusted cost basis of securities available-for-sale is determined by specific identification
and is used in computing the realized gain or loss from a sales transaction.

Nonmarketable Equity Securities - Nonmarketable equity securities include the Company’s investment in the stock of the
Federal Home Loan Bank (the “FHLB”). The FHLB stock is carried at cost because the stock has no quoted market value and
no ready market exists. Investment in FHLB stock is a condition of borrowing from the FHLB, and the stock is pledged to
collateralize the borrowings. Dividends received on FHLB stock are included as a separate component in interest income.

At December 31, 2016, 2015 and 2014, the investment in FHLB stock was $1.3 million, $1.1 million and $1.2 million,
respectively. The Trust was also included in nonmarketable equities at December 31, 2015 and 2014 and totaled $186
thousand.

Loans Receivable - Loans receivable are stated at their unpaid principal balance less any charge-offs. Interest income on
loans is computed based upon the unpaid principal balance. Interest income is recorded in the period earned. The accrual of
interest income is generally discontinued when a loan becomes contractually 90 days past due as to principal or interest.
Management may elect to continue the accrual of interest when the estimated net realizable value of collateral exceeds the
principal balance and accrued interest.

Loan origination and commitment fees and certain direct loan origination costs (principally salaries and employee benefits)
are deferred and amortized to income over the contractual life of the related loans or commitments, adjusted for prepayments,
using the straight-line method.
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HCSB FINANCIAL CORPORATION AND SUBSIDIARY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1 — ORGANIZATION, SIGNIFICANT ACCOUNTING POLICIES AND RECENT DEVELOPMENTS -
continued

Loans Receivable (continued) For all classes of loans, loans are considered impaired when, based on current information
and events, it is probable the Company will be unable to collect all amounts due in accordance with the original contractual
terms of the loan agreement, including scheduled principal and interest payments. Impaired loans may include all classes of
nonaccrual loans and loans modified in a troubled debt restructuring (“TDR”). If a loan is impaired, a specific valuation
allowance is allocated, if necessary, so that the loan is reported net, at the present value of estimated future cash flows using
the interest rate implicit in the original agreement or at the fair value of collateral if repayment is expected solely from the
collateral. Interest payments on impaired loans are typically applied to principal unless collectability of the principal amount
is probable, in which case interest is recognized on a cash basis. Impaired loans, or portions thereof, are charged off when
deemed uncollectible.

Impairment of a loan is measured based on the present value of expected future cash flows discounted at the loan’s effective
interest rate or the fair value of the collateral, if the loan is collateral dependent. When management determines that a loan is
impaired, the difference between the Company’s investment in the related loan and the present value of the expected future
cash flows, or the fair value of the collateral, is charged off with a corresponding entry to the allowance for loan losses or a
specific reserve is set aside within the allowance for loan losses. The accrual of interest is discontinued on an impaired loan
when management determines the borrower may be unable to meet payments as they become due.

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

The Company makes loans to individuals and small businesses for various personal and commercial purposes primarily
throughout Horry County in South Carolina and Columbus and Brunswick counties of North Carolina. The Company’s loan
portfolio is not concentrated in loans to any single borrower or a relatively small number of borrowers. Additionally,
management is not aware of any concentrations of loans to classes of borrowers or industries that would be similarly affected
by economic conditions except for loans secured by residential and commercial real estate and commercial and industrial
non-real estate loans. These concentrations of residential and commercial real estate loans and commercial and industrial
non-real estate loans totaled $176.3 million and $33.8 million, respectively, at December 31, 2016, representing 81.97% and
15.71%, respectively, of gross loans receivable.

In addition to monitoring potential concentrations of loans to particular borrowers or groups of borrowers, industries and
geographic regions, management monitors exposure to credit risk from concentrations of lending products and practices such
as loans that subject borrowers to substantial payment increases (e.g. principal deferral periods, loans with initial interest-
only periods, etc.), and loans with high loan-to-value ratios. Management has determined that there is no concentration of
credit risk associated with its lending policies or practices. Additionally, there are industry practices that could subject the
Company to increased credit risk should economic conditions change over the course of a loan’s life. For example, the
Company makes variable rate loans and fixed rate principal-amortizing loans with maturities prior to the loan being fully paid
(i.e. balloon payment loans). These loans are underwritten and monitored to manage the associated risks. Therefore,
management believes that these particular practices do not subject the Company to unusual credit risk.

The Company’s investment portfolio consists principally of obligations of the United States, its agencies or its corporations
and general obligation municipal securities. In the opinion of management, there is no concentration of credit risk in its
investment portfolio. The Company places its deposits and correspondent accounts with and sells its federal funds to high
quality institutions. Management believes credit risk associated with correspondent accounts is not significant.

Allowance for Loan Losses - The allowance for loan losses is established as losses are estimated to have occurred through a
provision for loan losses charged to earnings. Loan losses are charged against the allowance when management believes the
uncollectability of a loan balance is confirmed. Subsequent recoveries, if any, are credited to the allowance. The allowance
for loan losses is evaluated on a regular basis by management and is based upon management’s periodic review of the
collectability of the loans in light of historical experiences, the nature and volume of the loan portfolio, adverse situations that
may affect the borrower’s ability to repay, estimated value of any underlying collateral and prevailing economic conditions.
This evaluation is inherently subjective as it requires estimates that are susceptible to significant revision as more information
becomes available. Management’s judgments about the adequacy of the allowance are based on numerous assumptions about
current events, which management believes to be reasonable, but which may or may not prove to be accurate. Thus, there can
be no assurance that loan losses in future periods will not exceed the current allowance amount or that future increases in the
allowance will not be required.
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HCSB FINANCIAL CORPORATION AND SUBSIDIARY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1 — ORGANIZATION, SIGNIFICANT ACCOUNTING POLICIES AND RECENT DEVELOPMENTS -
continued

Allowance for Loan Losses (continued) No assurance can be given that management’s ongoing evaluation of the loan
portfolio in light of changing economic conditions and other relevant circumstances will not require significant future
additions to the allowance, thus adversely affecting the operating results of the Company.

The allowance is subject to examination by regulatory agencies, which may consider such factors as the methodology used to
determine adequacy and the size of the allowance relative to that of peer institutions, and other adequacy tests. In addition,
such regulatory agencies could require the Company to adjust its allowance based on information available to them at the
time of their examination.

The methodology used to determine the reserve for unfunded lending commitments, which is included in other liabilities, is
inherently similar to that used to determine the allowance for loan losses adjusted for factors specific to binding
commitments, including the probability of funding and historical loss ratio.

Premises, Furniture and Equipment - Premises, furniture and equipment are stated at cost less accumulated depreciation.
The provision for depreciation is computed by the straight-line method. Rates of depreciation are generally based on the
following estimated useful lives: buildings - 40 years; furniture and equipment - three to ten years. The cost of assets sold or
otherwise disposed of and the related accumulated depreciation is eliminated from the accounts, and the resulting gains or
losses are reflected in the statement of operations.

Maintenance and repairs are charged to current expense as incurred, and the costs of major renewals and improvements are
capitalized.

Other Real Estate Owned - Other real estate owned (“OREQO”) includes real estate acquired through foreclosure. Other real
estate owned is initially recorded at appraised value, less estimated costs to sell.

Any write-downs at the dates of acquisition are charged to the allowance for loan losses. Expenses to maintain such assets,
subsequent write-downs, and gains and losses on disposal are included in net cost of operations of other real estate owned on
the statement of operations.

Income and Expense Recognition - The accrual method of accounting is used for all significant categories of income and
expense. Immaterial amounts of insurance commissions and other miscellaneous fees are reported when received.

Income Taxes — The Company files a consolidated federal income tax return and separate company state income tax returns.
Federal income tax expense or benefit has been allocated to subsidiaries on a separate return basis. The Company accounts
for income taxes based on two components of income tax expense: current and deferred. Current income tax expense
approximates taxes to be paid or refunded for the current period and includes income tax expense related to uncertain tax
positions, if any.

Deferred income taxes are determined using the balance sheet method. Under this method, the net deferred tax asset or
liability is based on the tax impacts of the differences between the book and tax bases of assets and liabilities and recognizes
enacted changes in tax rates and laws in the period in which they occur. Deferred income tax expense results from changes in
deferred tax assets and liabilities between periods. Deferred tax assets are recognized subject to the Company’s judgment that
realization is more likely than not. A tax position that meets the more likely than not recognition threshold is measured to
determine the amount of benefit to recognize. The tax position is measured at the largest amount of benefit that is greater than
50% likely of being realized upon settlement. Interest and penalties, if any, are recognized as a component of income tax
expense.

The Company reviews the deferred tax assets for recoverability based on history of earnings, expectations for future earnings
and expected timing of reversals of temporary differences. Realization of a deferred tax asset ultimately depends on the
existence of sufficient taxable income available under tax law, including future reversals of existing temporary differences,
future taxable income exclusive of reversing differences, taxable income in prior carryback years, projections of future
operating results, cumulative tax losses over the past three years, tax loss deductibility limitations, and available tax planning
strategies. If, based on available information, it is more likely than not that the deferred income tax asset will not be realized,
a valuation allowance against the deferred tax asset must be established with a corresponding charge to income tax expense.
The deferred tax assets and valuation allowance are evaluated each quarter, and a portion of the valuation allowance may be
reversed in future periods.
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HCSB FINANCIAL CORPORATION AND SUBSIDIARY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1 — ORGANIZATION, SIGNIFICANT ACCOUNTING POLICIES AND RECENT DEVELOPMENTS -
continued

Income Taxes (continued) The determination of how much of the valuation allowance that may be reversed and the timing
is based on future results of operation and the amount and timing of actual loan charge-offs and asset write-downs. At
December 31, 2016, 2015 and 2014, the Company’s deferred tax asset was offset in its entirety by a valuation allowance.

The Company believes that its income tax filing positions taken or expected to be taken in its tax returns will more likely than
not be sustained upon audit by the taxing authorities and does not anticipate any adjustments that will result in a material
adverse impact on the Company’s financial condition, results of operations, or cash flow. Therefore, no reserves for uncertain
income tax positions have been recorded.

Advertising Expense - Advertising and public relations costs are generally expensed as incurred. External costs incurred in
producing media advertising are expensed the first time the advertising takes place. External costs relating to direct mailing
costs are expensed in the period in which the direct mailings are sent. Advertising and public relations costs of $50 thousand,
$60 thousand and $16 thousand were included in the Company’s results of operations in other operating expenses for 2016,
2015 and 2014, respectively.

Net Income (Loss) Per Common Share - Basic income (loss) per common share is calculated by dividing net income (loss)
by the weighted-average number of common shares outstanding during the year. Diluted net income per common share is
computed based on net income divided by the weighted average number of common and potential common shares. The
computation of diluted net loss per share does not include potential common shares as their effect would be anti-dilutive. At
December 31, 2016, the only potential common share equivalents are restricted stock.

Comprehensive Income - Accounting principles generally require recognized income, expenses, gains, and losses to be
included in net income. Although certain changes in assets and liabilities, such as unrealized gains and losses on available-
for-sale securities, are reported as a separate component of the equity section of the balance sheet, such items, along with net
income, are components of comprehensive income and are also presented in a separate statement of comprehensive income.
Accumulated other comprehensive income for the Company consists entirely of unrealized holding gains and losses on
available for sale securities.

Statements of Cash Flows - For purposes of reporting cash flows, the Company considers certain highly liquid debt
instruments purchased with a maturity of three months or less to be cash equivalents. Cash equivalents include amounts due
from banks, federal funds sold, and interest-bearing deposits with other banks.

Off-Balance Sheet Financial Instruments - In the ordinary course of business, the Company enters into off-balance sheet
financial instruments consisting of commitments to extend credit and letters of credit. These financial instruments are
recorded in the financial statements when they become payable by the customer.

Recently Issued Accounting Pronouncements — The following is a summary of recent authoritative pronouncements.

In May 2014, the Financial Accounting Standards Board (“FASB”) issued guidance to change the recognition of revenue
from contracts with customers, Accounting Standards Update (“ASU”) 2014-09, Revenue from Contracts with Customers.
The core principle of the new guidance is that an entity should recognize revenue to reflect the transfer of goods and services
to customers in an amount equal to the consideration the entity receives or expects to receive. This guidance also includes
expanded disclosure requirements that result in an entity providing users of financial statements with comprehensive
information about the nature, amount, timing, and uncertainty of revenue and cash flows arising from the entity’s contracts
with customers. In August 2015, the FASB deferred the effective date of ASU 2014-09 As a result of the deferral, the
guidance in ASU 2014-09 will be effective for the Company for reporting periods beginning after December 15, 2017. The
Company does not expect these amendments to have a material effect on its financial statements.

In June 2014, the FASB issued guidance which clarifies that performance targets associated with stock compensation should
be treated as a performance condition and should not be reflected in the grant date fair value of the stock award. The
amendments were effective for the Company on January 1, 2016 and had no effect on its financial statements.
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HCSB FINANCIAL CORPORATION AND SUBSIDIARY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1 — ORGANIZATION, SIGNIFICANT ACCOUNTING POLICIES AND RECENT DEVELOPMENTS -
continued

Recently Issued Accounting Pronouncements (continued) In August 2014, the FASB issued guidance that is intended to
define management’s responsibility to evaluate whether there is substantial doubt about an organization’s ability to continue
as a going concern and to provide related footnote disclosures. In connection with preparing financial statements,
management will need to evaluate whether there are conditions or events, considered in the aggregate, that raise substantial
doubt about the organization’s ability to continue as a going concern within one year after the date that the financial
statements are issued. The amendments were effective for the Company for 2016 and had no material effect on its financial
statements.

In January 2015, the FASB issued guidance to eliminate from U.S. GAAP the concept of an extraordinary item, which is an
event or transaction that is both (1) unusual in nature and (2) infrequently occurring. Under the new guidance, an entity will
no longer (1) segregate an extraordinary item from the results of ordinary operations; (2) separately present an extraordinary
item on its income statement, net of tax, after income from continuing operations; or (3) disclose income taxes and earnings-
per-share data applicable to an extraordinary item. The amendments were effective for the Company on January 1, 2016. The
Company is applying the guidance prospectively. The amendments had no effect on the financial statements.

In February 2015, the FASB issued guidance which amends the consolidation requirements and significantly changes the
consolidation analysis required under U.S. GAAP. The amendments were effective for the Company on January 1, 2016 and
did not have a material effect on the financial statements.

In April 2015, the FASB issued guidance which changes the presentation of debt issuance costs. The amendments were
effective for the Company on January 1, 2016. As a result, all debt issuance costs were reclassified to offset related debt.

In June 2015, the FASB issued amendments to clarify the Accounting Standards Codification (“ASC”), correct unintended
application of guidance, and make minor improvements to the ASC that are not expected to have a significant effect on
current accounting practice or create a significant administrative cost to most entities. The amendments were effective upon
issuance (June 12, 2015) for amendments that do not have transition guidance. Amendments that are subject to transition
guidance were effective on January 1, 2016 and had no material effect on the Company’s financial statements.

In August 2015, the FASB issued amendments to the Interest topic of the ASC to clarify the SEC staff’s position on
presenting and measuring debt issuance costs incurred in connection with line-of-credit arrangements. The amendments were
effective upon issuance. The amendments did not have a material effect on the Company’s financial statements.

In January 2016, the FASB amended the Financial Instruments topic of the ASC to address certain aspects of recognition,
measurement, presentation, and disclosure of financial instruments. The amendments will be effective for fiscal years
beginning after December 15, 2017, including interim periods within those fiscal years. The Company will apply the
guidance by means of a cumulative-effect adjustment to the balance sheet as of the beginning of the fiscal year of adoption.
The amendments related to equity securities without readily determinable fair values will be applied prospectively to equity
investments that exist as of the date of adoption of the amendments. The Company does not expect these amendments to have
a material effect on its financial statements.

In February 2016, the FASB amended the Leases topic of the ASC to require all leases with lease terms over 12 months to be
capitalized as a right-of-use asset and lease liability on the balance sheet at the date of lease commencement. Leases will be
classified as either finance leases or operating leases. This distinction will be relevant for the pattern of expense recognition
in the income statement. The amendments will be effective for fiscal years beginning after December 15, 2018, including
interim periods within those fiscal years. The Company is currently evaluating the effect that implementation of the new
standard will have on its financial position, results of operations, and cash flows.

In March 2016, the FASB amended the Revenue from Contracts with Customers topic of the ASC to clarify the
implementation guidance on principal versus agent considerations and address how an entity should assess whether it is the
principal or the agent in contracts that include three or more parties. The amendments will be effective for the Company for
reporting periods beginning after December 15, 2017. The Company does not expect these amendments to have a material
effect on its financial statements.
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continued

Recently Issued Accounting Pronouncements (continued) In March 2016, the FASB issued guidance to simplify several
aspects of the accounting for share-based payment award transactions including the income tax consequences, the
classification of awards as either equity or liabilities, and the classification on the statement of cash flows. Additionally, the
guidance simplifies two areas specific to entities other than public business entities allowing them to apply a practical
expedient to estimate the expected term for all awards with performance or service conditions that have certain characteristics
and also allowing them to make a one-time election to switch from measuring all liability-classified awards at fair value to
measuring them at intrinsic value. The amendments will be effective for the Company for annual periods beginning after
December 15, 2016 and interim periods within those annual periods. The Company does not expect these amendments to
have a material effect on its financial statements.

In May 2016, the FASB amended the Revenue from Contracts with Customers topic of the ASC to clarify guidance related to
collectability, noncash consideration, presentation of sales tax, and transition. The amendments will be effective for the
Company for reporting periods beginning after December 15, 2017. The Company does not expect these amendments to have
a material effect on its financial statements.

In June 2016, the FASB issued guidance to change the accounting for credit losses and modify the impairment model for
certain debt securities. The guidance requires a financial asset (including trade receivables) measured at amortized cost basis
to be presented at the net amount expected to be collected. Thus, the income statement will reflect the measurement of credit
losses for newly-recognized financial assets as well as the expected increases or decreases of expected credit losses that have
taken place during the period. The amendments will be effective for the Company for reporting periods beginning after
December 15, 2019. The Company is currently evaluating the effect that implementation of the new standard will have on its
financial statements.

In August 2016, the FASB amended the Statement of Cash Flows topic of the ASC to clarify how certain cash receipts and
cash payments are presented and classified in the statement of cash flows. The amendments will be effective for the
Company for fiscal years beginning after December 15, 2017 including interim periods within those fiscal years. The
Company does not expect these amendments to have a material effect on its financial statements.

In October 2016, the FASB amended the Income Taxes topic of the ASC to modify the accounting for intra-entity transfers
of assets other than inventory. The amendments will be effective for the Company for fiscal years beginning after December
15, 2017 including interim periods within those fiscal years. Early adoption is permitted. The Company does not expect these
amendments to have a material effect on its financial statements.

In October 2016, the FASB amended the Consolidation topic of the ASC to revise the consolidation guidance on how a
reporting entity that is the single decision maker of a variable interest entity (VIE) should treat indirect interests in the entity
held through related parties that are under common control with the reporting entity when determining whether it is the
primary beneficiary of that VIE. The amendments will be effective for the Company for fiscal years beginning after
December 15, 2016 including interim periods within those fiscal years. Early adoption is permitted. The Company does not
expect these amendments to have a material effect on its financial statements.

In November 2016, the FASB amended the Statement of Cash Flows topic of the ASC to clarify how restricted cash is
presented and classified in the statement of cash flows. The amendments will be effective for the Company for fiscal years
beginning after December 15, 2017 including interim periods within those fiscal years. Early adoption is permitted. The
Company does not expect these amendments to have a material effect on its financial statements.

In December 2016, the FASB issued amendments to clarify the ASC, correct unintended application of guidance, and make
minor improvements to the ASC that are not expected to have a significant effect on current accounting practice or create a
significant administrative cost to most entities. The amendments were effective upon issuance (December 14, 2016) for
amendments that do not have transition guidance. Amendments that are subject to transition guidance will be effective for
fiscal years, and interim periods within those fiscal years, beginning after December 15, 2016. Early adoption is permitted.
The Company does not expect these amendments to have a material effect on its financial statements.
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NOTE 1 — ORGANIZATION, SIGNIFICANT ACCOUNTING POLICIES AND RECENT DEVELOPMENTS -
continued

Recently Issued Accounting Pronouncements (continued) In December 2016, the FASB issued technical corrections and
improvements to the Revenue from Contracts with Customers Topic. These corrections make a limited number of revisions
to several pieces of the revenue recognition standard issued in 2014. The effective date and transition requirements for the
technical corrections will be effective for the Company for reporting periods beginning after December 15, 2017. The
Company does not expect these amendments to have a material effect on its financial statements.

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

Risks and Uncertainties - In the normal course of its business, the Company encounters two significant types of risks:
economic and regulatory. There are three main components of economic risk: interest rate risk, credit risk and market risk.
The Company is subject to interest rate risk to the degree that its interest-bearing liabilities mature or reprice at different
speeds, or on a different basis, than its interest-earning assets. Credit risk is the risk of default on the Company’s loan
portfolio that results from a borrower’s inability or unwillingness to make contractually required payments. Market risk
reflects changes in the value of collateral underlying loans receivable and the valuation of real estate held by the Company.

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

Reclassifications - Certain captions and amounts for prior years have been reclassified to conform to the current
presentation. These reclassifications had no effect on the net income (loss) or shareholders’ equity (deficit) as previously
reported.

Recent Developments - On February 10, 2011, the Bank entered into a Consent Order (the “Consent Order”) with the FDIC
and the South Carolina Board of Financial Institutions (the “State Board”). The Consent Order conveyed specific actions
needed to address the Bank’s current financial condition, primarily related to capital planning, liquidity/funds management,
policy and planning issues, management oversight, loan concentrations and classifications, and non-performing loans. On
October 26, 2016, the Bank received notification that the Consent Order was terminated by the FDIC and the State Board and
was replaced with certain regulatory requirements and restrictions, including a requirement to continue to improve credit
quality and earnings, a restriction prohibiting dividend payments without prior approval from the supervisory authorities, and
a requirement to maintain Tier 1 capital at least equal to 8% and total risk-based capital at least equal to 10%. As of
December 31, 2016, we believe the Bank is in substantial compliance with the new requirements and restrictions set forth by
the supervisory authorities.

On April 11, 2016, the Company completed a private placement of 359,468,443 shares of common stock at $0.10 per share
and 905,316 shares of a new series of convertible perpetual preferred stock, Series A (the “Series A preferred stock™), at
$10.00 per share for aggregate cash proceeds of approximately $45.0 million (the “2016 private placement”). Net proceeds
from the 2016 private placement, after deducting commissions and expenses, were approximately $41.5 million, of which
$38.0 million was contributed to the Bank as a capital contribution to support its operations and increase its capital ratios to
meet the then higher minimum capital ratios required under the terms of the terminated Consent Order. Net proceeds from the
2016 private placement were also used to repurchase the Company’s outstanding Series T preferred stock (as defined below),
trust preferred securities, and subordinated promissory notes, as described below.

On June 30, 2016, the Company completed a public offering of 14,167,600 shares of common stock at $0.10 per share for
aggregate cash proceeds of approximately $1.4 million (the “2016 follow-on offering”). The 2016 follow-on offering was
conducted primarily to provide the Company’s legacy shareholders, employees and others in its community with an
opportunity to invest in the Company at the same offering price of $0.10 per share that the Company offered to the investors
in the 2016 private placement. The offering period ended at 5:00 p.m., Eastern Standard time, on June 30, 2016. The
proceeds were used for general corporate and operational purposes.

On July 7, 2016, the Company sold $4.3 million of nonaccrual loans and $270 thousand of OREO. The loans and OREO
were recorded at fair value as of June 30, 2016.
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Recent Developments (continued) On August 23, 2016, the Company filed Articles of Amendment to its Articles of
Incorporation to authorize a class of 150,000,000 shares of non-voting common stock. Also on August 23, 2016, the
Company converted 905,316 shares of issued and outstanding Series A preferred stock into 90,531,557 shares of non-voting
common stock. The 905,316 shares of Series A preferred stock converted into 90,531,557 shares of non-voting common
stock represented all of the issued and outstanding shares of Series A preferred stock on such date and, as a result, all shares
of the Series A preferred stock are no longer outstanding and resumed the status of authorized and unissued shares of the
Company’s preferred stock.

On July 31, 2010, the Company completed a private placement of subordinated promissory notes that totaled $12.1 million.
The notes bore interest at a rate equal to the current Prime Rate in effect, as published by the Wall Street Journal, plus 3%;
provided that the interest rate would not be less than 8% per annum or more than 12% per annum. Beginning in October
2011, the Federal Reserve Bank of Richmond prohibited the Company from paying interest due on the subordinated
promissory notes. Effective as of September 16, 2015, the Company, the Bank, and certain other defendants entered into a
class action settlement agreement in potential settlement of the putative class action lawsuit initiated by three holders of the
Company’s subordinated promissory notes, on behalf of themselves and as representatives of a class of similarly situated
purchasers of the Company’s subordinated promissory notes, with respect to alleged wrongful conduct associated with
purchases of the subordinated promissory notes, including fraud, violation of state securities statutes, and negligence. On
March 2, 2016, the Court of Common Pleas for the Fifteenth Judicial District, State of South Carolina, County of Horry
entered a final order of approval approving the class action settlement agreement. Immediately following the closing of the
2016 private placement on April 11, 2016, pursuant to the terms of the class action settlement agreement, the Company
established a settlement fund of approximately $2.4 million, which represented 20% of the principal of subordinated
promissory notes issued by the Company. The settlement fund was used to redeem the subordinated promissory notes held by
class members. Also on April 11, 2016, the Company settled, pursuant to previously executed binding settlement agreements,
with all subordinated promissory note holders who opted out of the class action settlement. These settlements, including the
class action settlement, constituted the full satisfaction of the principal and interest owed on, and required the immediate
dismissal of all pending litigation related to, the respective subordinated promissory notes. In each case, the Company and the
Bank also obtained a full and complete release of all claims asserted or that could have been asserted with respect to the
subordinated promissory notes. Refer to Note 12 to our Financial Statements for additional information on the subordinated
promissory notes.

On March 6, 2009, as part of the Troubled Asset Relief Program (the “TARP”) Capital Purchase Program (the “CPP”)
established by the U.S. Department of the Treasury (the “U.S. Treasury”) under the Emergency Economic Stabilization Act
of 2009, the Company issued and sold to the U.S. Treasury (i) 12,895 shares of fixed rate cumulative perpetual preferred
stock, Series T, having a liquidation preference of $1,000 per share (the “Series T preferred stock™), and (ii) a ten-year
warrant to purchase up to 91,714 shares of its common stock at an initial exercise price of $21.09 per share (the “CPP
Warrant”), for an aggregate purchase price of $12.9 million in cash. Beginning in February 2011, the Federal Reserve Bank
of Richmond required the Company to defer dividend payments on the Series T preferred stock. On February 29, 2016, the
Company entered into a securities purchase agreement with the U.S. Treasury, pursuant to which the Company agreed to
repurchase all 12,895 shares of the Series T preferred stock for $129 thousand, plus reimbursement of attorneys’ fees and
other expenses incurred by the U.S Treasury not to exceed $25 thousand. Under the terms of the securities purchase
agreement, the U.S. Treasury also agreed to waive any and all unpaid dividends on the Series T preferred stock and to cancel
the CPP Warrant.

Immediately following the closing of the 2016 private placement on April 11, 2016, pursuant to the terms of the securities
purchase agreement, the Company repurchased all 12,895 shares of the Series T preferred stock from the U.S. Treasury for
$129 thousand and the U.S. Treasury canceled the CPP Warrant. Refer to Note 15 to our Financial Statements for additional
information on the Series T preferred stock.
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Recent Developments (continued) On December 21, 2004, the Trust issued and sold a total of 6,000 trust preferred
securities, with $1,000 liquidation amount per capital security and a maturity of December 31, 2034, to institutional buyers in
a pooled trust preferred issue. The Company received from the Trust the $6.0 million proceeds from the issuance of the
securities and the $186 thousand initial proceeds from the capital investment in the Trust and, accordingly, has shown the
funds due to the trust as a $6.2 million junior subordinated debenture. Beginning in February 2011, the Federal Reserve Bank
of Richmond prohibited the Company from paying interest due on the trust preferred securities. The Company was permitted
to defer these interest payments for up to 20 consecutive quarterly periods, or until March 15, 2016, at which point all of the
deferred interest, including interest accrued on such deferred interest, would become due and payable. On February 29, 2016,
the Company entered into a securities purchase agreement with Alesco Preferred Funding VI LTD (“Alesco”), pursuant to
which the Company agreed to repurchase the trust preferred securities for $600 thousand, plus reimbursement of attorneys’
fees and other expenses incurred by Alesco not to exceed $25 thousand. Alesco also agreed to forgive any and all unpaid
interest on the trust preferred securities. On March 16, 2016, the Company received a notice of default from The Bank of
New York Mellon Trust Company, N.A., in its capacity as trustee, relating to the trust preferred securities. Immediately
following the closing of the 2016 private placement on April 11, 2016, pursuant to the terms of the securities purchase
agreement, the Company repurchased all of the trust preferred securities from Alesco for $600 thousand plus $17 thousand in
direct legal expenses. Refer to Note 11 to our Financial Statements for additional information on the trust preferred securities.

After taking into account the discounted repurchase or redemption prices for the Series T preferred stock, the trust preferred
securities and the subordinated promissory notes, each as described above, as well as the forgiveness of accrued and deferred
interest, legal fees, amounts paid in settlement of litigation, income taxes, and other expenses incurred in connection with
these transactions, the Company recognized a gain, net of income taxes, of approximately $13.8 million on the repurchase of
the Series T preferred stock, which is included in retained deficit and an aggregate gain of $19.1 million from the
extinguishment of debt which is included in noninterest income. See the respective notes referred to above for additional
information.

NOTE 2 - REGULATORY MATTERS AND OTHER CONSIDERATIONS

Removal of Consent Order with the Federal Deposit Insurance Corporation and South Carolina Board of Financial
Institutions

As noted above, on February 10, 2011, the Bank entered into the Consent Order with the FDIC and the State Board. The
Consent Order conveyed specific actions needed to address the Bank’s current financial condition, primarily related to capital
planning, liquidity/funds management, policy and planning issues, management oversight, loan concentrations and
classifications, and non-performing loans. On October 26, 2016, the Consent Order was terminated by the FDIC and the State
Board and was replaced with certain regulatory requirements and restrictions, including a requirement to continue to improve
credit quality and earnings, a restriction prohibiting dividend payments without prior approval from the supervisory
authorities, and a requirement to maintain Tier 1 capital at least equal to 8% and total risk-based capital at least equal to 10%.
We believe that we are currently in substantial compliance with the new regulatory requirements and restrictions.

Written Agreement

On May 9, 2011, the Company entered into a Written Agreement with the Federal Reserve Bank of Richmond. The Written
Agreement is designed to enhance the Company’s ability to act as a source of strength to the Bank.

The Written Agreement contains provisions similar to those in the Bank’s Consent Order. Specifically, pursuant to the
Written Agreement, the Company agreed, among other things, to seek the prior written approval of the Federal Reserve Bank
of Richmond before undertaking any of the following activities:

* declaring or paying any dividends,

o directly or indirectly taking dividends or any other form of payment representing a reduction in capital from the
Bank,

* making any distributions of interest, principal or other sums on subordinated debentures or trust preferred
securities,

» directly or indirectly, incurring, increasing or guarantying any debt, and

* directly or indirectly, purchasing or redeeming any shares of its stock.
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The Company also agreed to comply with certain notice provisions set forth in the Federal Deposit Insurance Act and
regulations of the Board of Governors of the Federal Reserve System (the “Federal Reserve”) in appointing any new director
or senior executive officer, or changing the responsibilities of any senior executive officer so that the officer would assume a
different senior executive officer position. The Company is also required to comply with certain restrictions on
indemnification and severance payments pursuant to the Federal Deposit Insurance Act and FDIC regulations.

We believe we are currently in substantial compliance with the Written Agreement.

On August 18, 2014, the Federal Reserve Bank of Richmond informed the Company that it was required to repay two notes
in the amount of $1.8 million to the Bank as soon as the Company has the funds available to do so for repayment of loans
deemed made from the Bank to the Company. The Bank was a general unsecured creditor of the Company with respect to
these loans. The Company made these payments to the Bank shortly following the closing of the private placement on April
11,2016.

Other Considerations

During the Great Recession the Bank, with a loan portfolio consisting of a concentration in commercial real estate loans,
experienced a decline in the value of the collateral securing its loan portfolio as well as a rapid deterioration in its borrowers’
cash flow and ability to repay their outstanding loans to the Bank. As a result, the Bank’s level of nonperforming assets
increased substantially during 2010 and 2011. However, since 2012, the Bank’s nonperforming assets have begun to
stabilize. In addition to increasing write-downs on OREO to expedite sales during 2016, the Bank sold $4.3 million of
nonperforming loans and $270 thousand of OREO in a bulk sale. The loans and OREO had been reduced to fair value prior
to the sale. Additional OREO properties totaling $5.6 million were also sold during 2016.

The Bank’s nonperforming assets at December 31, 2016 were $4.9 million compared to $22.4 million at December 31, 2015.
As a percentage of total assets, nonperforming assets were 1.31% and 6.19% as of December 31, 2016, and 2015,
respectively. As a percentage of total loans, nonperforming loans were 0.94% and 4.18% as of December 31, 2016, and 2015,
respectively.

The Company and the Bank operate in a highly-regulated industry and must plan for the liquidity needs of each entity
separately. A variety of sources of liquidity have historically been available to the Bank to meet its short-term and long-term
funding needs. Although several these sources have been limited following execution of the Consent Order (which was
terminated on October 26, 2016), management has prepared forecasts of these sources of funds and the Bank’s projected uses
of funds during 2017 in an effort to ensure that the sources available are sufficient to meet the Bank’s projected liquidity
needs for this period.

Prior to the most recent economic downturn, the Company, if needed, would have relied on dividends from the Bank as its
primary source of liquidity. The Company is a legal entity separate and distinct from the Bank. However, various legal
limitations restrict the Bank from lending or otherwise supplying funds to the Company to meet its obligations, including
paying dividends. In addition, regulatory restrictions remaining following the termination of the Consent Order further limit
the Bank’s ability to pay dividends to the Company to satisfy its funding needs.

Management believes the Bank’s liquidity sources are adequate to meet its needs for at least the next 12 months.

NOTE 3 — CASH AND DUE FROM BANKS

The Bank is required by regulation to maintain an average cash reserve balance based on a percentage of deposits. At
December 31, 2016, 2015 and 2014, the requirements were satisfied by amounts on deposit with the Federal Reserve Bank
and cash on hand.
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Securities available-for-sale consisted of the following:

Amortized Gross Unrealized Estimated
Cost Gains Losses Fair Value
(Dollars in thousands)

December 31, 2016
Government-sponsored enterprises .............oevvveveervenenes. $ 8,489 § — 3 80) $ 8,409
Mortgage-backed SECUTLIIES. ......eerveeruerierierierieeie e 86,394 202 (2,598) 83,998
State and political SubdiviSions ............ccceeeveeververieenennens 14,905 14 (797) 14,122
TOtAl. e $§ 109,788 § 216 $ (3475 § 106,529

December 31, 2015
Government-sponsored enterprises .............coeveveveerevennes. $ 36,720 $ — 3 (688) $§ 36,032
Mortgage-backed SECUTTHeS. .......evuerveeieieieieieie e 53,368 54 (977) 52,445
State and political SUDIVISIONS ........ccceevveeveeierierireeenens 1,221 5 (2) 1,224
TOtAL. e $ 91,309 3§ 59 §  (1,667) $ 89,701

December 31, 2014
Government-sponsored enterprises ...........cooveevereevereerennen. $ 40952 $ 7 S @®877) $§ 40,082
Mortgage-backed SECUTILICS......c.evvverreererieiierieeie e 65,328 447 (427) 65,348
State and political SUDIVISIONS ........ccceevveeverrerierireeenenn 1,239 10 (5) 1,244
TOtAl. e § 107,519 § 464 $  (1,309) $ 106,674

The following is a summary of maturities of securities available-for-sale as of December 31, 2016. The amortized cost is
based on the contractual maturity dates. Actual maturities may differ from contractual maturities because borrowers may
have the right to call or prepay obligations with or without penalty.

Amortized Cost Due
Due After One After Five
Within Through Through After Ten Market

December 31, 2016 One Year Five Years Ten Years Years Total Value
Government sponsored enterprises.... $ — 3 249 § 2,000 $ 6240 $ 8489 §$§ 8409
Mortgage-backed securities................ — — 19,824 66,570 86,394 83,998
State and political subdivisions.......... — — 11,924 2,981 14,905 14,122

Total....ccoveeeiieiieeeeeeeeee e $ — 3 249 $ 33748 $ 75,791 $ 109,788 $ 106,529
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The following table shows gross unrealized losses and fair value, aggregated by investment category, and length of time that
individual securities have been in a continuous unrealized loss position, at:

December 31, 2016 Less than twelve months Twelve months or more Total
Fair Unrealized Fair Unrealized Fair Unrealized
(Dollars in thousands) Value Losses Value Losses Value Losses
Government-sponsored
ENLEIPrises ....cevveveverenenns, $ 8,161 § 79 $ 249 $ (1 S 8,410 § (80)
Mortgage-backed securities ... 56,319 (1,986) 19,069 (612) 75,388 (2,598)
State and political
Subdivisions............ccueeevenes 12,904 (797) — — 12,904 (797)
017 | B $ 77384 $§ (2,862) $§ 19318 § (613) $ 96,702 $ (3,475
December 31, 2015 Less than twelve months Twelve months or more Total
Fair Unrealized Fair Unrealized Fair Unrealized
(Dollars in thousands) Value Losses Value Losses Value Losses
Government-sponsored
ENLEIPIISES .vvevvrvrerrerreeerenens $ 31489 § (558) $ 4,543 § (130) $ 36,032 S (688)
Mortgage-backed securities ... 28,024 (354) 17,008 (623) 45,032 (977)
State and political
Subdivisions...........ceceeeeenne 617 2) — — 617 2)
o] | R $ 60,130 $ 914) $ 21,551 § (753) $ 81,681 $ (1,667)
December 31, 2014 Less than twelve months Twelve months or more Total
Fair Unrealized Fair Unrealized Fair Unrealized
(Dollars in thousands) Value Losses Value Losses Value Losses
Government-sponsored
ENLEIPIISES .vvovvrvreerenereeeennns $ —  § — $ 38,076 $ ®77) $ 38,076 $ (877)
Mortgage-backed securities ... 22,024 (244) 7,458 (183) 29,482 (427)
State and political
subdivisions............ccveeeveane — — 623 (5) 623 (5)
Total..ocoeeiieieceeeee e, $§ 22,024 3 (244) $ 46,157 $ (1,065 $ 68,181 $  (1,309)

Management evaluates its investment portfolio periodically to identify any impairment that is other than temporary. At
December 31, 2016, the Company had one government-sponsored enterprise security and twenty mortgage-backed securities
that have been in an unrealized loss position for more than twelve months. Management believes these losses are temporary
and are a result of the current interest rate environment. The Company does not intend to sell these securities and it is more
likely than not that the Company will not be required to sell these securities before recovery of their amortized cost.

At December 31, 2016, 2015 and 2014, investment securities with a book value of $43.8 million, $36.7 million, and $42.8
million, respectively, and a market value of $42.6 million, $36.1 million and $42.2 million, respectively, were pledged to
secure deposits and for other banking purposes as required or permitted by law.

Proceeds from sales of available-for-sale securities were $25.1 million, $23.3 million and $32.8 million for the years ended
December 31, 2016, 2015, and 2014 respectively. Gross realized gains and losses on sales and calls of available for sale
securities for the years ended were as follows:

Years ended

(Dollars in thousands) December 31,
2016 2015 2014
Gross realized ZAINS.........ccooveveeirierieiiereiiecteee ettt renas $ 216 $ 232 269
Gro$s 1€aliZed 10SSES....ecuviieiieiiiiieiecie ettt (148) — (68)
NEE AT ...ttt ettt ettt b et b et ebesessesesnseesesens $ 68 § 232§ 201
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NOTE S - LOAN PORTFOLIO

Loans consisted of the following:

December 31,

(Dollars in thousands) 2016 2015 2014
LSSy T (5 115 T | OO $ 71444 § 75081 $§ 84,568
Commercial Real EState........cocouuvviiiiiiiiiiiiieii e 104,875 101,291 113,852
COMMETCIAL ...t 33,800 27,881 30,894
(01011571151 1=) o URRN 4,993 5,114 6,229
TOtal rOSS J0ANS. ......vvvvvereteeetctetceceee ettt $ 215,112 $ 209367 $ 235,543

Certain parties (principally certain directors and officers of the Company, their immediate families, and business interests)
were loan customers and had other transactions in the normal course of business with the Company. Related party loans are
made on substantially the same terms, including interest rates and collateral, as those prevailing at the time for comparable
transactions with persons not related to the lender and do not involve more than normal risk of collectability. Related party
loans consisted of the following:

For the Year ended December 31,

(Dollars in thousands) 2016 2015 2014

Beginning balance ............coc.ceieveviieiereeieieieeieeeeeeeet et $ 3222 $ 3857 S 3,088
Relationship Changes..........coceeeieiiiieiieeeeeee e (794) — —
New 10ans and adVANCES..........oeeivveieiiiie e 4,562 397 1,785
REPAYIMENLS ...t (523) (1,032) (1,016)

EOding DALANCE. .......c.ooviviieieieieececececececeee ettt $ 6,467 $ 3222 $ 3,857

In an effort to reduce nonperforming assets and problem loans that continued to be a strain on the Company’s resources and
capital, the Company sold $4.3 million of nonperforming and problem loans and $854 thousand in other real estate owned,
resulting in $2.9 million in charge-offs and $854 thousand of losses on the sale of properties. This bulk sale was an effort to
reduce overall risk within the Bank.

Provision and Allowance for Loan Losses

An allowance for loan losses is maintained at a level deemed appropriate by management to adequately provide for known
and inherent losses in the loan portfolio. The allowance for loan losses is established as losses are estimated to have occurred
through a provision for loan losses charged to earnings. Loan losses are charged against the allowance when management
believes the uncollectability of a loan balance is confirmed. Subsequent recoveries, if any, are credited to the allowance.

In evaluating the adequacy of the Company’s loan loss reserves, management identifies loans believed to be impaired.
Impaired loans are those not likely to be repaid as to principal and interest in accordance with the terms of the loan
agreement. The fair value of impaired loans is estimated using one of several methods, including collateral value, market
value of similar debt, enterprise value, or liquidation value and discounted cash flows. Reserves are maintained for each loan
in which the principal balance of the loan exceeds the net present value of cash flows. In addition to the specific allowance
for individually reviewed loans, a general allowance for potential loan losses is established based on management’s review of
the composition of the loan portfolio with the purpose of identifying any concentrations of risk, and an analysis of historical
loan charge-offs and recoveries. The final component of the allowance for loan losses incorporates management’s evaluation
of current economic conditions and other risk factors which may impact the inherent losses in the loan portfolio. These
evaluations are highly subjective and require that a great degree of judgmental assumptions be made by management. This
component of the allowance for loan losses includes additional estimated reserves for internal factors such as changes in
lending staff, loan policy and underwriting guidelines, and loan seasoning and quality, and external factors such as national
and local economic trends and conditions.
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During 2016, we introduced certain enhancements to our allowance for loan loss model and methodology that, in
management’s opinion, provide a better estimate and an allowance for loan loss which better reflects the inherent loss in the
loan portfolio. The most significant enhancement was the implementation of a new third party software for the calculation of
the allowance for loan losses. While this change did not result in an overall change in methodology, it did allow management
to further analyze the portfolio. Additionally, as we regularly review the look back period being used for the calculation of
historical losses, we determined that the historic look back period for all loan types should be increased to twelve quarters.
During 2012, the Bank changed the historic look back period from twelve quarters to six quarters as management believed
this reduced look back period more accurately reflected the loss history of the loan portfolio during those stressed economic
conditions. As economic conditions have improved and the overall risk profile of the loan portfolio has changed, it was
determined that the historic look back period should be increased back to twelve quarters to present an estimated risk and loss
consistent with expectations. This change in the look back period resulted in an increase in reserves of approximately
$570,000.

The following tables detail the activity within our allowance for loan losses as of and for the years ended December 31, 2016,
2015 and 2014, by portfolio segment:

December 31, 2016
(Dollars in thousands)
Commercial
Commercial Real Estate Consumer  Residential Total
Allowance for loan losses:

Beginning balance $ 952 §$ 2,543  § 80 % 1,026 $ 4,601
Charge-offS ....coceeeeieieieieieieeeen (1,132) (4,595) (72) (809) (6,608)
ReECOVETIES. ...oveeiiieeeeeeeeeeeee e 1,382 202 79 171 1,834
ProviSION .....ccvviivieiieieciecee et (802) 4,141 16 568 3,923

Ending balance ...........cccceveveveeierereineenennnn, $ 400 $ 2291 § 103§ 956 $§ 3,750

Ending balances:

Individually evaluated for impairment.... $ 25§ 291 $ 7 8 320§ 643
Collectively evaluated for impairment.... $ 375§ 2,000 $ 9% 3 636 $ 3,107
Loans receivable:

Ending balance, total $ 33,800 $ 104,875  $ 4993 § 71,444 $ 215,112

Ending balances:

Individually evaluated for impairment.... $ 1,667 $ 12,616 $ 84 % 7,254 $ 21,621

Collectively evaluated for impairment.... § 32,133 $ 92259 § 4909 $ 64,190 $ 193,491
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December 31, 2015
(Dollars in thousands)
Commercial
Commercial Real Estate Consumer  Residential Total
Allowance for loan losses:

Beginning balance............ccoecevvereenirennnnne. $ 597 % 3591 § 185 % 1,414 $§ 5,787
Charge-offS ......cceveririeieieeeeee (539) (1,212) (81) (501) (2,333)
ReCOVEries. .....ooeieeeeeecieeeeee e 200 727 37 183 1,147
ProviSion .......c.cccveveeveeeieeieceecieeeee e 694 (563) (61) (70) —

Ending balance...........cccooceiiiiiiiinieeee S 952 § 2,543 § 80 $ 1,026 $§ 4,601

Ending balances:
Individually evaluated for impairment.... $ 137  $ 396 $ 10 $ 560 § 1,103
Collectively evaluated for impairment.... $ 815 $ 2,147 $ 70 $ 466 § 3,498
Loans receivable:
Ending balance, total ................................ $ 27,881  $ 101,291  $ 5114 § 75,081 $ 209,367
Ending balances:
Individually evaluated for impairment.... $ 2,727 $ 21,582  $ 134§ 9418 § 33,861
Collectively evaluated for impairment.... $ 25,154  $ 79,709 § 4980 $ 65,663 $ 175,506
December 31, 2014
(Dollars in thousands)
Commercial
Commercial Real Estate Consumer  Residential Total
Allowance for loan losses:

Beginning balance.............coceevevevverirennnn. $ 1,020 $ 5312 $ 144  § 2,967 $§ 9,443
Charge-offs ......ccoeevveeeirieeiecieeee e, (1,068) (4,646) (343) (974) (7,031)
RECOVETIES. ... 549 1,117 38 610 2,314
Provision .......cccceeeeveecescieniecieeeeeeee, 96 1,808 346 (1,189) 1,061

Ending balance ..........cccccveeveeienieninienee, $ 597 § 3,591 § 185  $ 1,414 § 5,787

Ending balances:

Individually evaluated for impairment.... $ 151 § 1,008 $ 1 $ 737 § 1,907

Collectively evaluated for impairment.... $ 446 § 2,583 8§ 174 § 677 § 3,880
Loans receivable:

Ending balance, total .......................... $ 30,894 $ 113,852  § 6,229 $§ 84,568 §$ 235,543

Ending balances:
Individually evaluated for impairment.... $ 3644 § 25,146 % 175 $ 12,418 $ 41,383

Collectively evaluated for impairment.... $ 27,250 $ 88,706 $§ 6,054 § 72,150 $ 194,160
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Loan Performance and Asset Quality

Generally, a loan will be placed on nonaccrual status when it becomes 90 days past due as to principal or interest, or when
management believes, after considering economic and business conditions and collection efforts, that the borrower’s financial
condition is such that collection of the loan is doubtful. When a loan is placed in nonaccrual status, interest accruals are
discontinued and income earned but not collected is reversed. Cash receipts on nonaccrual loans are not recorded as interest

income, but are used to reduce principal.

The following chart summarizes delinquencies and nonaccruals, by portfolio class, as of December 31, 2016, 2015 and 2014.

December 31, 2016
(Dollars in thousands)

Commercial ...................
Commercial real estate:

Real Estate:
Residential..................
Consumer:

Total ....ooovveeeerreeennne.

December 31, 2015
(Dollars in thousands)

Commercial ...................
Commercial real estate:

Real Estate:
Residential..................
Consumer:

Total ....ooovveeeerreeennee.

December 31, 2014
(Dollars in thousands)

Commercial ...................
Commercial real estate:

Real Estate:
Residential..................

Total ....oovveiiiiiiennn,

30-59 Days 60-89 Days 90+ Days Total Total Loans Non-
Past Due Past Due Past Due Past Due Current Receivable accrual
$ 82 % — 3 16 $ 98 $ 33,702 $ 33,800 $ 32

96 — — 96 22,885 22,981 21

782 — 1,219 2,001 79,893 81,894 1,413

86 133 411 630 70,814 71,444 559

34 17 — 51 4,403 4,454 —

2 — — 2 537 539 —

$ 1,082 $ 150 $ 1,646 $ 2,878 $ 212,234 § 215,112 $ 2,025
30-59 Days 60-89 Days 90+ Days Total Total Loans Non-

Past Due Past Due Past Due Past Due Current Receivable accrual

$ 321 % 110 $ 1 $ 432 $ 27,449 $ 27,881 $ 139

25 — 3,186 3,211 27,321 30,532 3,384

973 — 3,046 4,019 66,740 70,759 3,895

2,887 142 948 3,977 71,104 75,081 1,314

108 18 10 136 4,395 4,531 10

4 — — 4 579 583 —

$ 4318 $ 270 ' $ 7,191 $ 11,779 $ 197,588 §$ 209,367 $ 8,742
30-59 Days 60-89 Days 90+ Days Total Total Loans Non-

Past Due Past Due Past Due  Past Due Current Receivable accrual

$ 282 $ 27 $ — 3 309 $ 30,585 $ 30,894 $ 633

199 — 364 563 30,907 31,470 4,464

493 283 2,023 2,799 79,583 82,382 2,643

2,576 372 2,810 5,758 78,810 84,568 3,917

101 2 — 103 5,449 5,552 —

4 4 1 9 668 677 4

$ 3,655 % 688 $ 5,198 $ 9,541 § 226,002 $§ 235543 § 11,661
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There were no loans outstanding 90 days or more and still accruing interest at December 31, 2016 or 2015. At December 31,
2014, one residential real estate loan in the amount of $170 thousand was past due more than 90 days and still accruing
interest.

The following tables summarize management’s internal credit risk grades, by portfolio class, as of December 31:

December 31, 2016
(Dollars in thousands)
Commercial
Commercial Real Estate Consumer Residential Total
Grade 1 - Minimal .........ccceeeveiecnieennenns $ 1,781  $ — 3 383§ —  $ 2,164
Grade 2 —ModesSt.....coevveeveevveieeeeeeenne. 934 122 112 573 1,741
Grade 3 — Average......ccccoevveeeeeeneeennen. 2,226 13,877 84 6,588 22,775
Grade 4 — Satisfactory ........cccceveeeennee. 19,973 58,149 3,971 45,208 127,301
Grade 5 —Watch.......cooooevvveeiiieieen, 7,125 21,807 234 11,531 40,697
Grade 6 — Special Mention ................... 1,484 900 140 1,517 4,041
Grade 7 — Substandard...............c......... 277 10,020 69 6,027 16,393
Grade 8 — Doubtful .........cccoeeeveriennennn.. — — — — —
Grade 9 — LOSS...ocovvveeriecrieereecieeee — — — — —
Total loans receivable .................... $ 33,800 $ 104875  $ 4993 $§ 71444 § 215112
December 31, 2015
(Dollars in thousands)
Commercial
Commercial Real Estate Consumer Residential Total
Grade 1 - Minimal .....ccoooveeveeeeeeeenne. $ 975  § — 3 434 $ — 3 1,409
Grade 2 —Modest.........cccoveveeeneeeeennn. 561 1,024 37 277 1,899
Grade 3 — Average........ccoceeeeveeeeeennnne. 4,934 5,620 218 4,716 15,488
Grade 4 — Satisfactory .........cccceeeeeuennene. 14,693 58,549 4,031 53,187 130,460
Grade 5—Watch........ccooeovvveeieicneenn 2,445 9,654 152 2,988 15,239
Grade 6 — Special Mention ................... 992 6,321 98 3,544 10,955
Grade 7 — Substandard..............cc.......... 3,281 20,123 144 10,369 33,917
Grade 8 — Doubtful .........cccoeeevirevnennen.. — — — — —
Grade 9 — LOSS....ccovvieeriecrieeree e — — — — —
Total loans receivable........................ $ 27,881 $ 101,291  § 5114 § 75081 $ 209,367
December 31, 2014
(Dollars in thousands)
Commercial
Commercial Real Estate Consumer Residential Total
Grade 1 - Minimal .......ccooveveveveeeeennn. $ 1,093 § $ 531  § — 3 1,624
Grade 2 — Modest.......ccovveeveeeereeerreennnn. 1,164 679 93 1,216 3,152
Grade 3 — Average......c.ccoceeeeeeeeeeenenne. 3,868 5,618 156 4,688 14,330
Grade 4 — Satisfactory ........c.ccoeeverveennen. 16,367 59,536 4,928 56,758 137,589
Grade 5 —Watch.......cocooevveeiiiicinen, 2,905 16,091 178 4,695 23,869
Grade 6 — Special Mention ................... 1,191 4,249 132 3,747 9,319
Grade 7 — Substandard.............c........... 4,306 27,679 211 13,464 45,660
Grade 8 — Doubtful .........ccoveeevereniennn. — — — — —
Grade 9 —LoSS...ccooeueeeeeieeeeceeeee. — — — — —
Total loans receivable..........coou........ $ 30,894 $ 113,852  §$ 6,229 % 84,568 § 235,543
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Loans graded one through four are considered “pass” credits. As of December 31, 2016, $154.0 million, or 71.6% of the loan
portfolio had a credit grade of “minimal,” “modest,” “average” or “satisfactory.” For loans to qualify for this grade, they must
be performing relatively close to expectations, with no significant departures from the intended source and timing of
repayment.

Loans with a credit grade of “watch” and “special mention” are not considered classified; however, they are categorized as a
watch list credit and are considered potential problem loans. This classification is utilized by us when there is an initial
concern about the financial health of a borrower. These loans are designated as such in order to be monitored more closely
than other credits in the portfolio. Loans on the watch list are not considered problem loans until they are determined by
management to be classified as substandard. As of December 31, 2016, loans with a credit grade of “watch” and “special
mention” totaled $44.7 million. Watch list loans are considered potential problem loans and are monitored as they may
develop into problem loans in the future.

Loans graded “substandard”, “doubtful”, and “loss” are considered classified credits. At December 31, 2016, classified loans
totaled $16.4 million, with $16.0 million being collateralized by real estate. This amount included $10.1 million in TDRs, of
which $8.9 million were considered to be performing at December 31, 2016. Classified credits are evaluated for impairment
on a quarterly basis.

The Company identifies impaired loans through its normal internal loan review process. A loan is considered impaired when,
based on current information and events, it is probable that we will be unable to collect the scheduled payments of principal
or interest when due, according to the contractual terms of the loan agreement. Factors considered by management in
determining impairment include payment status, collateral value, and the probability of collecting scheduled principal and
interest payments when due. Impairment is measured on a loan-by-loan basis by calculating either the present value of
expected future cash flows discounted at the loan’s effective interest rate, the loan’s obtainable market price, or the fair value
of the collateral, less selling costs, if the loan is collateral dependent. If the measurement of the impaired loan is less than the
recorded investment in the loan (including accrued interest, net of deferred loan fees or costs), an impairment is recognized
by establishing or adjusting an existing allocation of the allowance, or by recording a partial charge-off of the loan to its fair
value. When an impaired loan is ultimately charged-off, the charge-off is taken against the specific reserve, if any.

Large groups of smaller balance homogeneous loans are collectively evaluated for impairment. Impaired consumer and
residential loans are identified for impairment disclosures; however, it is policy to individually evaluate for impairment all
loans with a credit grade of “special mention”, “substandard”, “doubtful”, and “loss.” Impaired loans are valued on a
nonrecurring basis at the lower of cost or market value of the underlying collateral, less any selling costs, or based on the net
present value of cash flows. For loans valued based on collateral, market values were obtained using independent appraisals,
updated every 18 to 24 months, in accordance with our reappraisal policy, or other market data such as recent offers to the
borrower. At December 31, 2016, the recorded investment in impaired loans was $21.6 million, compared to $33.9 million
and $41.4 million at December 31, 2015 and 2014, respectively. This reduction in impaired loans was due to the sale of
nonperforming loans as well as the upgrade of loans due to improved financial condition.
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The following chart details our impaired loans, which includes TDRs totaling $19.7 million, $29.1 million and $33.2 million,

by category as of December 31, 2016, 2015 and 2014, respectively:

December 31, 2016
(Dollars in thousands) Unpaid Average Interest
Recorded Principal Related Recorded Income
Investment Balance Allowance Investment Recognized
With no related allowance recorded:
Commercial ........cooceeieveeeeeieeeeeeeeeene, $ 720 $ 720 $ — 3 732§ 43
Commercial real estate ...........cccooeveevnnnnene, 9,194 12,597 — 9,332 574
Residential...........ccoooeeeveeeiiieeiiiiieeeeeeene, 4,365 4,553 — 4,390 248
CONSUMET ...ttt 33 33 — 34 3
Total:. e 14,312 17,903 — 14,488 868
With an allowance recorded:
Commercial .........ccoeeevievieenieecieeeieeeene, 947 947 25 956 37
Commercial real estate.............ccceeeennee..., 3,422 3,422 291 3,433 178
Residential..........ccoeeevieiiieeiieiieeieee, 2,889 2,889 320 2,895 120
CONSUMET ..., 51 51 7 52 2
TOtal: ..o 7,309 7,309 643 7,336 337
Total:
Commercial .........cccceeevevveeeeiieeeieieeeeenee, 1,667 1,667 25 1,688 80
Commercial real estate.............cccceeenne..n, 12,616 16,019 291 12,765 752
Residential...........ccoeeevieiiieciieieeieee, 7,254 7,442 320 7,285 368
(070) 1131111 1 1<) oSSR 84 84 7 86 5
o] 721 LT $ 21,621 $ 25212 § 643 % 21,824  $ 1,205
December 31, 2015
(Dollars in thousands) Unpaid Average Interest
Recorded Principal Related Recorded Income
Investment Balance Allowance  Investment Recognized
With no related allowance recorded:
Commercial .........coooevevieviiiieieeeeeeennn $ 1,070 $ 1,339 § — 3 1,319 §$ 72
Commercial real estate ..............ccoovvunneee.. 17,180 22,037 — 18,989 722
Residential...........coooeovveeeenieiiriecieecieeeiean, 4,016 4,338 — 4,936 137
CONSUMET .....evveeieiieeeeeeeeeeeeeeeee e 68 68 — 84 7
o] 721 LR 22,334 27,782 — 25,328 938
With an allowance recorded:
Commercial ........coooceeveveeeiiiiieeeeeeeeen. 1,657 1,657 137 1,729 79
Commercial real estate.............ccceeeennee... 4,402 4,402 396 4,461 207
Residential..........cccoeeoeveeeiieiiiecieeiieeie, 5,402 5,443 560 5,445 215
CONSUMET .....ovviieeiriie e e ereeeeerreeeeeaeaes 66 66 10 66 3
Totali i 11,527 11,568 1,103 11,701 504
Total:
Commercial ........ccooovevivveeiiiiiieeeeeeeneen. 2,727 2,996 137 3,048 151
Commercial real estate.............cccvevennee... 21,582 26,439 396 23,450 929
Residential..........cccoeeeevieerieiiieciiecieeie, 9,418 9,781 560 10,381 352
CONSUMET .....evviieeiiiieeeiieeeereeeeeireeeeeneaes 134 134 10 150 10
Total: $ 33,861 $ 39350 § 1,103  § 37,029 % 1,442

-79-



HCSB FINANCIAL CORPORATION AND SUBSIDIARY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 5 — LOAN PORTFOLIO - continued

December 31, 2014
(Dollars in thousands)
Unpaid Average Interest
Recorded Principal Related Recorded Income
Investment Balance Allowance Investment Recognized
With no related allowance recorded:
CommMmErcial ....oveeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeneen $ 1,852 $ 2678 $ — 3 2,649 § 79
Commercial real estate.............cccceeevnneee. 19,156 24,441 — 22,377 1,083
Residential..........cooovvvivneeiiiiiecieeeeenee. 5,950 6,528 — 6,249 268
CONSUMET ...t e 32 32 — 34 3
Total.oiiceeeceeceece e 26,990 33,679 — 31,309 1,433
With an allowance recorded:
Commercial .........cccoeeeeeveeeeeiiieeeereeeenne. 1,792 1,792 151 1,892 81
Commercial real estate.............ccccoeeeunee... 5,990 6,194 1,008 6,143 282
Residential...........ccoeovveeeenieiiviecieecieeenen, 6,468 6,468 737 6,506 271
(070) 1131111 1 1<) U 143 143 11 150 8
o] 721 LT 14,393 14,597 1,907 14,691 642
Total:
Commercial ........ooooveiievieeiiiiieeeee e, 3,644 4,470 151 4,541 160
Commercial real estate.............ccoeeevnneen.. 25,146 30,635 1,008 28,520 1,365
Residential...........cccoeovieeinieiiiiecieccieenen, 12,418 12,996 737 12,755 539
CONSUMET ... e 175 175 11 184 11
Total.cuoiecieeciececee e $ 41383 $§ 48276 $ 1,907 $ 46,000 $ 2,075

TDRs are loans which have been restructured from their original contractual terms and include concessions that would not
otherwise have been granted outside of the financial difficulty of the borrower. We only restructure loans for borrowers in
financial difficulty that have designed a viable business plan to fully pay off all obligations, including outstanding debt,
interest and fees, either by generating additional income from the business or through liquidation of assets. Generally, these
loans are restructured to provide the borrower additional time to execute upon their plans.

With respect to restructured loans, we typically grant concessions by (1) reduction of the stated interest rate for the remaining
original life of the debt, or (2) extension of the maturity date at a stated interest rate lower than the current market rate for
new debt with similar risk. We do not generally grant concessions through forgiveness of principal or accrued interest.
Restructured loans where a concession has been granted through extension of the maturity date generally include extension of
payments in an interest only period, extension of payments with capitalized interest and extension of payments through a
forbearance agreement. These extended payment terms are also combined with a reduction of the stated interest rate in certain
cases.

Success in restructuring loans has been mixed but it has proven to be a useful tool in certain situations to protect collateral
values and allow certain borrowers additional time to execute upon defined business plans. In situations where a TDR is
unsuccessful and the borrower is unable to follow through with terms of the restricted agreement, the loan is placed on
nonaccrual status and continues to be written down to the underlying collateral value.

Our policy with respect to accrual of interest on loans restructured in a TDR follows relevant supervisory guidance. That is, if
a borrower has demonstrated performance under the previous loan terms and shows capacity to perform under the
restructured loan terms, continued accrual of interest at the restructured interest rate is likely. If a borrower was materially
delinquent on payments prior to the restructuring but shows capacity to meet the restructured loan terms, the loan will likely
continue as nonaccrual going forward. Lastly, if the borrower does not perform under the restructured terms, the loan is
placed on nonaccrual status.
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We will continue to closely monitor these loans and will cease accruing interest on them if management believes that the
borrowers may not continue performing based on the restructured note terms. If, after previously being classified as a TDR, a
loan is restructured a second time, then that loan is automatically placed on nonaccrual status. Our policy with respect to
nonperforming loans requires the borrower to make a minimum of six consecutive payments in accordance with the loan
terms before that loan can be placed back on accrual status. Further, the borrower must show capacity to continue performing
into the future prior to restoration of accrual status. We believe that all of our modified loans meet the definition of a TDR.

The following is a summary of information pertaining to our TDRs:

December 31,

(Dollars in thousands) 2016 2015 2014

Nonperforming TDRS .......cooviiiiiiiieeeee e, $ 1,269  $ 5449 § 5,013
Performing TDRs:

COMIMETCIAL ...ooiiiiiiiiiiie e e e e s e e e e e enaae, 1,635 2,565 2,942
CommErcial 1Al ESTALE ........cvviiieeiii ettt s eae e e, 10,554 13,883 17,499
RESIAGNTIAL......eviiiieiiic et eae e e e raee e, 6,133 7,059 7,537
COMSUIMICT ...eetviieeiiieeeeie et e ettt e e ettt e e et e e e eetbeeeeeatseeeetseeeesasaeesensseseatsseeesnsseeeanens 84 106 175
Total performing TDRS.........ccccieviiiiieierieieie e, 18,406 23,613 28,153
TOtal TDRS ....vviiiiietie ettt et et et e, $ 19675 $ 29,062 $ 33,166

The following table summarizes how loans that were considered TDRs were modified during the years indicated:

For the Year Ended December 31, 2016
(Dollars in thousands)

TDRs identified during the current year TDRs that subsequently defaulted?
Pre- Post Pre- Post-

modification modification modification modification

Number outstanding  outstanding Number outstanding  outstanding

of recorded recorded of recorded recorded

contracts investment investment contracts investment investment
Commercial real estate......... 4 $ 475 $ 312 — 3 — —
Residential ............coovvveennee. 9 1,257 1,201 — — —
Commercial ..........ccceeeeneeenne, 8 380 380 1 30 30
ConsSumer ........cccveeeevveeeennnen. — — — — — —
Total...........cocveiie 21 $ 2,112 § 1,893 1 $ 30 $ 30

For the Year Ended December 31, 2015
(Dollars in thousands)

TDRs identified during the current year TDRs that subsequently defaulted®
Pre- Post Pre- Post-

modification modification modification modification

Number outstanding  outstanding Number outstanding  outstanding

of recorded recorded of recorded recorded

contracts investment investment contracts investment investment
Commercial real estate......... 6 $ 475 $ 475 — 3 — 3 —
Residential ............cccoceeveennn 8 755 714 2 412 372
Commercial ..........cccoeeeveennn 3 272 191 — — —
CoNSUMET .......ccovvveeerieeeennnn, 3 13 13 — — —
Total..........ccoooovvvereennn, 20 $ 1,515 $ 1,393 2 3 412 $ 372
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For the Year Ended December 31, 2014
(Dollars in thousands)

TDRs identified during the current year TDRs that subsequently defaulted®
Pre- Post Pre- Post-

modification modification modification modification

Number outstanding  outstanding Number outstanding  outstanding

of recorded recorded of recorded recorded

contracts investment investment contracts investment investment
Commercial real estate......... 25 % 6,016 $ 5,837 1 $ 36 $ 36
Residential ............cccueeuneeee 19 3,171 2,992 3 518 518
Commercial ..........cccueeneeenne, 5 455 455 — — —
ConsSumer .........cceeeeeuveeeennen. 2 31 31 — — —
Total...........cccovviie 51 $ 9,673 $ 9,315 4 3 554§ 554

(D Loans past due 90 days or more are considered to be in default.

Portions of the allowance for loan losses may be allocated for specific loans or portfolio segments. However, the entire
allowance for loan losses is available for any loan that, in management’s judgment, should be charged-off. While
management utilizes the best judgment and information available to it, the ultimate adequacy of the allowance for loan losses
depends on a variety of factors beyond our control, including the performance of our loan portfolio, the economy, changes in
interest rates, and the view of the regulatory authorities toward loan classifications. If delinquencies and defaults increase, we
may be required to increase our provision for loan losses, which would adversely affect our results of operations and financial
condition. There can be no assurance that charge-offs of loans in future periods will not exceed the allowance for loan losses
as estimated at any point in time or that provisions for loan losses will not be significant to a particular accounting period.

The Company is a party to financial instruments with off-balance sheet risk in the normal course of business to meet the
financing needs of its customers. These financial instruments include commitments to extend credit and standby letters of
credit. These instruments involve, to varying degrees, elements of credit and interest rate risk in excess of the amount
recognized in the balance sheets.

The Company’s exposure to credit loss in the event of nonperformance by the other party to the financial instrument for
commitments to extend credit and standby letters of credit is represented by the contractual or notional amount of those
instruments. The Company uses the same credit policies in making commitments and conditional obligations as it does for
on-balance-sheet instruments.

Standby letters of credit are conditional commitments issued by the Company to guarantee the performance of a customer to
a third party. The credit risk involved in issuing letters of credit is essentially the same as that involved in extending loans to
customers. The fair value of standby letters of credit is insignificant.

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

Collateral held for commitments to extend credit and standby letters of credit varies but may include accounts receivable,
inventory, property, plant, equipment, and income-producing commercial properties. The following table summarizes the
Company’s off-balance sheet financial instruments whose contract amounts represent credit risk:

December 31,

(Dollars in thousands) 2016 2015 2014
Commitments t0 €XtENA CIEAIT . .evveueeeeeeeeeeeeeeeeeeeeeeeeeeeee et e reeeeeeeseeeeeeseeereeeeean $ 33,155 $ 21,318 $ 27,017
Standby letters 0f Credit.......c.ocvierieriieciieiecieeee e, 444 257 247
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NOTE 6 — PREMISES, FURNITURE AND EQUIPMENT

Premises, furniture and equipment consisted of the following:

December 31,

(Dollars in thousands) 2016 2015 2014
LA .ttt ettt t e bbb ne s b neene $ 4100 $ 4464 S 7,099
Buildings and land improvements .............cocererererinineeeeie e, 13,180 14,301 16,082
Furniture and eqUIPIMENT..........ccceevvieriiiviiiieieeie ettt eeseesre e s 7,441 7,557 7,874
Leasehold IMProVemMENtS ...........cceveerveecieiierieeie e eeeste et eeveeeeseeesreeseeseesne e 40 40 65
24,761 26,362 31,120
Less accumulated depreciation ...........eecvevvereerieeieiieseeie e eeesieesreese e esne e (10,447) (10,445) (10,828)
Premises, furniture and equipment, Net..........c.ocevvevviriirieieieieieceee e, $ 14314 $ 15917 $ 20,292

Depreciation expense for the years ended December 31, 2016, 2015 and 2014 was $659 thousand, $742 thousand, and $789
thousand, respectively.

NOTE 7 - OTHER REAL ESTATE OWNED

Transactions in other real estate owned for the years ended December 31:

(Dollars in thousands) 2016 2015 2014
Balance, beginning of YEar ..........c.ccvcveveuieiivieiieeeeieceeeeeeeteeee s $ 13,624 $ 19,501 $ 24,972
FaNE L U563 1 TR 796 4,058 2,183
SALES ...ttt ettt ettt et et e e e eree e, (5,868) (9,709) (7,337)
WIIEE-AOWIIS ..ttt ettt et e e eneeeteeete e teeneeenee e, (5,665) (226) (317)
Balance, end of Period ..........ccevuieviiiiiiieiieie e $ 2,887 $ 13,624 § 19,501

Increased write-downs were taken during 2016 in an effort to expedite sales to reduce nonperforming assets.

NOTE 8 — OTHER ASSETS

Other assets consisted of the following at December 31:

(Dollars in thousands) 2016 2015 2014
Prepaid expenses and INSUTANCE.............cvevivieeiireeeriereeee ettt $ 478 $ 406 $ 736
Unamortized SOTtWATE.......c..covuiieiiiieiieeiee ettt e ae e, 45 55 52
Proceeds due from Life INSUTANCE .........c..eeiieviiieieie e, — — 1,208
(134 1S) SRR 599 423 384
017 | RO $ 1,122 § 884  $ 2,380

NOTE 9 - DEPOSITS

At December 31, 2016, the scheduled maturities of time deposits were as follows (in thousands):

Maturing in: Amount
LSS ThaAN 0N YEAT ......etieieeieiieiete ettt ettt ettt sttt et et e et e bt s et ebeea e en s e e et e bt seeebeemeaneeneensenseasesenaeseeas $ 102,895
ONE 10 TNTEE YEATS....e.eiteet ittt ettt ettt et et et e bt e teete e st ea e e e e teebeseeebeeaeen s e e e s e bt saeebeemeeneeneensensesensensenaeas 38,456
TRICE £0 LON YEATS ....vitiiietieiiei ettt ettt et e et e bttt et e e st es et et e beseeeheeaeem s e e et e bt sbeebeemeeneeneensensenseseaaenaeas 4,880
BEYONA 10Nl YEATS ....eiviiiieiieiiieeieeieestt ettt et e et e st e te e beesteesaesstesseesseesseesseesseesseassassaesseesseessesssesssesssesseenseensenns —

$ 146,231

Time deposits in excess of the FDIC insurance limit of $250 thousand were $5.0 million, $3.7 million, $6.8 million as of
December 31, 2016, 2015, and 2014, respectively.

Overdrawn transaction accounts in the amount of $23 thousand, $24 thousand and $17 thousand were classified as loans as of
December 31, 2016, 2015 and 2014, respectively.

Brokered deposits were $5.2 million and $14.1 million as of December 31, 2016, and 2014, respectively. The Bank did not
have any brokered deposits at December 31, 2015.

Related party deposits by directors including their affiliates and executive officers totaled approximately $373 thousand,
$552 thousand and $1.4 million at December 31, 2016, 2015 and 2014, respectively.
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NOTE 10— ADVANCES FROM THE FEDERAL HOME LOAN BANK

Advances from the Federal Home Loan Bank consisted of the following at December 31, 2016:

(Dollars in thousands) Advance Advance Advance Maturing
Type Amount Rate On
Convertible Advance $ 2,000 3.600% 9/4/18
Fixed Rate 7,000 1.048% 10/29/18
Fixed Rate 5,000 3.858% 8/20/19
Fixed Rate 5,000 2.505% 11/18/20
Fixed Rate 5,000 2.740% 11/18/20
$ 24,000

As of December 31, 2016, we had advances totaling $24.0 million with various interest rates and maturity dates. Interest on
all advances is at a fixed rate and payable quarterly. Convertible advances are callable by the FHLB on their respective call
dates. The Company has the option to either repay any advance that has been called or to refinance the advance as a
convertible advance.

At December 31, 2016, the Company had pledged as collateral for FHLB advances approximately $2.8 million of one-to-four
family first mortgage loans, $901 thousand of commercial real estate loans, $3.8 million in home equity lines of credit, and
$18.2 million of agency and private issue mortgage-backed securities. The Company has an investment in Federal Home
Loan Bank stock of $1.3 million. The Company has $52.3 million in excess borrowing capacity with the Federal Home Loan
Bank that is available if liquidity needs should arise. As a result of negative financial performance indicators, there is also a
risk that the Bank’s ability to borrow from the FHLB could be curtailed or eliminated, although to date the Bank has not been
denied advances from the FHLB or had to pledge additional collateral for its borrowings.

As of December 31, 2016, scheduled principal reductions include $9.0 million in 2018, $5.0 million in 2019, and $10.0
million in 2020.

NOTE 11 — JUNIOR SUBORDINATED DEBENTURES

On December 21, 2004, the Trust issued $6.0 million floating rate trust preferred securities with a maturity of December 31,
2034. In accordance with current accounting standards, the Trust has not been consolidated in these financial statements. The
Company received from the Trust the $6.0 million proceeds from the issuance of the securities and the $186 thousand initial
proceeds from the capital investment in the Trust and, accordingly, has shown the funds due to the Trust as a $6.2 million
junior subordinated debenture offset by debt issuance costs. The current regulatory rules allow certain amounts of junior
subordinated debentures to be included in the calculation of regulatory capital.

The Federal Reserve Bank of Richmond prohibited the Company from paying interest due on the trust preferred securities
beginning February 2011 and as a result, the Company had deferred interest payments in the amount of approximately $958
thousand due and payable at the time of redemption on April 11, 2016, as described below.

As described in Note 1 to our financial statements, on February 29, 2016, the Company entered into a securities purchase
agreement with Alesco for the repurchase of all the trust preferred securities for an aggregate cash payment of $600 thousand
plus reimbursement of attorneys’ fees and other expenses incurred by Alesco not to exceed $25 thousand. Alesco also agreed
to forgive any and all unpaid interest on the trust preferred securities.

On March 16, 2016, the Company received a notice of default from The Bank of New York Mellon Trust Company, N.A., in
its capacity as trustee, relating to the trust preferred securities. The notice of default related specifically to the Indenture dated
December 21, 2004, by and among the Company and The Bank of New York Mellon Trust Company, N.A., successor-in-
interest to JP Morgan Chase Bank, National Association, under which the Company issued the trust preferred securities. As
permitted by the Indenture, the Company previously exercised its right to defer interest payments on the trust preferred
securities for 20 consecutive quarterly payment periods. The Company’s right to defer such interest payments expired on
March 15, 2016, at which time all deferred payments of interest became due and payable. The Company did not pay such
deferred interest at the end of the permitted deferral period, constituting an event of default under the Indenture, and therefore
pursuant to the Indenture, the trustee provided this notice of default. However, under the Indenture, the principal amount of
the trust preferred securities, together with any premium and unpaid accrued interest, would only become due upon such an
event of default if the trustee or Alesco declared such amounts due and payable by written notice to the Company.
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NOTE 11 — JUNIOR SUBORDINATED DEBENTURES - continued

On April 11, 2016, immediately following the closing of the 2016 private placement, the Company repurchased all of the
outstanding trust preferred securities for $600 thousand, plus reimbursement of approximately $17 thousand in third party legal
expenses. The redemption gain realized on this settlement was approximately $6.3 million.

The redemption consisted of the following (in thousands):

Assets
ONET @SSEES ...ttt e ettt et ettt e et et e et e ete e te e e e eaeeteeateeaeeseeaeeeaeeseeaeeeaeeeseenseeseenseenseeaseeeeseeesseneeeseeeteenteereenes $ 186
REAUCTION £0 @SSELS ...evvieiiieiieeiie et ettt ette et e sttt et e ebeesbeesabe e sbeesseesaseesaseesaseensseanseesnseessseensseenseesnseesssessaennns 186
Liabilities
Junior SUbOTAINAEd AEDENTUIES ........ccuvviiiiieiceiee et eere e e et e e e are e e eetaeeeetreeeetaeeeentreesentreeeenneens 6,117
ACCTUCA INEETESE PAYADIC .....euvieiieeeieii ettt ettt et e e e bt e b e et e teesbeesaesseessessaesssessesssesseessessaessenssesseansenes 958
REUCHION 10 LHADIIITIES ....veee v ettt ettt e et et e et e e e et e e e eteeeeentreeeeateeeeenteeeeensreeeenseeeeesreeeesreeeens 7,075
[ 1 1 5 o 5 OSSR URUUUUSRTRRR (617)
Gain on extingUiShMENt Of AEDL.........coiiiiiiiii ettt et st $ 6,272

NOTE 12 — SUBORDINATED DEBENTURES

On July 31, 2010, the Company completed a private placement of subordinated promissory notes that totaled $12.1 million. The
notes bore interest at a rate equal to the current Prime Rate in effect, as published by the Wall Street Journal, plus 3%; provided, that
the rate of interest shall not be less than 8% per annum or more than 12% per annum. The subordinated notes were structured to
fully count as Tier 2 regulatory capital on a consolidated basis.

The Federal Reserve Bank of Richmond prohibited the Company from paying interest due on the subordinated notes beginning
October 2011 and, as a result, the Company had deferred interest payments in the amount of approximately $5.3 million at the time
of redemption on April 11, 2016, as described below.

During 2013, $1.0 million of the subordinated notes were canceled by the holder as part of a settlement of litigation between the
holder, the Bank, and the Company. The Company was obligated to contribute capital in this amount to the Bank when it was able
and did so immediately following the closing of the 2016 private placement. The forgiveness of this debt was recognized in 2013 as
noninterest income in the consolidated statements of operations.

Effective as of September 16, 2015, the Company, the Bank, and certain other defendants entered into a class action settlement
agreement in potential settlement of the putative class action lawsuit initiated by three holders of the Company’s subordinated
promissory notes, on behalf of themselves and as representatives of a class of similarly situated purchasers of the Company’s
subordinated promissory notes, with respect to alleged wrongful conduct associated with purchases of the subordinated promissory
notes, including fraud, violation of state securities statutes, and negligence. On March 2, 2016, the Court of Common Pleas for the
Fifteenth Judicial District, State of South Carolina, County of Horry entered a final order of approval approving the class action
settlement agreement.

On April 11, 2016, immediately following the closing of the 2016 private placement, the Company established a settlement fund of
approximately $2.4 million, which represented 20% of the principal of subordinated promissory notes issued by the Company. The
proceeds of the fund were used to redeem the subordinated promissory notes held by class members. Also on April 11, 2016, the
Company settled, pursuant to previously executed binding settlement agreements, with the subordinated promissory note holders
who opted out of the class action settlement. These settlements, including the class action settlement, constituted the full satisfaction
of the principal and interest owed on, and required the immediate dismissal of all pending litigation related to, the respective
subordinated promissory notes. In each case, the Company and the Bank also obtained a full and complete release of all claims
asserted or that could have been asserted with respect to the subordinated promissory notes. The redemption gain realized on this
settlement was approximately $12.8 million.

The redemption consisted of the following (in thousands):

Assets
e o8 o) o T £ $ —
Liabilities
SUDOIAINALEA AEDENTUIES ......eeieviiiieeeiee et ettt e e et e e et et e e eate e e s eateeeeeateeeeeatseesenaeeesaeesesssseesssrseaanns 11,023
ACCTUC INTETESE PAYADIE ....cueeeiiiiieiieeiee ettt sttt et st e bt et e sb e et s ate s bt et e satesbeensesaeenseeneennes 5,274
ReAUCHION 10 1TADIIITIES .....eii ittt e ettt e e e ettt e e e e e e aaaaeeeeeeeeeaaaeeeeeeeenseaaeeeeeeeanes 16,297
[0 1 1 5 o -5 OO P TP (3,454)
Gain on extingUiSHMENt OF AEDL.....c.ocviiiiiiiiiiiiiitci ettt b bbb sb e sseseesseseeseeseenas $ 12,843
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NOTE 13 — LEASE COMMITMENTS

On January 1, 2013, the Company renewed a lease agreement for land on which to operate its Tabor City branch. The lease
has a five-year term that expires December 31, 2017. The Company has an option for eight additional five-year renewal
periods thereafter. The lease has a rental amount of $1,047 per month. The lease gives the Company the first right of refusal
to purchase the property at an unimproved value if the owners decide to sell. The Company also pays applicable property
taxes on the property.

Future minimum lease payments are expected to be approximately $12,564 per year for the next year.

NOTE 14 - COMMITMENTS AND CONTINGENCIES

In the ordinary course of business, the Company may, from time to time, become a party to legal claims and disputes. At
December 31, 2016, the Company has received subpoenas from the office of SIGTARP. The Company has fully responded
to all of the subpoenas and provided testimony. The Company and the Bank believe that the investigation will not have a
material adverse effect on the financial condition or operation of the Company. Management was not aware of any other
pending or threatened litigation or unassisted claims that could result in losses, if any, that would be material to the financial
statements. The details of the matter above is included in “Legal Proceedings” under Part I, Item 3 of the Annual Report on
Form 10-K.

NOTE 15 - SHAREHOLDERS’ EQUITY

Preferred Stock

Series T - In March 2009, in connection with the CPP, the Company issued to the U.S. Treasury 12,895 shares of the
Company’s Series T preferred stock. The Series T preferred stock had a dividend rate of 5% for the first five years and 9%
thereafter, and had a call feature after three years.

In connection with the sale of the Series T preferred stock, the Company also issued to the U.S. Treasury the CPP Warrant to
purchase up to 91,714 shares of the Company’s common stock at an initial exercise price of $21.09 per share.

The Series T preferred stock and the CPP Warrant were sold to the U.S. Treasury for an aggregate purchase price of $12.9
million in cash. The purchase price was allocated between the Series T preferred stock and the CPP Warrant based upon the
relative fair values of each to arrive at the amounts recorded by the Company. This resulted in the Series T preferred stock
being issued at a discount which was amortized on a level yield basis as a charge to retained earnings over an assumed life of
five years.

As required under the CPP, dividend payments on and repurchases of the Company’s common stock were subject to certain
restrictions. For as long as the Series T preferred stock was outstanding, no dividends could be declared or paid on the
Company’s common stock until all accrued and unpaid dividends on the Series T preferred stock were fully paid. In addition,
the U.S. Treasury’s consent was required for any increase in dividends on common stock before the third anniversary of
issuance of the Series T preferred stock and for any repurchase of any common stock except for repurchases of common
shares in connection with benefit plans.

Beginning in February 2011, the Federal Reserve Bank of Richmond required the Company to defer dividend payments on
the 12,895 shares of the Series T preferred stock. Therefore, for each quarterly period beginning in February 2011, the
Company notified the U.S. Treasury of its deferral of quarterly dividend payments on the Series T preferred stock. The
amount of each of the Company’s quarterly interest payments was approximately $161 thousand through March 2014 and
then increased to $290 thousand. At the time the shares were repurchased on April 12, 2016, as described below, the
Company had $5.1 million of deferred dividend payments due on the Series T preferred stock, $398 thousand of which had
previously been shown as accrued preferred dividends on the Company’s statement of operations for 2016.

On April 12, 2016, the Company repurchased all 12,895 shares of the outstanding Series T preferred stock from the U.S.
Treasury for $129 thousand. The U.S. Treasury also canceled the CPP Warrant. The redemption gain realized on this
settlement was approximately $13.8 million and was recorded in retained deficit.

Series A — As previously disclosed, on April 1, 2016, the Company designated 905,316 shares of the Company’s authorized
but unissued preferred stock as shares of the Company’s Series A preferred stock. As discussed in Note 1, the Company
issued 905,316 shares of its Series A stock at $10.00 per share in the 2016 private placement.
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NOTE 15— SHAREHOLDERS’ EQUITY - continued

Non-Voting Common Stock - On August 23, 2016, the Company filed Articles of Amendment to the Company’s Articles of
Incorporation to authorize a class of 150,000,000 shares of non-voting common stock. Also on August 23, 2016, the
Company converted 905,316 shares of issued and outstanding Series A preferred stock into 90,531,557 shares of non-voting
common stock. The 905,316 shares of Series A preferred stock converted into 90,531,557 shares of non-voting common
stock represented all of the issued and outstanding shares of Series A preferred stock on such date and, as a result, all shares
of the Series A preferred stock are no longer outstanding and resumed the status of authorized and unissued shares of the
Company’s preferred stock.

Restrictions on Dividends - Under the terms of the Written Agreement, the Company is currently prohibited from declaring
or paying any dividends without the prior written approval of the Federal Reserve Bank of Richmond. In addition, because
the Company is a legal entity separate and distinct from the Bank and has little direct income itself, the Company relies on
dividends paid to it by the Bank in order to pay dividends on its common stock. As a South Carolina state bank, the Bank
may only pay dividends out of its net profits, after deducting expenses, including losses and bad debts. Under the Federal
Deposit Insurance Corporation Improvement Act (“FDICIA”), the Bank may not pay a dividend if, after paying the dividend,
the Bank would be undercapitalized. In addition, regulatory restrictions remain following the termination of the Consent
Order that prohibit the Bank from paying dividends without the prior approval of the FDIC and State Board.

NOTE 16 — CAPITAL REQUIREMENTS

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

Quantitative measures established by regulation to ensure capital adequacy require the Company and the 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 1250%. Tier 1 capital consists of common shareholders’ equity, excluding the unrealized gain or loss on
securities available-for-sale, minus certain intangible assets. Tier 2 capital consists of the allowance for loan losses subject to
certain limitations. Total capital for purposes of computing the capital ratios consists of the sum of Tier 1 and Tier 2 capital.
The Company and the Bank are also required to maintain capital at a minimum level based on quarterly average assets, which
is known as the leverage ratio.

Regulatory capital rules released in July 2013 to implement capital standards, referred to as Basel III and developed by an
international body known as the Basel Committee on Banking Supervision, impose higher minimum capital requirements for
bank holding companies and banks. The rules apply to all national and state banks and savings associations regardless of size
and bank holding companies and savings and loan holding companies with more than $1 billion in total consolidated assets.
More stringent requirements are imposed on “advanced approaches” banking organizations-those organizations with $250
billion or more in total consolidated assets, $10 billion or more in total foreign exposures, or that have opted in to the Basel II
capital regime. The requirements in the rule began to phase in on January 1, 2015 for the Bank, and the requirements in the
rule will be fully phased in by January 1, 2019.

The approved rule includes a new minimum ratio of common equity Tier 1 capital to risk-weighted assets (“CET1”) of 4.5%
and a capital conservation buffer of 2.5% of risk-weighted assets, which when fully phased-in, effectively results in a
minimum CET1 ratio of 7.0%. Basel III also raises the minimum ratio of Tier 1 capital to risk-weighted assets from 4.0% to
6.0% (which, with the capital conservation buffer, effectively results in a minimum Tier 1 capital ratio of 8.5% when fully
phased-in), effectively results in a minimum total capital to risk-weighted assets ratio of 10.5% (with the capital conservation
buffer fully phased-in), and requires a minimum leverage ratio of 4.0%. Basel I1I also makes changes to the risk weights for
certain assets and off-balance sheet exposures. Finally, CET1 includes accumulated other comprehensive income (which
includes all unrealized gains and losses on available-for-sale debt and equity securities), subject to a transition period and a
one-time opt-out election. The Bank elected to opt-out of this provision. As such, accumulated comprehensive income is not
included in the Bank’s Tier 1 capital.

-87-



HCSB FINANCIAL CORPORATION AND SUBSIDIARY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 16 — CAPITAL REQUIREMENTS - continued

The new capital conservation buffer began its phase-in period on January 1, 2016 at 0.625% of risk-weighted assets and will
increase each subsequent year by an additional 0.625% until reaching its final level of 2.5% on January 1, 2019, as discussed
above. The Bank had sufficient capital to meet the new conservation buffer requirements at December 31, 2016.

To be considered “well-capitalized,” a bank must maintain total risk-based capital of at least 10%, Tier 1 capital of at least
6%, and a leverage ratio of at least 5%. To be considered “adequately capitalized” under these capital guidelines, a bank must
maintain a minimum total risk-based capital of 8%, with at least 4% being Tier 1 capital. Although the Bank is no longer
subject to the Consent Order as of its termination on October 26, 2016, the Bank must continue to maintain a Tier 1 capital at
least equal to 8% and total risk-based capital at least equal to 10%.

At December 31, 2016, the Company and Bank exceeded minimum regulatory capital requirements.

The following table summarizes the capital ratios and the regulatory minimum requirements for the Company and the Bank.

Minimum
To Be Well
Minimum Capitalized Under
Capital Prompt Corrective
Actual Requirement Action Provisions
(Dollars in thousands) Amount Ratio Amount  Ratio Amount  Ratio
December 31, 2016
The Company
Total Capital (to Risk-Weighted ASSets) ........ccccevevereecreniencne $ 41,697 16.80% $ 19,861 8.00% N/A N/A
Common Equity Tier I Capital (to Risk-Weighted Assets)....... $ 35,586 15.54% $ 9,930 4.50% N/A N/A
Tier I Capital (to Risk-Weighted ASSets)........ccoveveereerereneenne. $ 38,586 15.54% $ 9,930 4.00% N/A N/A
Tier I Capital (to Average ASSets) ........ccceceveeerevieeeerenennennns $ 38,586 10.15% $ 15,200 4.00% N/A N/A
The Bank
Total Capital (to Risk-Weighted ASSets) .......ccccevvereeriereeennnn. $ 40,833 16.44% $ 19,865 8.00% $ 24,832 10.00%
Common Equity Tier I Capital (to Risk-Weighted Assets)....... $ 37,721 15.19% $ 14,899 4.50% 1) )
Tier I Capital (to Risk-Weighted ASSets)......cccoeervreenereenennns $ 37,721 15.19% § 14,899 6.00% ) )
Tier I Capital (to Average ASSEtS) .....cccoveervereerreerieeerieeennns $ 37,721 9.95% § 15,162 4.00% $ 30,324 8.00%
Common Equity Tier 1 Capital (to Risk-Weighted Assets)...... $§ 37,721 15.19% § 11,174 450% $ N/A N/A
December 31, 2015
The Company
Total Capital (to Risk-Weighted ASSets) ........ccccevevereecreniencne $ (10,642) 4.15% $§ 20,537 8.00% N/A N/A
Common Equity Tier I Capital (to Risk-Weighted Assets)....... $ (10,642) (4.15% $ 10,269 4.50% N/A N/A
Tier I Capital (to Risk-Weighted Assets)........ccccoecerereireneenene $ (10,642) (4.15% $ 10,269 4.00% N/A N/A
Tier I Capital (to Average ASSELS) ......c.coeererveerierereerenereeenennes $ (10,642) 2.87)% $ 14,831 4.00% N/A N/A
The Bank
Total Capital (to Risk-Weighted ASSets) .......ccecervververrereenennn. $ 15,402 5.92% $ 20,802 8.00% $ 26,002 10.00%
Common Equity Tier I Capital (to Risk-Weighted Assets)....... $ 12,135 4.67% $ 15,601 4.50% ) )
Tier I Capital (to Risk-Weighted AsSets).......cccocevverereirenienene $ 12,135 4.67% $ 15,601 6.00% €8 1)
Tier I Capital (to Average ASSEtS) .....cccoeveervreeerieerieeerieeenns $ 12,135 3.28% § 14,819 4.00% $ 29,639 8.00%
Common Equity Tier 1 Capital (to Risk-Weighted Assets)...... $ 12,135 4.67% $ 11,701 450% $ N/A N/A
December 31, 2014
The Company
Total Capital (to Risk-Weighted ASSets) ......cccoeveerevieeeenienens $ (10,402) (3.61)% $§ 23,031 8.00% N/A N/A
Tier I Capital (to Risk-Weighted Assets) e $ (10402)  (3.61)% $ 11,516  4.00% N/A N/A
Tier I Capital (to Average ASSets) ........cceevvererenveeeerenennennns $ (10,402) (2.36)% $ 17,614 4.00% N/A N/A
The Bank
Total Capital (to Risk-Weighted ASSets) .......ccoevevreerireenennns $ 14,533 5.05% § 23,008 8.00% § 28,760 10.00%
Tier I Capital (to Risk-Weighted Assets)........ccccevcererevrenneneee $ 10911 3.79% $ 11,504 4.00% €8 1)
Tier I Capital (to Average ASSEtS) ......ccoeevereereerreerieererieeeenns $ 10911 2.53% § 17,255 4.00% $ 34,510 8.00%

(@ Minimum capital amounts and ratios presented are amounts to be well-capitalized under the various regulatory capital requirements administered
by the FDIC. On February 10, 2011, the Bank became subject to a regulatory Consent Order with the FDIC and the State Board. Minimum capital
amounts and ratios presented for the Bank as of December 31, 2015, and 2014, are the minimum levels set forth in the Consent Order. No
minimum Tier 1 capital to risk-weighted assets ratio was specified in the Consent Order. Although the Bank was not subject to the Consent Order
at December 31, 2016, the Bank must continue to maintain Tier 1 capital at least equal to 8% and total risk-based capital at least equal to 10%.
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NOTE 17 - RETIREMENT AND BENEFITS

Trustee Retirement Savings Plan - The Bank has a trustee retirement savings plan which provides retirement benefits to
substantially all officers and employees who meet certain age and service requirements. The plan includes a “salary
reduction” feature pursuant to Section 401(k) of the Internal Revenue Code. Under the plan and present policies, participants
are permitted to contribute up to 15% of their annual compensation. At its discretion, the Bank can make matching
contributions up to 2% of the participants’ compensation. In an effort to reduce expenses, the Bank made no contributions to
employee 401(k) plans in 2015 or 2014. The Bank made a $68 thousand contribution for 2016.

Directors Deferred Compensation Plan - The Company had a deferred compensation plan whereby directors may elect to
defer the payment of their fees. Under the terms of the plan, the Company accrues an expense equal to the amount deferred
plus an interest component based on the prime rate of interest at the beginning of each year. The Company has also purchased
life insurance contracts on each of the participating directors. The Company ceased paying directors fees to control expenses
and all active directors have relinquished the right to their deferred directors’ fees. At December 31, 2016, 2015 and 2014,
$12 thousand, $25 thousand and $37 thousand, respectively, of deferred directors’ fees relating to retired directors were
included in other liabilities.

NOTE 18 — INCOME (LOSS) PER SHARE

(Dollars in thousands, except share and per share amounts) Years ended December 31,
2016 2015 2014

Basic income (loss) per common share:

Net income (loss) available to common shareholders.......................... $ 20,024 $ (1,758) $ (1,403)
Weighted average common shares outstanding - basic ........................ 301,460,946 3,823,244 3,770,355
Basic income (loss) per common Share............c.ccoovevererieeeveneeesnennas $ 007 3 (0.46) $ (0.37)

Diluted income (loss) per common share:

Net income (loss) available to common shareholders.......................... $ 20,204  $ (1,758) $ (1,403)
Weighted average common shares outstanding - basic ........................ 301,460,946 3,823,244 3,770,355
Incremental SRHATES.........coovvveeiiiiiiiieeeeee e 5,791,304 — —
Average common shares outstanding - diluted...........ccccoeoeiieiinienenen. 307,252,250 3,823,244 3,770,355
Diluted income (10ss) per common Share..............cocoeveeeeevereievereennann. $ 007 3 (0.46) 3 (0.37)

For the years ended December 31, 2015 and 2014, there were 91,714 common stock equivalents outstanding associated with
the CPP Warrant. These common stock equivalents were not included in the diluted loss per share computation because their
effect would have been anti-dilutive.
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NOTE 19 - STOCK COMPENSATION PLANS

Omnibus Stock Ownership and Long Term Incentive Plan - In 2004, upon shareholder approval, the Company adopted
an Omnibus Stock Ownership and Long Term Incentive Plan (the “2004 Plan”). The 2004 Plan authorizes the grant of
options and awards of restricted stock to certain of our employees for up to 400,000 shares of the Company’s common stock
from time to time during the term of the 2004 Plan, subject to adjustments upon change in capitalization. The 2004 Plan is
administered by the Compensation Committee of the Board of Directors of the Company.

There were no stock options outstanding as of December 31, 2016, 2015 or 2014 under the 2004 Plan.

Restricted stock awards included in the 2004 Plan vest after the first three consecutive periods during which the Bank’s
return on average assets (“ROAA”) averages 1.15%. There were no awards outstanding as of December 31, 2016, 2015 or
2014 under the 2004 Plan.

2016 Equity Incentive Plan - On July 28, 2016, the shareholders of the Company approved the HCSB Financial Corporation
2016 Equity Incentive Plan (the “2016 Plan”) that provides for the grant of stock options, restricted stock awards, restricted
stock unit awards and other equity awards to the Company’s officers, employees, directors, advisors and consultants. A total
of 30,000,000 shares of voting common stock have been reserved for the issuance of awards under the 2016 Plan, all of
which may be issued as stock options (including incentive stock options), restricted stock or restricted stock units, subject to
the anti-dilution provisions of the 2016 Plan. The Board of Directors has appointed the Compensation Committee as the
administrator of the 2016 Plan.

Stock Options - The 2016 Plan requires that stock options can only be issued at or above the fair market value per share on
the date of grant. Stock options granted to participants under the 2016 Plan may be either incentive stock options or
Nonqualified Options. Stock options entitle the recipient to purchase shares of common stock at the exercise price specified
in the award agreement. The administrator at its discretion determines the number of option shares, the term of the option, the
exercise price (subject to the minimum price described above), the vesting schedule and performance conditions (if any), and
any other terms and conditions. In the case of 10% shareholders who receive incentive stock options, the exercise price may
not be less than 110% of the fair market value of the common stock on the date of grant. An exception to each of these
requirements may be made for options that the Company may grant in substitution for options held by employees of
companies that the Company acquires. In such a case, the exercise price is adjusted to preserve the economic value of the
employee’s stock option from his or her former employer.

The Compensation Committee will determine the periods during which the options will be exercisable. However, no option
will be exercisable more than 10 years after the date of grant. Payment of the exercise price of any option may be made in
cash or cash equivalent, as determined by the Compensation Committee, to the extent permitted by law (i) by means of any
cashless exercise procedure approved by the Compensation Committee, (ii) by delivering shares of common stock already
owned by the option holder, (iii) by such other method as the Compensation Committee may determine, or (iv) any
combination of the foregoing.

There were no stock options outstanding under the 2016 Plan.

Restricted Stock - Restricted stock consists of shares of common stock which are granted to the participant, subject to certain
restrictions against disposition and certain obligations to forfeit such shares to the Company under certain circumstances. The
restrictions, which may be different for each award, will be determined by the Compensation Committee in its sole
discretion. Restricted stock awarded under the 2016 Plan will be represented by a book entry registered in the name of the
participant. Unless otherwise provided in an agreement, the participant will have the right to receive dividends, if any, with
respect to such shares of restricted stock, to vote such shares and to enjoy all other shareholder rights, except that the
participant may not sell, transfer, pledge or otherwise dispose of the restricted stock until the restrictions have expired. A
breach of the terms and conditions established by the Compensation Committee pursuant to an award will cause a forfeiture
of the award. The Compensation Committee expects that participants generally will not be required to make any payment for
common stock received pursuant to an award, except to the extent otherwise determined by the Compensation Committee or
required by law.
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NOTE 19 - STOCK COMPENSATION PLANS - continued

On August 18, 2016, the Compensation Committee awarded 27,750,000 shares of restricted stock. Subject to earlier
forfeiture or accelerated vesting under circumstances described in the applicable Restricted Stock Award Agreements, the
restricted shares vest ratably over a five-year period, subject to the Company’s achievement of certain performance-based and
time-based vesting conditions prior to the applicable vesting date. The performance-based conditions are (i) the removal of
the Consent Order (which was terminated on October 26, 2016), and (ii) the reporting of two consecutive quarters of
consolidated net income.

As of December 31, 2016, unrecognized compensation expense related to unvested restricted stock was $2.6 million. The
unrecognized compensation expense is expected to be recognized over a weighted average period of 4.7 years.

The following summarizes non-vested restricted stock activity for the period:

Grant Date
Fair Value
Weighted of Restricted
Average Stock that
Number Grant Date Vested During
of Shares Fair Value the Year
Balance, January 1, 2016 — 3 —
(121 11T USSP 27,750,000 0.10
VESEEA ...ttt ettt ettt ne e — — 3 —
Balance, December 31, 2016...................cccoooiiiiiiiiiiiceeee e 27,750,000 $ 0.10

The fair value of the restricted stock awards is amortized to compensation expense over their respective vesting periods and is
based on the market price of the Company’s common stock at the date of grant multiplied by the number of shares granted
that are expected to vest. Total shares of restricted stock granted under the 2016 Plan is 27,750,000.

Restricted Stock Units - Restricted stock units are similar to restricted stock awards in that the value of a restricted stock unit
is denominated in shares of stock. However, unlike a restricted stock award, restricted stock units are a mere promise by the
Company to grant stock at a specified point in the future, and no shares of stock are transferred to the participant until certain
requirements or conditions associated with the award are satisfied.

No restricted stock units were outstanding under the 2016 Plan.

NOTE 20 - OTHER EXPENSES

Other expenses are summarized as follows:

Years Ended December 31,

(Dollars in thousands) 2016 2015 2014
Stationery, printing, and POSLAZE ..........ocveveirirreriririeriisieteeerereesee e $ 285 % 297 $ 287
Dues and SUDSCIIPLIONS .....c.vievviivieiieieeere et este et ettt ereesreeereeeaeseeesteesreenns 98 69 59
TRICPNONE ...ttt et st eae b e et e b e essessaesbaebeenns 174 186 202
Director and officer INSUTANCE ...........coervereririenirieieeeeseee e, 180 196 212
APPraisal fE€ EXPENSE ......eciieiieieiieieeie ettt ettt ettt sae s 89 84 123
ACCOUNTANT FEES ..c.venviieiiiiieiieietctereer ettt 288 267 277
LAl 0S5 ieiieiieie ettt et n e ne s 936 853 697
IMATKEEINE. ... eevveeteeie ettt ettt ettt sttt ea e s te et e st enseenseensessaessaensaeseenns 50 60 16
CONSUIING TEES ..ottt 574 330 184
Impairment of assets held for sale ..........occooieiiiiiiiiiie 248 — —
BOLI MOTality COSES ...eetieiieiiieiieitieieeie ettt sttt 116 112 107
OLRET ettt ettt e e bt et en et e et e 1,033 633 751
TOLAL ..ttt ettt $ 4,071 § 3,087 S 2,915
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NOTE 21 — INCOME TAXES

Income tax expense is summarized as follows:

Years Ended December 31,

(Dollars in thousands) 2016 2015 2014
Currently payable:
FEAETAL ..., $ 147  $ — 5 —
STALE ...ttt ettt ettt ettt e eae e ae e teeneeenea 463 27 78
TOtAl CUITENT ...ttt s 610 27 78
Deferred INCOME tAXES ... .ooueieeieriieiieieeie ettt sttt — — —
INCOME tAX EXPENSE ...oviveervvieeereeieiereeeeetetese et seeeeseteeeesessae s eseae s sesseseens $ 610 $ 27 $ 78

The components of the net deferred tax asset are as follows:

December 31,

(Dollars in thousands) 2016 2015 2014
Deferred tax assets:
Allowance FOr 10AN LOSSES ......ocvvievieeeieieeeeeeieeeeee e, $ 1,275  § 1,564 $ 1,968
Net unrealized losses on securities available-for-sale..............cccovvevennn., 1,206 595 313
Net capitalized 10an COSES.......eevuiriierieriieii e, 76 24 23
Net OPErating lOSS ....ccveeverieriieieiie ettt ae e, 17,443 20,253 19,572
Deferred COMPENSAtion ...........cceeevieeieierieniieieeee e eeesieese e eee e seee e, 4 8 13
NONACCTUING INEETEST ...c.veeveeiieieeeiiertieie e eee st ettt eeeeesnee e, 12 332 232
TAX CIEAILS ...t e et e e eeeeneee e, 393 241 259
Other real €State OWNEd.........eevviiiiiiiiiiiieeeeeeeeeee e, 1,058 265 655
L 0SS ON @qUILY SECUITEICS ....eueetieiieiiieiieniieieeie ettt e, — 1 1
RESLICEA STOCK ... ueiiiiieeeiieceie ettt e, 63 — —
(0111 =3 ST TSN U RO PSR 20 12 8
Total deferred tax @SSELS .....viiiiiieeeeieeieeeeeeeeeee e, 21,550 23,295 23,044
Valuation ATIOWANCE........ceecvieiieieriieiieieeie ettt ere e see e e sreesaeeseeeseeene, (20,852) (22,474) (21,971)
Total net deferred tax aSSELS ....vviivvvieiieiiieeeeee e, 698 821 1,073
Deferred tax liabilities:
Accumulated depreciation ...........ccccceeveerierierieniieiieee e, (667) (817) (965)
Gain on sale 0f real eState ........c.eevvvieveiieiiiieciieeee e, — — —
Prepaid EXPenSES.....ccveiierierieieeie ettt (31 (4 (108)
Total deferred tax Habilities. .......cecveeierieriieieeieeeeee e, (698) (821) (1,073)
Net deferred taX @SSEL ......c.ovviriereeveeierieeeeereeeeeereeeeer oot $ — 3 — 3 —

Deferred tax assets represent the future tax benefit of deductible items. The Company, under the current Internal Revenue
Code, is allowed up to a two-year carryback and a twenty-year carryforward of these timing items. A valuation allowance is
established if it is more likely than not that the tax asset will not be realized. The valuation allowance reduces the recorded
deferred tax assets to the net realizable value. As of December 31, 2016, 2015 and 2014, management had established a full
valuation allowance of $20.9 million, $22.5 million and $22.0 million, respectively, to reflect the portion of the deferred
income tax asset that was not able to be offset against net operating loss carrybacks and reversals of net future taxable
temporary differences. When the Company generates future taxable income, it will be able to reevaluate the amount of the
valuation allowance.

In the second quarter of 2016, it was determined that a full valuation allowance was no longer needed on deferred tax assets
related to unrealized losses on available for sale securities and as a result there was no allowance was recorded on
approximately $59,000 of deferred tax assets related to those losses. On December 31, 2016 however, net unrealized losses
increased significantly due to an increase in rates at year end and upon review of the deferred tax asset it was determined that
a valuation allowance on net unrealized losses on available for sale of securities of $1.2 million was warranted.

-92-



HCSB FINANCIAL CORPORATION AND SUBSIDIARY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 21 — INCOME TAXES - continued

The Company has federal net operating loss carryforwards of $51.3 million for income tax purposes as of December 31,
2016. These net operating losses will begin to expire in the year 2030. HCSB Financial Corporation had no South Carolina
net operating loss carryforwards as of December 31, 2016.

The Company has analyzed the tax position taken or expected to be taken on its tax returns and concluded it has no liability
related to uncertain tax positions. Tax returns for 2013 and subsequent years are subject to examination by taxing authorities.

A reconciliation between the income tax expense and the amount computed by applying the Federal statutory rates of 34% to
income before income taxes follows:

Years ended December 31,

(Dollars in thousands) 2016 2015 2014
Tax benefit at StAtULOTY TALE ......c.ceievevieiieeeeceieeeeeeeeee e $ 2,331 $ 74) $ (73)
State income tax, net of federal income tax benefit.......cc.coovvvvviviiiiviiiiiinnen. 617 18 52
Tax-exempt INTETESt INCOME. .....ccuverrureerieeereeeieeeieeereeereesreesreesseessseessseenssens — — ®)
Bank owned 1ife INSUTANCE...........ccvevvieiieiiiieceecece e (110) (108) (113)
Life inSUrance ProCeeds ........ocuiiiirierierieeiieiiesiesieeieeeeseeseeesseesseeseessesssessnens — — (315)
Valuation allOWANCE .........ccveeiirierieiiieiieie sttt steesae e sreesreeseense e (2,233) 220 542
OLRET ..ttt sttt 5 (29) (10)
INCOME tAX EXPEIISE....vruvirreririeieriiteeieteteeeeteseeeeteeetessesseteesessesesseseesesesseseseesens $ 610 § 27 $ 78

NOTE 22 — UNUSED LINES OF CREDIT

The Bank has an unsecured line of credit with a correspondent bank available for overnight borrowing totaling $9.0 million
and may also utilize its unpledged securities, if liquidity needs should arise. At December 31, 2016, investment securities
with a book value of $66.0 million and a market value of $64.0 million were not pledged. Under this agreement, the Bank is
required to maintain an average balance of $300,000 on deposit at the correspondent bank.

NOTE 23 — FAIR VALUE

Fair Value Hierarchy

Fair value is the exchange price that would be received for an asset or paid to transfer a liability (an exit price) in the
principal or most advantageous market for the asset or liability in an orderly transaction between market participants on the
measurement date.

Fair value estimates are made at a specific point in time based on relevant market and other information about the financial
instruments. Because no market exists for a significant portion of the Company’s financial instruments, fair value estimates
are based on current economic conditions, risk characteristics of various financial instruments, and such other factors. These
estimates are subjective in nature and involve uncertainties and matters of significant judgment and therefore cannot be
determined with precision. Changes in assumptions could significantly affect the estimates.

Accounting principles establish a fair value hierarchy, which requires an entity to maximize the use of observable inputs and
minimize the use of unobservable inputs when measuring fair value. There are three levels of inputs that may be used to
measure fair value:

Level 1 Quoted prices in active markets for identical assets or liabilities. Level 1 assets and liabilities include debt and
equity securities and derivative contracts that are traded in an active exchange market, as well as U.S.
Treasuries and money market funds.
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NOTE 23 — FAIR VALUE - continued

Level 2 Observable inputs other than Level 1 prices such as quoted prices for similar assets or liabilities; quoted prices
in markets that are not active; or other inputs that are observable or can be corroborated by observable market
data for substantially the full term of the assets or liabilities. Level 2 assets and liabilities include debt securities
with quoted prices that are traded less frequently than exchange-traded instruments, mortgage-backed securities,
municipal bonds, 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 assets and liabilities include financial instruments whose value is determined
using pricing models, discounted cash flow methodologies, or similar techniques, as well as instruments for
which the determination of fair value requires significant management judgment or estimation. For example,
this category generally includes certain private equity investments, retained residual interests in securitizations,
residential mortgage servicing rights, and highly-structured or long-term derivative contracts.

Financial Instruments
The following methods and assumptions were used to estimate the fair value of significant financial instruments:
Cash and Cash Equivalents - The carrying amount is a reasonable estimate of fair value.

Securities Available-for-Sale - Investment securities available-for-sale are recorded at fair value on a recurring basis. Fair
value measurement is based upon quoted prices, if available. If quoted prices are not available, fair values are measured using
independent pricing models or other model-based valuation techniques such as the present value of future cash flows,
adjusted for the security’s credit rating, prepayment assumptions and other factors such as credit loss assumptions.

Nonmarketable Equity Securities - The carrying amount is a reasonable estimate of fair value since no ready market exists for
these securities.

Loans Receivable - For certain categories of loans, such as variable rate loans which are repriced frequently and have no
significant change in credit risk, fair values are based on the carrying amounts. The fair value of other types of loans is
estimated by discounting the future cash flows using the current rates at which similar loans would be made to the borrowers
with similar credit ratings and for the same remaining maturities.

Deposits - The fair value of demand deposits, savings, and money market accounts is the amount payable on demand at the
reporting date. The fair values of certificates of deposit are estimated using a discounted cash flow calculation that applies
current interest rates to a schedule of aggregated expected maturities.

Repurchase Agreements — The carrying value of these instruments is a reasonable estimate of fair value.

Advances from the Federal Home Loan Bank - For the portion of borrowings immediately callable, fair value is based on the
carrying amount. The fair value of the portion maturing at a later date is estimated using a discounted cash flow calculation
that applies the interest rate of the immediately callable portion to the portion maturing at the future date.

Subordinated Debentures — The Company is unable to determine the fair value of these debentures.
Junior Subordinated Debentures — The Company is unable to determine the fair value of these debentures.
Off-Balance Sheet Financial Instruments - The contractual amount is a reasonable estimate of fair value for the instruments

because commitments to extend credit and standby letters of credit are issued on a short-term or floating rate basis and
include no unusual credit risks.
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NOTE 23 — FAIR VALUE - continued

The carrying values and estimated fair values of the Company’s financial instruments were as follows:

December 31, 2016
(Dollars in thousands)

Financial Assets:

Cash and cash equivalents..........c.ccoevevereeereernnnne.
Securities available-for-sale ...........c.ccocceveverenenen.
Nonmarketable equity securities .............ccceeueeneenne
L0ans, NEt....coooeeeeeeeeeeeeeeeeeeeeeeeeee e

Financial Liabilities:
Demand deposit, interest-bearing transaction,

and Savings aCCOUNTS..........coveevereerreerreeieeeennens
Certificates of deposit.......cccceevevieciiecierierieereennn.
Repurchase agreements............ccoecveveeererceeneeneenne.
Advances from the Federal Home Loan Bank .......

Off-Balance Sheet Financial Instruments:

Commitments to extend credit...........coceeveeuverennnen.
Standby letters of credit..........ccoeevevieniieiiieciiniennnnns

December 31, 2015
(Dollars in thousands)

Financial Assets:

Cash and cash equivalents............cccoceeeveeevereerneenne.
Securities available-for-sale ...........cccccerveviieiennns
Nonmarketable equity securities ..............ceerveenenee.
Loans, Net........coovvivviiieiiieiieee e

Financial Liabilities:
Demand deposit, interest-bearing transaction,

and Savings aCCOUNTS.......c.eevueeerreeriieieaieeienneans
Certificates of deposit.......c.cccveeveevreecieeierienieeieennn,
Repurchase agreements ..........ccccccevererenenenennnn
Advances from the Federal Home Loan Bank .......
Subordinated debentures ...........cccoeeeveevvireeveeenneenne.
Junior subordinated debentures...........c..cccccoueene.

Off-Balance Sheet Financial Instruments:

Commitments to extend credit..........ccoeuvveeeeviveinnnns
Standby letters of credit..........ccoeeevieiieiiniinieens

* The Company is unable to determine this value.

Fair Value Measurements

Quoted
market  Significant
price in other Significant
active observable unobservable
Carrying Estimated markets inputs inputs
Amount Fair Value (Level 1) (Level 2) (Level 3)
$ 25429 $§ 25429 $ 25429 § — 3 —
106,529 106,529 — 106,529 —
1,345 1,345 — — 1,345
211,362 211,278 — — 211,278
167,038 167,038 167,038 — —
146,231 145,779 — 145,779 —
1,983 1,983 — 1,983 —
24,000 24,307 — 24,307 —
Notional Estimated
Amount Fair Value
$ 33,155 n/a
444 n/a
Fair Value Measurements
Quoted
market  Significant
price in other Significant
active observable unobservable
Carrying Estimated markets inputs inputs
Amount Fair Value (Levell) (Level 2) (Level 3)
$ 22,137 $ 22,137 $ 22,137 $ — $ —
89,701 89,701 — 89,701 —
1,330 1,330 — — 1,330
204,766 204,975 — — 204,975
156,860 156,860 156,860 — —
173,971 174,964 — 174,964 —
1,716 1,716 — 1,716 —
17,000 17,108 — 17,108 —
11,062 * — — —
6,186 * — — —
Notional Estimated
Amount Fair Value
$ 21,318 n/a
257 n/a
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December 31, 2014 Fair Value Measurements
(Dollars in thousands) Quoted
market  Significant
price in other Significant
active observable unobservable
Carrying Estimated  markets inputs inputs
Amount  Fair Value (Level 1) (Level 2) (Level 3)
Financial Assets:
Cash and cash equivalents............ccccovevevevererenennnn. $ 28527 $ 28,527 $ 28527 $ — 3 —
Securities available-for-sale ............cccccoovvnnnnnen.n. 106,674 106,674 — 106,674 —
Nonmarketable equity securities .............ccccecuene. 1,342 1,342 — — 1,342
L0ans, Net......cccuveevueeriienieeeieeere e 229,756 230,038 — — 230,038

Financial Liabilities:
Demand deposit, interest-bearing transaction,

and savings aCCOUNTS........c.ccceerveereerereenreennenns 170,538 170,538 170,538 — —
Certificates of deposit........ccecveveeeierieniieciieieeennns 220,799 222,789 — 222789 —
Repurchase agreements.............ccoeceevveneeriienennnens 1,612 1,612 — 1,612 —
Advances from the Federal Home Loan Bank ..... 17,000 17,136 — 17,136 —
Subordinated debentures .........ccccvveeveviieineneenenn. 11,062 * — — —
Junior subordinated debentures..........ccocuveveeeennnn. 6,186 * — — —

Notional Estimated
Amount Fair Value

Off-Balance Sheet Financial Instruments:
Commitments to extend credit...........ccceeeevveeeennn. $ 27,017 n/a
Standby letters of credit..........ccoccvevvecverienennnnnen. 247 n/a

* The Company is unable to determine this value.
Fair Value Measurements
Following is a description of valuation methodologies used for assets and liabilities recorded at fair value.

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

Loans - The Company does not record loans at fair value on a recurring basis, however, from time to time, a loan is
considered impaired and an allowance for loan loss is established. Loans for which it is probable that payment of interest and
principal will not be made in accordance with the contractual terms of the loan are considered impaired. Once a loan is
identified as individually impaired, management measures impairment. The fair value of impaired loans is estimated using
one of several methods, including the collateral value, market value of similar debt and discounted cash flows. Those
impaired loans not requiring a specific allowance represents loans for which the fair value of expected repayments or
collateral exceed the recorded investment in such loans. The fair value of Impaired Loans is generally based on judgment and
therefore classified as nonrecurring Level 3.
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NOTE 23 — FAIR VALUE - continued

Other Real Estate Owned - Other real estate owned (“OREQ”) is adjusted to fair value upon transfer of the loans to OREO.
Real estate acquired in settlement of loans is recorded initially at estimated fair value of the property less estimated selling
costs at the date of foreclosure. The initial recorded value may be subsequently reduced by additional allowances, which are
charges to earnings if the estimated fair value of the property less estimated selling costs declines below the initial recorded
value. Fair value is based upon independent market prices, appraised values of the collateral or management’s estimation of
the value of the collateral. The fair value of OREO is generally based on judgment and therefore is classified as nonrecurring
Level 3.

Assets and Liabilities Measured at Fair Value on a Recurring Basis

The tables below present the balances of assets and liabilities measured at fair value on a recurring basis by level within the
fair value hierarchy.

Quoted pricesin  Significant

active markets Other Significant
for identical Observable  Unobservable
(Dollars in thousands) assets Inputs Inputs
Total (Level 1) (Level 2) (Level 3)
December 31, 2016
Assets:
Government sponsored enterprises...........oevveververerenne, $ 8,409 $ — 8,409 $ —
Mortgage-backed SECUIItIES......c.eevereeriierieeieeieeieiens 83,998 — 83,998 —
Obligations of state and local governments................... 14,122 — 14,122 —
Total ..o, $ 106,529 $ — $ 106,529 $ —
December 31, 2015
Assets:
Government sponsored enterprises.........c.ovevveervererenens $ 36,032 $ — 3 36,032 $ —
Mortgage-backed SECUTItIeS. .......ceeruerirrieieieieereeieas 52,445 — 52,445 —
Obligations of state and local governments.................., 1,224 — 1,224 —
Total ..o, $ 89,701 $ — 3 89,701 § —
December 31, 2014
Assets:
Government sponsored enterprises............oooveerveeerenn, $ 40,082 $ — 40,082 $ —
Mortgage-backed SECUTItIES.....ccvevververierieeieeresieieenns 65,348 — 65,348 —
Obligations of state and local governments................... 1,244 — 1,244 —
TOtal ... $ 106,674 $ — § 106,674 $ —

The Company has no liabilities measured at fair value on a recurring basis.
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HCSB FINANCIAL CORPORATION AND SUBSIDIARY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 23 — FAIR VALUE - continued

Assets and Liabilities Measured at Fair Value on a Nonrecurring Basis

Certain assets and liabilities are measured at fair value on a nonrecurring basis; that is, the instruments are not measured at
fair value on an ongoing basis but are subject to fair value adjustments in certain circumstances (for example, when there is
evidence of impairment). The following tables present the assets and liabilities carried on the balance sheet by caption and by
level within the valuation hierarchy described above for which a nonrecurring change in fair value has been recorded.

Quoted prices in  Significant

active markets Other Significant
for identical Observable Unobservable
(Dollars in thousands) assets Inputs Inputs
Total (Level 1) (Level 2) (Level 3)
December 31, 2016
Assets:
Impaired loans, net of valuation allowance...................... $ 20978 $ — 3 — 3 20,978
Other real estate OWNEd ..........oeovvveiiiiiieieeieeeceeee e 2,887 — — 2,887
Total ... $ 23,865 $ — 3 — § 23,865
December 31, 2015
Assets:
Impaired loans, net of valuation allowance...................... $ 32,758 $ — 3 — § 32,758
Other real estate OWNEd .......c..oeovvveeiiiiieieiie e 13,624 — — 13,624
Total ..o $ 46,382 $ — $ — § 46,382
December 31,2014
Assets:
Impaired loans, net of valuation allowance....................... $ 39476 $ — 3 — 3 39,476
Other real estate OWNEd .......c..oeovvveeiiiiieeeieeeceeee e 19,501 — — 19,501
TOtAL ... $ 58977 $ — 3 — 3 58,977

The Company has no liabilities measured at fair value on a nonrecurring basis.
Level 3 Valuation Methodologies

The fair value of impaired loans is estimated using one of several methods, including collateral value and discounted cash
flows and, in rare cases, the market value of the note. Those impaired loans not requiring an allowance represent loans for
which the net present value of the expected cash flows or fair value of the collateral less costs to sell exceed the recorded
investments in such loans. When the fair value of the collateral is based on an executed sales contract with an independent
third party, the Company records the impaired loans as nonrecurring Level 1. If the collateral is based on another observable
market price or a current appraised value, the Company records the impaired loans as nonrecurring Level 2. When an
appraised value is not available or the Company determines the fair value of the collateral is further impaired below the
appraised value and there is no observable market price, the Company records the impaired loan as nonrecurring Level 3.
Impaired loans can be evaluated for impairment using the present value of expected future cash flows discounted at the loan’s
effective interest rate. Impaired loans are reviewed and evaluated on at least a quarterly basis for additional impairment and
adjusted accordingly. Foreclosed real estate is carried at fair value less estimated selling costs. Fair value is generally based
upon current appraisals, comparable sales, and other estimates of value obtained principally from independent sources,
adjusted for selling costs. When the fair value of the collateral is based on an observable market price or a current appraised
value, the Company records the asset as nonrecurring Level 2. However, the Company also considers other factors or recent
developments which could result in adjustments to the collateral value estimates indicated in the appraisals such as changes
in absorption rates or market conditions from the time of valuation. In situations where management adjustments are
significant to the fair value measurements in its entirety, such measurements are classified as Level 3 within the valuation
hierarchy.
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HCSB FINANCIAL CORPORATION AND SUBSIDIARY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 23 — FAIR VALUE - continued

The following table presents quantitative information about level 3 fair value measurements for financial instruments
measured at fair value on a non-recurring basis at December 31, 2016. Management believes the weighted average range of
adjustments to be appropriate. As discussed previously, depressed real estate values in the areas we serve may cause larger

adjustments from time to time.

(Dollars in thousands) December 31, Valuation Unobservable Range
2016 Techniques Inputs (Weighted Avg)
Impaired loans:
Commercial ..........cccecuennee. $ 1,642 Appraised Value/ Appraisals and/or sales
Discounted Cash of comparable properties/ 0.00%-23.50%
Flows Independent quotes (4.00%)
Commercial real estate....... 12,325 Appraised Value/ Appraisals and/or sales
Discounted Cash of comparable properties/ 0.00%-10.00%
Flows Independent quotes (6.72%)
Residential...........ccueeueneen. 6,934 Appraised Value/ Appraisals and/or sales
Discounted Cash of comparable properties/ 0.00%-10.00%
Flows Independent quotes (8.05%)
ConsSumer .........ccccevereeenenne 77 Appraised Value/ Appraisals and/or sales
Discounted Cash of comparable properties/ 0.00%-10.00%
Flows Independent quotes (1.25%)
Other real estate owned...... 2,887 Appraised Value/ Appraisals and/or sales
Discounted Cash of comparable properties/ 0.00%-10.00%
Flows Independent quotes (10.00%)

The following table presents quantitative information about level 3 fair value measurements for financial instruments
measured at fair value on a non-recurring basis at December 31, 2015. Management believes the weighted average range of
adjustments to be appropriate. As discussed previously, depressed real estate values in the areas we serve may cause larger

adjustments from time to time.

(Dollars in thousands) December 31, Valuation Unobservable Range
2015 Techniques Inputs (Weighted Avg)
Impaired loans:
Commercial ........ccoeruennenne, $ 2,590 Appraised Value/ Appraisals and/or sales
Discounted Cash of comparable properties/ 0.00%-10.00%
Flows Independent quotes (8.77%)
Commercial real estate......... 21,186 Appraised Value/ Appraisals and/or sales
Discounted Cash of comparable properties/ 0.00%-32.33%
Flows Independent quotes (10.23%)
Residential.........c.ccocerennnne, 8,858 Appraised Value/ Appraisals and/or sales
Discounted Cash of comparable properties/ 0.00%-10.00%
Flows Independent quotes (9.90%)
CONSUMET ...c..couveeeieeennennen, 124 Appraised Value/ Appraisals and/or sales
Discounted Cash of comparable properties/ 0.00%-10.00%
Flows Independent quotes (10.00%)
Other real estate owned........ 13,624 Appraised Value/ Appraisals and/or sales
Discounted Cash of comparable properties/ 0.00%-10.00%
Flows Independent quotes (10.00%)
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HCSB FINANCIAL CORPORATION AND SUBSIDIARY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 23 — FAIR VALUE - continued

The following table presents quantitative information about level 3 fair value measurements for financial instruments
measured at fair value on a non-recurring basis at December 31, 2014. Management believes the weighted average range of
adjustments to be appropriate. As discussed previously, depressed real estate values in the areas we serve may cause larger
adjustments from time to time.

(Dollars in thousands) December 31, Valuation Unobservable Range
2014 Techniques Inputs (Weighted Avg)
Impaired loans:
Commercial ...........cceuvennn.ne. 3,493 Appraised Value/ Appraisals and/or sales
Discounted Cash of comparable properties/ 0.00%-68.05%
Flows Independent quotes (25.71%)
Commercial real estate......... 24,138 Appraised Value/ Appraisals and/or sales
Discounted Cash of comparable properties/ 0.00%-10.00%
Flows Independent quotes (10.80%)
Residential.........ccccceerurnenne 11,681 Appraised Value/ Appraisals and/or sales
Discounted Cash of comparable properties/ 0.00%-47.31%
Flows Independent quotes (7.31%)
CONSUMET ....cvvevrerrenreennnene, 164 Appraised Value/ Appraisals and/or sales
Discounted Cash of comparable properties/ 0.00%-10.00%
Flows Independent quotes (10.00%)
Other real estate owned........ 19,501 Appraised Value/ Appraisals and/or sales
Discounted Cash of comparable properties/ 0.00%-10.00%
Flows Independent quotes (10.00%)
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HCSB FINANCIAL CORPORATION AND SUBSIDIARY
NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS

NOTE 24 — HCSB FINANCIAL CORPORATION (PARENT COMPANY ONLY)

Presented below are the condensed financial statements for HCSB Financial Corporation (Parent Company Only).
Condensed Balance Sheets

December 31,

(Dollars in thousands) 2016 2015 2014
Assets
CASI -t sttt et eaeeae s $ 806 § 5 3 26
Investment in banking SubSIdIary ..........ccceevvevieriieciiniienieneere e, 34,461 10,527 10,066
INVEStMENT TN TUSE ...vveiiieeieeeiecie ettt e e s eeens — 186 186
OthET @SSELS ...vieuvieieeieeieeie sttt ete et et et et e et e et e e e ssaesseeseeseensesnnesnnesneen: 70 1 —
TOTAl ASSELS ..cuvveeviieiie et etee ettt et re e s ebe e sebe e anee, $ 35337 §$§ 10,719 § 10,278
Liabilities and shareholders’ equity
Accrued interest payable-subordinated debentures...........cccocveeeveverennen, $ —  § 4,925 % 3,685
Accrued interest payable-junior subordinated debentures ......................... — 901 714
Subordinated debENntUIES...........ccovviiieieeeeeeieee e — 11,021 11,011
Junior subordinated debentures.............coooueeieeiuieeeeiieeeece e, — 6,117 6,113
Other Habilities .......cveiieiiiieie e e, 10 5 2
Total HADIItIES ....cuveeeeeeeieeeeiieeieiee et 10 22,969 21,525
Shareholders’ equity (defiCit).......ccceeverierieiirierieeee e, 35,327 (12,250) (11,247)
Total liabilities and shareholder’s equity (deficit).........cccevervirverrennen, $ 35337 §$§ 10,719 $ 10,278

Condensed Statements of Operations

Years ended December 31,

(Dollars in thousands) 2016 2015 2014
Income
Gain from early extinguishment of debt..............cccoeveveieveiieeeeeeceeeeeenee, $ 19,115 $ — 3 —
Interest income on deposits in DANK .........ccccceeveeveiiierieniieie e, 4 — —
19,119 — —
Expenses
Interest expense on subordinated debentures ............occeeveeeverveneenerenieenennn, 322 1,240 1,132
Interest expense on junior subordinated debentures............ccoceveererenereennnen, — 186 178
OthET EXPEIISES ...eeuveeneieieeiieeiieeiie et et et eete et e st e s bt esbe e teetesneesneesseeneeeneeeneeenee, 113 44 104
435 1,470 1,414
Gain (loss) before income taxes, and equity in undistributed gains of
banking subSIdiary ............cccooiiiiiiiic e, 18,684 (1,470) (1,414)
INCOME tAX EXPENSE...ecuvreerieiiieeiieeieeeieesieesteestreesteeestreesseeesreeseesseeenseesseeen: 4,536 — —
Equity in undistributed gains (losses) of banking subsidiary..............ccccvenenn, (7,902) 1,224 1,123
Net inCOME (I0SS) ......oooviieiiiiiieeiie ettt e e e e e e e, 6,246 (246) (291)
Preferred dividends and accretion of preferred stock ..........cocovveviiiiiencncniinn, — (1,512) (1,112)
Gain on redemption of preferred Shares............ccocveeviecienierieciecieeceeceeeees 13,778 — —
Net income (loss) available to common shareholders ........................... $ 20204 § (1,758) $ (1,403)
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HCSB FINANCIAL CORPORATION AND SUBSIDIARY
NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS

NOTE 24 — HCSB FINANCIAL CORPORATION (PARENT COMPANY ONLY) - continued

Condensed Statements of Cash Flows

Years ended December 31,

(Dollars in thousands) 2016 2015 2014
Cash flows from operating activities:
Net iNCOME (10SS) vevviriiereeteeeee ettt ettt ene e, $ 6,246 $ (246) $ (291)
Adjustments to reconcile net income (loss) to net cash used by operating
activities:
Gain from early extinguishment of debt............o.cooooiiiiiiiniiii, (19,115) — —
Stock cOMPENSALION EXPENSEC......ccvierierierierreereereereereesteesreeseeneereeeneen, 185 — —
Amortization of debt iSSUANCE COSLS ......ccuererreriererinenereeeeeeieeieen, 2 — —
Equity in undistributed gains (losses) of banking subsidiary ................. 7,902 (1,224) (1,123)
(Increase) decrease in Other aSSEtS.......ccvvvvevvereerieerieeieniereerie e, (69) 12 13
Increase in accrued interest payable and other liabilities........................ 411 1,431 1,310
Net cash used by operating aCtivities ...........ecervereereervereereerieeeeenn, (4,438) 27) 91)
Cash flows from investing activities:
Net investment in bank subsidiary ...........cceceeeeerierieiireienieneee e, (33,487) — —
Net cash used by investing activities..........ceeevereerveriercierierieereeeeeen, (33,487) — —

Cash flows from financing activities:

Redemption of subordinated debentures..........c.ccoeeeveenienienieneieieenn, (3,454) — —
Redemption of junior subordinated debentures ...........c.ccoeeeeverrerirreennenn, 617) — —
Redemption of Series T preferred stock and CPP Warrant........................ (129) — —
Issuance of Series A preferred StocK.........ocveveeviieciiiiieiieneeeeee e, 9,053 — —
Issuance of COMMON STOCK ........c.uveiiiuiiiiiiiiie e, 37,364 6 58
StOCK ISSUANCE COSES...vrirrirrrirriiiienrieiieteeteeteesseesseesseessesssesssesseesseessesssensen, (3,491) — —

Net cash provided by financing activities...........coevereerieeveereereenreeneenns, 38,726 6 58
Net change in cash ... 801 (21) (33)
Cash and cash equivalents, beginning of year.............c...c.ccooconiinnnnnns, 5 26 59
Cash and cash equivalents, end of year.................c..ccoooeeiririeiieeineerennn, $ 806 $ 5 8 26
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NOTES TO UNAUDITED CONSOLIDATED FINANCIAL STATEMENTS

NOTE 25 - QUARTERLY RESULTS OF OPERATIONS (UNAUDITED)

The following table presents condensed unaudited information relating to quarterly periods in 2016.

2016

Fourth Third Second First
(Dollars in thousands)
TIEETESE INCOIMIE ..o e e e e eaeeeeeeee e eeeeeereeneeneseean, $ 3,153 $§ 3,172 $ 3,054 $ 2,989
INEETESt EXPEIISE ..ottt ettt ettt et seee et et e e eeeeenee e, 649 668 609 1,046
NEt INTETEST INCOIME ...vvveeeeiiiiiiieieeeee et eeee e e e e e e e e arreeeeeeeeesnaaaeeeees, 2,504 2,504 2,445 1,943
Provision for 10an 10SSES.........eccuiiiiieiiieiie et (1,061) — 3,560 1,424
Net interest income after provision for loan 10SSes..........ccceevveerieerereenes, 3,565 2,504 (1,115) 519
NONINTEIESt INCOIMIE ....vvvvvvieeeeeeeiiiieeee e et e e e e eeere e e e e e eeaaaeeeeeeeseeaaareeees, 411 334 19,453 416
NONINEETESE EXPEIISE .vvveeerieierieeieerieenreesreesreestreesaeessreesseessseesseesssesssseen, 2,886 4,622 7,505 4218
Net income (1oss) before iNCOme taxes ........c.eevevveevieeenrienreereeeeeeeseenne, 1,090 (1,784) 10,833 (3,283)
INCOME tAX EXPENSE .evvvienerieiiieiieeiieeiteeiee et e eteesbeeebeesbeeebeesbeeeabeesneeenns (310) — 920 —
INEt INCOME (10SS) .vevverereriieriieiieieetteeteeteereetestee e esteeseeaesseesseesseesseensen: 1,400 (1,784) 9,913 (3,283)
Preferred dividends and accretion of preferred stock ..........ccvvevvvecieriennnenns, — — — 398
Gain on extinguishment of preferred shares............ccooveeveeienieviecieeieniens, — — 13,778 —
Net income (loss) available to common shareholders..............c.ccccveunenennn, $§ 1,400 § (1,784) $ 23,691 $ (3,681)
Net income (loss) per common share, basiC...........ccceveeveveeerreeeeirereneann, $§ 000 $§ (0.00) $ 0.07 $ (0.96)
Net income (loss) per common share, diluted..............coccoeveieveieierennnnn, $§ 000 $ (0.000$ 007 $ (096)

NOTE 26 — SUBSEQUENT EVENTS

Subsequent events are events or transactions that occur after the balance sheet date but before financial statements are issued.
Recognized subsequent events are events or transactions that provide additional evidence about conditions that existed at the
date of the balance sheet, including the estimates inherent in the process of preparing financial statements. Nonrecognized
subsequent events are events that provide evidence about conditions that did not exist at the date of the balance sheet but
arose after that date. Management has reviewed events occurring through the date the financial statements were issued, and
the following subsequent events occurred requiring accruals or disclosures that are not otherwise disclosed herein.
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Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure.
None.

Item 9A. Controls and Procedures.

Evaluation of Disclosure Controls and Procedures

Based on our management’s evaluation (with the participation of our principal executive officer and principal
financial officer), as of the end of the period covered by this report, our principal executive officer and principal financial
officer have concluded that our disclosure controls and procedures (as defined in Rules 13a-15(e) and 15d-15(e) under the
Exchange Act) are effective to ensure that information required to be disclosed by us in reports that we file or submit under
the Exchange Act is recorded, processed, summarized and reported within the time periods specified in SEC rules and forms
and is accumulated and communicated to our management, including our principal executive officer and principal financial
officer, as appropriate to allow timely decisions regarding required disclosure.

Management’s Report on Internal Control over Financial Reporting

Management is responsible for establishing and maintaining adequate internal control over financial reporting, as
defined in Rule 13a-15(f) of the Exchange Act. Management has assessed the effectiveness of our internal control over
financial reporting as of December 31, 2016, based on criteria established in Internal Control - Integrated Framework (1992)
issued by the Committee of Sponsoring Organizations of the Treadway Commission. As a result of this assessment,
management concluded that, as of December 31, 2016, our internal control was effective in providing reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles.

Changes in Internal Controls

There were no changes in our internal control over financial reporting during the quarter ended December 31, 2016
that have materially affected or are reasonably likely to materially affect our internal control over financial reporting.

Item 9B. Other Information.

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

The information required by this item is set forth in the definitive Proxy Statement of the Company filed in
connection with its 2017 Annual Meeting of the Shareholders, which is incorporated herein by reference.

Item 11. Executive Compensation.

The information required by this item is set forth in the definitive Proxy Statement of the Company filed in
connection with its 2017 Annual Meeting of the Shareholders, which is incorporated herein by reference.

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

The information required by this item is set forth in the definitive Proxy Statement of the Company filed in
connection with its 2017 Annual Meeting of the Shareholders, which is incorporated herein by reference.

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

The information required by this item is set forth in the definitive Proxy Statement of the Company filed in
connection with its 2017 Annual Meeting of the Shareholders, which is incorporated herein by reference.

Item 14. Principal Accountant Fees and Services.

The information required by this item is set forth in the definitive Proxy Statement of the Company filed in
connection with its 2017 Annual Meeting of the Shareholders, which is incorporated herein by reference.
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PART IV

Item 15. Exhibits, Financial Statement Schedules

(a)

1.

Financial Statements
The following consolidated financial statements are included in Item 8 of this report:

Audited Financial Statements as of and for the years ended December 31, 2016, 2015 and 2014:

Report of Independent Registered Public Accounting Firm

Consolidated Balance Sheets as of December 31, 2016, 2015 and 2014

Consolidated Statements of Operations for the years ended December 31, 2016, 2015 and
2014

Consolidated Statements of Comprehensive Income (Loss) for the years ended December
31,2016, 2015 and 2014

Consolidated Statements of Changes in Sharecholders’ Equity for the years ended
December 31, 2016, 2015 and 2014

Consolidated Statements of Cash Flows for the years ended December 31, 2016, 2015
and 2014

Notes to Consolidated Financial Statements

Financial Statement Schedules
These schedules have been omitted because they are not required, are not applicable or have been included
in our consolidated financial statements.

The exhibits required to be filed as part of this Annual Report on Form 10-K are listed in the Exhibit Index
attached hereto and are incorporated herein by reference.



SIGNATURES

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

HCSB FINANCIAL CORPORATION

Date: March 3, 2017 By: /s/ Jan H. Hollar
Jan H. Hollar
Chief Executive Officer

KNOW ALL MEN BY THESE PRESENTS, that each person whose signature appears below constitutes and
appoints Jan H. Hollar as his true and lawful attorney-in-fact and agent, with full power of substitution and resubstitution, for
him and in his name, place and stead, in any and all capacities, to sign any and all amendments to this Annual Report on
Form 10-K, and to file the same, with all exhibits thereto, and other documents in connection therewith, with the Securities
and Exchange Commission, granting unto attorney-in-fact and agent full power and authority to do and perform each and
every act and thing requisite or necessary to be done in and about the premises, as fully to all intents and purposes as he
might or could do in person, hereby ratifying and confirming all that attorney-in-fact and agent, or his substitute or
substitutes, may lawfully do or cause to be done by virtue hereof

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the
following persons on behalf of the registrant in the capacities and on the dates indicated.

By: /s/ Michael S. Addy Date: March 3, 2017
Michael S. Addy, Chairman of the Board

By: /s/ D. Singleton Bailey Date: March 3, 2017
D. Singleton Bailey, Director

By: /s/ Clay D. Brittain, II1 Date: March 3, 2017
Clay D. Brittain, III, Director

By: /s/ Gerald R. Francis Date: March 3, 2017
Gerald R. Francis, Director

By: /s/ Jennifer W. Harris Date: March 3, 2017
Jennifer W. Harris, Chief Financial Officer
(Principal Financial and Accounting Officer)

By: /s/Jan H. Hollar Date: March 3, 2017
Jan H. Hollar, Director, Chief Executive Officer
(Principal Executive Officer)

By: /s/ James C. Nesbitt Date: March 3, 2017
James C. Nesbitt, Director

By: /s/ John T. Pietrzak Date: March 3, 2017
John T. Pietrzak, Director
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Articles of Incorporation (incorporated by reference to Exhibit 3.1 to the Company’s Form 10-KSB for the fiscal
year ended December 31, 1999).

Articles of Amendment to increase Authorized Common Shares, filed on May 31, 2012 (incorporated by reference
to Exhibit 3.5 to the Company’s Form 10-K filed on March 30, 2016).

Articles of Amendment to Authorize Preferred Shares, filed March 2, 2009 (incorporated by reference to Exhibit 3.1
to the Company’s Form 8-K filed on March 6, 2009).

Articles of Amendment to Authorize the Non-Voting Common Stock, effective August 23, 2016 (incorporated by
reference to Exhibit 3.1 to the Company’s Form 8-K filed on August 24, 2016).

Amended and Restated Bylaws of HCSB Financial Corporation dated May 26, 2016 (incorporated by reference to
Exhibit 3.1 to the Company’s Form 8-K filed on June 1, 2016).

Form of Common Stock Certificate (incorporated by reference to Exhibit 4.1 to the Company’s Registration
Statement on Form S-1 filed on November 7, 2016).

Form of Non-Voting Common Stock Certificate (incorporated by reference to Exhibit 4.2 to the Company’s
Registration Statement on Form S-1 filed on November 7, 2016).

Form of Director Deferred Compensation Agreement adopted in 1997 by and between the Board of Directors and
Horry County State Bank (incorporated by reference to Exhibit 10.4 to the Company’s Form 10-KSB for the fiscal
year ended December 31, 2006).*

Written Agreement, effective May 9, 2011, with the Federal Reserve Bank of Richmond (incorporated by reference
to Exhibit 10.2 of the Company’s Form 10-Q filed on May 12, 2011).

Purchase and Assumption Agreement, dated as of March 24, 2015, between the Bank and Sandhills Bank
(incorporated by reference to Exhibit 10.10 of the Company’s Form 10-K filed on March 30, 2015).

Class Action Settlement Agreement, effective September 16, 2015, between the Company, the Bank, James R.
Clarkson, Glenn Raymond Bullard, Ron Lee Paige, Sr., and Edward Lewis Loehr, Jr., on the one hand, and Jan W.
Snyder, Acey H. Livingston, and Mark Josephs, on behalf of themselves and as representatives of a class of
similarly situated purchasers of the Company’s subordinated debt notes (incorporated by reference to Exhibit 10.1 of
the Company’s Form 8-K filed on September 22, 2015).

Securities Purchase Agreement, dated as of February 29, 2016, between the Company and the United States
Department of the Treasury (incorporated by reference to Exhibit 10.1 of the Company’s Form 8-K filed on March
3, 2016).

Securities Purchase Agreement, dated as of February 29, 2016, between the Company and Alesco Preferred Funding
VI LTD (incorporated by reference to Exhibit 10.2 of the Company’s Form 8-K filed on March 3, 2016).

Employment Agreement, dated as of February 29, 2016, between the Company, the Bank, and Jan H. Hollar
(incorporated by reference to Exhibit 10.3 of the Company’s Form 8-K filed on March 3, 2016).

Consulting and Noncompete Agreement, dated as of February 29, 2016, between the Company, the Bank, and James
R. Clarkson (incorporated by reference to Exhibit 10.4 of the Company’s Form 8-K filed on March 3, 2016).

Form of Stock Purchase Agreement, dated as of March 2, 2016, between the Company and Investors (incorporated
by reference to Exhibit 10.1 of the Company’s Form 8-K/A filed on March 9, 2016).

Form of Registration Rights Agreement, dated as of March 2, 2016, between the Company and Investors (attached
as Exhibit A to the Form of Stock Purchase Agreement, dated as of March 2, 201, which is incorporated by
reference to Exhibit 10.1 of the Company’s Form 8-K/A filed on March 9, 2016).

Noncompete Agreement between the Company, the Bank, and Jan H. Hollar, dated May 26, 2016 (incorporated by
reference to Exhibit 10.2 of the Company’s Form 8-K filed on June 1, 2016).*
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Employment Agreement between the Bank and W. Jack McElveen, Jr., dated June 16, 2016 (incorporated by
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Employment Agreement between the Company, the Bank and Jennifer W. Harris, dated as of July 1, 2016
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Consent of Independent Public Accountants.

Power of Attorney (contained on signature pages).
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Rule 13a-14(a) Certification of the Chief Financial Officer.
Section 1350 Certifications.

Certification of the Chief Executive Officer Pursuant to Section 111(b)(4) of the Emergency Economic Stabilization
Act of 2008.
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The following materials from the Company’s Annual Report on Form 10-K for the year ended December 31, 2016,
formatted in XBRL; (i) Consolidated Balance Sheets, (ii) Consolidated Statements of Operations, (iii) Consolidated
Statements of Changes in Shareholders’ Equity (iv) Consolidated Statements of Comprehensive Income (Loss), (V)
Consolidated Statements of Cash Flows, and (vi) Notes to Consolidated Financial Statements.

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



Exhibit 31.1

CERTIFICATION OF PRINCIPAL EXECUTIVE OFFICER
PURSUANT TO EXCHANGE ACT RULE 13a-14(a)/15d-14(a)
AS ADOPTED PURSUANT TO SECTION 302
OF THE SARBANES-OXLEY ACT OF 2002

I, Jan. H. Hollar, certify that:

1.

2.

I have reviewed this annual report on Form 10-K of HCSB Financial Corporation;

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;

Based on my knowledge, the financial statements, and other financial information included in this report, 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;

The registrant’s other certifying officer(s) and I 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:

(a) 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 reasonable 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 the end of the period covered by
this report based on such evaluation; and

(d) Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred
during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an annual report)
that has materially affected, or is reasonably likely to materially affect, the registrant’s internal control over financial
reporting; and

The registrant’s other certifying officer(s) and I 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):

(a) 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 role in
the registrant’s internal control over financial reporting.

Date: March 3, 2017 /s/ Jan H. Hollar

Jan H. Hollar
Chief Executive Officer
(Principal Executive Officer)



Exhibit 31.2

CERTIFICATION OF PRINCIPAL FINANCIAL OFFICER
PURSUANT TO EXCHANGE ACT RULE 13a-14(a)/15d-14(a)
AS ADOPTED PURSUANT TO SECTION 302
OF THE SARBANES-OXLEY ACT OF 2002

I, Jennifer W. Harris, certify that:

1.

2.

Date:

I have reviewed this annual report on Form 10-K of HCSB Financial Corporation;

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;

Based on my knowledge, the financial statements, and other financial information included in this report, 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;

The registrant’s other certifying officer(s) and I 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:

(a) 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 reasonable 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 the end of the period covered by
this report based on such evaluation; and

(d) Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred
during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an annual report)
that has materially affected, or is reasonably likely to materially affect, the registrant’s internal control over financial
reporting; and

The registrant’s other certifying officer(s) and I 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):

(a) 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 role in
the registrant’s internal control over financial reporting.

March 3, 2017 By: /s/ Jennifer W. Harris
Jennifer W. Harris
Chief Financial Officer
(Principal Financial and Accounting Officer)




Exhibit 32

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

The undersigned certify that, to their knowledge on the date of this certification:

1. The annual report of the Company for the fiscal year ended December 31, 2016 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. The information contained in the Report fairly presents, in all material respects, the financial condition and
results of operations of the Company.

Date: March 3, 2017 By: /s/ Jan H. Hollar
Jan H. Hollar
Chief Executive Officer
(Principal Executive Officer)

Date: March 3, 2017 By: /s/ Jennifer W. Harris
Jennifer W. Harris
Chief Financial Officer
(Principal Financial and Accounting Officer)
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