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FORWARD-LOOKING STATEMENTS

Statements included in this report which are not historical in nature
are intended to be, and are hereby identified as ' forward-looking statements'
for purposes of the safe harbor provided by Section 21E of the Securities
Exchange Act of 1934, as amended. Forward-looking statements include statements
concerning plans, objectives, goals, strategies, future events or performance
and underlying assumptions and other statements which are other than statements
of historical facts. Such forward-looking statements may be identified, without
limitation, by the use the of the words "anticipates," "believes," "estimates,"
"expects," "intends," "plans," "predicts," "projects," and similar expressions.
The Corporation's expectations, beliefs, estimates and projections are expressed
in good faith and are believed by the Corporation to have a reasonable Dbasis,
including without limitation, management's examination of historical operating
trends, data <contained in the Corporation's records and other data available
from third parties, but there <can be no assurance that management's
expectations, Dbeliefs, estimates or projections will result or be achieved or
accomplished. The Corporation cautions readers that forward-looking statements,
including without limitation, those relating to the Corporation's recent and
continuing expansion, its future business prospects, revenues, working capital,
liquidity, capital needs, interest costs, income, and adequacy of the allowance
for loan losses, are subject to risks and uncertainties that could cause actual
results to differ materially from those indicated in the forward-looking
statements, due to several important factors herein identified, among others,
and other risks and factors identified from time to time in the Corporation's
reports filed with the Securities and Exchange Commission. The Corporation
undertakes no obligation to publicly wupdate or revise any forward-looking
statements, whether as a result of new information, future events or otherwise.

References to our Website Address

References to our website address throughout this Annual Report on Form
10-K and in any documents incorporated into this Form 10-K by reference are for
informational purposes only, or to fulfill specific disclosure requirements of
the Securities and Exchange Commission's rules or the American Stock Exchange
listing standards. These references are not intended to, and do not, incorporate
the contents of our website by reference into this Form 10-K or the accompanying
materials.

PART T
Item 1. Description of Business

Form of organization
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Community Bankshares, Inc. (CBI or the Corporation) is a South Carolina
corporation and a bank holding company. CBI commenced operations on July 1,
1993, upon effectiveness of the acquisition of the Orangeburg National Bank as a
wholly-owned subsidiary. In June 1996 CBI acquired all the stock of Sumter
National Bank, which is also a wholly-owned subsidiary. In July 1998 CBI
acquired all the stock of Florence National Bank, which is also a wholly-owned
subsidiary. In July 2002 CBI acquired by merger Ridgeway Bancshares, Inc., the
parent company of the Bank of Ridgeway.

Orangeburg National Bank (the Orangeburg bank) is a national bank,
chartered in 1987, operating from two offices located in Orangeburg, South
Carolina.

Sumter National Bank (the Sumter bank) is a national bank, chartered in
1996, operating from two offices located in Sumter, South Carolina.

Florence National Bank (the Florence bank) is a national Dbank,
chartered in 1998, operating from two offices located in Florence, South
Carolina. A second office was opened in early 2005.

Bank of Ridgeway (the Ridgeway bank) is a South Carolina
state-chartered bank, organized in 1898, operating from one office in Ridgeway,
one office in Winnsboro, and one office in Blythewood, South Carolina.

In November 2001, CBI acquired all the common stock of Resource
Mortgage Inc., a Columbia, South Carolina based mortgage company. The mortgage
company operates as a wholly-owned subsidiary of the holding company and is now
named Community Resource Mortgage, Inc. (CRM).

Business of banking

The Orangeburg, Sumter, Florence and Ridgeway banks (hereafter referred
to as the Banks) offer a full array of commercial Dbank services. Deposit
services include business and personal checking accounts, NOW accounts, savings
accounts, money market accounts, various term certificates of deposit, IRA
accounts, and other deposit services. The Federal Deposit Insurance Corporation
insures deposits up to applicable limits. Most of the Banks' deposits are
attracted from individuals and small businesses.

The Banks offer secured and wunsecured, short-to-intermediate term
loans, with floating and fixed interest rates for commercial and consumer

purposes. Consumer loans include car loans, home equity improvement loans
secured by first and second mortgages, personal expenditure loans, education
loans, and the like. Commercial loans include short-term unsecured loans, short
and intermediate term real estate mortgage loans, loans secured by listed
stocks, loans secured by equipment, inventory, accounts receivable, and the
like. The Banks do not and will not discriminate against any applicant for
credit on the basis of race, color, creed, sex, age, marital status, familial

status, handicap, or derivation of income from public assistance programs.

Other services offered by the Banks include safe deposit boxes, night
depository service, VISA and Master Card brand charge cards (through a
correspondent), tax deposits, sale of U.S. Treasury bonds, notes and bills and
other U. S. government securities (through a correspondent), twenty-four hour
automated teller service, and consumer and commercial Internet banking services.
Each of the Banks has ATMs and they are all part of the Star and Cirrus
networks.
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CRM provides a wide variety of one to four family residential mortgage
products in the Columbia, Sumter, Anderson, and Charleston South Carolina
markets.

Competition

The market for financial institutions in our various markets 1is
generally highly competitive. Banks generally compete with other financial
institutions through the banking services and products offered, the pricing of
services, the level of service provided, the convenience and availability of
services, and the degree of expertise and personal concern with which services
are offered. The Banks encounter strong competition from most of the financial
institutions in their market areas.

The market area for the Orangeburg Dbank generally encompasses an area
extending nine miles around the city of Orangeburg. The market area for the
Sumter bank generally encompasses the county of Sumter. The market area for the
Florence bank generally encompasses the city of Florence. The market area for
the Ridgeway bank generally encompasses Fairfield County (for the Ridgeway and
Winnsboro offices) and the town of Blythewood in Richland County. In the conduct
of certain banking business, the Banks also compete with credit unions, consumer
finance companies, 1insurance companies, money market mutual funds, and other
financial institutions, some of which are not subject to the same degree of
regulation and restrictions imposed upon the Banks. Many of these competitors
have substantially greater resources and lending limits than the Banks and offer
certain services, such as international Dbanking and trust services, which the
Banks do not provide. The Banks believe, however, that their relatively small
size permits them to offer more personalized services than many of their
competitors. The Banks attempt to compensate for their lower lending limits by
participating larger loans with other institutions, generally with each other.

Most of the other financial institutions in the Orangeburg, Sumter,
Florence and most of the Ridgeway service areas are branch offices of large,
regional banks that have offices located throughout South Carolina. At June 30,

2005, there were nine FDIC insured financial institutions competing with the
Corporation in the city of Orangeburg, eight such financial institutions
competing with it in the «c¢ity of Sumter, 14 such financial institutions

competing with it in the city of Florence, three such financial institutions
competing with it in Fairfield County, and 15 such financial institutions
competing with it in the Richland County market areas. At June 30, 2005, the
Orangeburg bank had the second largest deposit base in the city of Orangeburg;
the Sumter bank had the third largest deposit base in the city of Sumter; the
Florence bank had the sixth largest deposit base in the city of Florence; and
the Ridgeway Dbank had the largest deposit base in Fairfield County and
approximately half the deposits in the town of Blythewood.

The mortgage company has offices in Anderson, Richland, Sumter and
Charleston Counties of South Carolina, where it competes with hundreds of
financial institutions and mortgage originators.

Dependence on Major Customers

The Banks do not consider themselves dependent on any single customer
or small group of customers, either in the deposit or lending areas.

SUPERVISION AND REGULATION
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Bank holding companies and banks are extensively regulated under
federal and state law. To the extent that the following information describes
statutory and regulatory provisions, it is qualified 1in its entirety by
reference to such statutes and regulations. Any change in applicable law or
regulation may have a material effect on the business of CBI and the Banks.

As discussed below under the caption "Gramm-Leach-Bliley Act", Congress
has adopted extensive changes in the laws governing the financial services
industry. Among the changes adopted are creation of the financial holding
company, a new type of bank holding company with powers that greatly exceed
those of standard holding companies, and creation of the financial subsidiary, a
subsidiary that can be used by national banks to engage in many, though not all,
of the same activities 1in which a financial holding company may engage. The
legislation also establishes the concept of functional regulation whereby the
various financial activities in which financial institutions engage are overseen
by the regulator with the relevant regulatory experience. Accordingly, the

following discussion relates to the supervisory and regulatory provisions that
apply to CBI and the Banks as they currently operate.

Regulation of Bank Holding Companies

General

As a bank holding company registered under the Bank Holding Company Act
("BHCA"), CBI is subject to the regulations of the Board of Governors of the
Federal Reserve System (the "Federal Reserve"). Under the BHCA, CBI's activities
and those of its subsidiaries are limited to banking, managing or controlling
banks, furnishing services to or performing services for its subsidiaries or

engaging in any other activity which the Federal Reserve determines to be so
closely related to banking or managing or controlling Dbanks as to be a proper
incident thereto. The BHCA prohibits CBI from acquiring direct or indirect
control of more than 5% of the outstanding wvoting stock or substantially all of
the assets of any bank or from merging or consolidating with another bank
holding company without prior approval of the Federal Reserve. The BHCA also
prohibits CBI from acquiring control of any bank operating outside the State of
South Carolina unless such action is specifically authorized by the statutes of
the state where the bank to be acquired is located.

Additionally, the BHCA prohibits CBI from engaging in or from acquiring
ownership or control of more than 5% of the outstanding voting stock of any
company engaged in a non-banking business unless such business 1is determined by
the Federal Reserve to be so closely related to Dbanking as to be properly
incident thereto. The BHCA generally does not place territorial restrictions on
the activities of such non-banking-related activities.

As discussed below under "Gramm-Leach-Bliley Act", a bank holding
company that meets certain requirements may now qualify as a financial holding
company and thereby significantly increase the wvariety of services it may
provide and the investments it may make.

CBI is also subject to limited regulation and supervision by the South
Carolina State Board of Financial Institutions (the "State Board"). A South
Carolina bank holding company may be required to provide the State Board with
information with respect to the financial condition, operations, management and
inter-company relationships of the holding company and its subsidiaries. The
State Board also may require such other information as is necessary to keep
itself informed about whether the provisions of South Carolina law and the
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regulations and orders issued thereunder by the State Board have been complied
with, and the State Board may examine any Dbank holding company and its

subsidiaries. Furthermore, pursuant to applicable law and regulations, the
Company must receive approval of, or give notice to (as applicable) the State
Board prior to engaging in the acquisition of banking or non-banking

institutions or assets.
Obligations of Holding Company to its Subsidiary Banks

A number of obligations and restrictions are imposed on bank holding
companies and their depository institution subsidiaries by Federal law and
regulatory policies that are designed to reduce potential loss exposure to the
depositors of such depository institutions and to the FDIC insurance funds in
the event the depository institution 1is in danger of becoming insolvent or is
insolvent. For example, under the policy of the Federal Reserve, a bank holding

company 1s 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. In addition, the
"cross—guarantee" provisions of the Federal Deposit Insurance Act, as amended
("FDIA"), require 1insured depository institutions wunder common control to
reimburse the FDIC for any loss suffered or reasonably anticipated by either the
Savings Association Insurance Fund ("SAIF") or the Bank Insurance Fund ("BIF")
of 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 may
decline to enforce the cross—guarantee provisions if it determines that a waiver
is in the best interest of the SAIF or the BIF or both. The FDIC's claim for
damages 1is superior to claims of stockholders 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 1liquidation 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 1liability, general creditor or stockholder. This
provision gives depositors a preference over general and subordinated creditors
and stockholders 1in the event a receiver is appointed to distribute the assets
of the 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 Dby 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.

Under the National Bank Act, if the capital stock of a national bank is
impaired by losses or otherwise, the Office of the Comptroller of the Currency
("OCC") 1is authorized to require payment of the deficiency by assessment upon
the bank's shareholders', pro rata, and to the extent necessary, 1f any such
assessment is not paid by any shareholder after three months notice, to sell the
stock of such shareholder to make good the deficiency.

Capital Adequacy Guidelines for Bank Holding Companies and Banks
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The various federal bank regulators, including the Federal Reserve and
the FDIC, have adopted risk-based and leverage capital adequacy guidelines
assessing bank holding company and bank capital adequacy. These standards define
what qualifies as capital and establish minimum capital standards in relation to
assets and off-balance-sheet exposures, as adjusted for credit risks. The
capital guidelines and CBI's capital ©position are summarized in Note 19 to the
Financial Statements, contained elsewhere in this report. All four of the Banks
are considered well capitalized.

Failure to meet capital guidelines could subject the Banks to a variety of
enforcement remedies, including the termination of deposit insurance by the FDIC
and a prohibition on the taking of brokered deposits.

The risk-based capital standards of both the Federal Reserve Board and
the FDIC explicitly identify concentrations of credit risk and the risk arising
from non-traditional activities, as well as an institution's ability to manage
these risks, as 1important factors to be taken into account by the agencies in
assessing an institution's overall capital adequacy. The capital guidelines also
provide that an institution's exposure to a decline in the economic value of its
capital due to changes in interest rates be considered by the agencies as a

factor in evaluating a bank's capital adequacy. The Federal Reserve Board also
has recently issued additional capital guidelines for bank holding companies
that engage in certain trading activities.

Payment of Dividends

CBI is a legal entity separate and distinct from the Banks. Most of the
revenues of CBI result from dividends paid to CBI by the Banks. There are
statutory and regulatory requirements applicable to the payment of dividends by
subsidiary banks as well as by CBI to its shareholders.

Each national banking association is required by federal law to obtain
the prior approval of the OCC for the payment of dividends if the total of all
dividends declared by the board of directors of such Dbank in any year will
exceed the total of (i) such bank's net profits (as defined and interpreted by
regulation) for that year plus (ii) the retained net profits (as defined and
interpreted by regulation) for the preceding two years, less any required
transfers to surplus. In addition, national banks can pay dividends only to the
extent that retained net profits (including the portion transferred to surplus)
exceed bad debts (as defined by regulation). South Carolina banking regulations
also restrict the amount of dividends that South Carolina state banks can pay
shareholders. Any dividends by a South Carolina state bank that exceed the
bank's total year-to-date earnings are subject to prior approval of the South
Carolina Commissioner of Banking and are generally payable only from undivided
profits. Payment of dividends by a state bank would also be prohibited 1if the
effect would be to cause the Bank's capital to fall below applicable minimum
capital requirements.

The payment of dividends by CBI and the Banks may also be affected or
limited by other factors, such as the requirements to maintain adequate capital
above regulatory guidelines. In addition, if, in the opinion of the applicable
regulatory authority, a bank under its Jjurisdiction is engaged in or is about to
engage in an unsafe or unsound practice (which, depending on the financial
condition of the Banks, could include the payment of dividends), such authority
may require, after notice and hearing, that such bank cease and desist from such
practice. The OCC has indicated that paying dividends that deplete a national
bank's capital base to an inadequate 1level would be an unsafe and unsound



Edgar Filing: COMMUNITY BANKSHARES INC /SC/ - Form 10-K

banking practice. The Federal Reserve, the OCC and the FDIC have issued policy
statements, which provide that bank holding companies and insured banks should
generally only pay dividends out of current operating earnings.

Certain Transactions by CBI with its Affiliates

Federal law regulates transactions among CBI and its affiliates,
including the amount of the Banks' loans to or investments in nonbank affiliates
and the amount of advances to third parties collateralized by securities of an
affiliate. Further, a bank holding company and its affiliates are prohibited
from engaging in certain tie-—-in arrangements in connection with any extension of
credit, lease or sale of property or furnishing of services.

FDIC Insurance Assessments

Because the Banks' deposits are insured by the Bank Insurance Fund of
the FDIC ("BIF"), the Banks are subject to semiannual insurance assessments
imposed by the FDIC. Since January 1, 1997, the assessments imposed on all FDIC
deposits for deposit insurance have an effective rate ranging from 0 to 27 basis
points per $100 of insured deposits, depending on the institution's capital
position and other supervisory factors. However, legislation enacted in 1996
requires that both Savings Association Insurance Fund ("SAIF") insured and BIF
insured deposits pay a pro rata portion of the interest due on the obligations
issued by the Financing Corporation ("FICO"). The FICO assessment is adjusted
quarterly to reflect changes in the assessment bases of the respective funds

based on quarterly Call Report and Thrift Financial Report submissions. The
Federal Deposit 1Insurance Reform Act of 2005 will change the manner and amount
of insurance assessments beginning in 2006. The changes are not expected to have
a material effect on the Banks in 2006.

Regulation of the Banks

Orangeburg National Bank, Sumter National Bank, and Florence National
Bank are subject to regulation and examination by OCC bank examiners. The Bank
of Ridgeway 1s subject to regulation and examination by the FDIC and the State
Board. In addition, the Banks are subject to various other state and federal
laws and regulations, including state usury laws, laws relating to fiduciaries,
consumer credit laws and laws relating to branch Dbanking. The Banks' loan
operations are subject to certain federal consumer credit laws and regulations
promulgated thereunder, including, but not limited to: the federal
Truth-In-Lending Act, governing disclosures of credit terms to consumer
borrowers; the Home Mortgage Disclosure Act, requiring financial institutions to
provide certain information concerning their mortgage lending; the Equal Credit
Opportunity Act and the Fair Housing Act, which prohibit discrimination on the
basis of certain prohibited factors in extending credit; and the Fair Debt
Collection Act, governing the manner in which consumer debts may be collected by
collection agencies. The deposit operations of the Banks are subject to the
Truth in Savings Act, requiring certain disclosures about rates paid on savings
accounts; the Expedited Funds Availability Act, which deals with disclosure of
the availability of funds deposited in accounts and the collection and return of
checks by banks; the Right to Financial Privacy Act, which imposes a duty to
maintain certain confidentiality of consumer financial records and the
Electronic Funds Transfer Act and regulations promulgated thereunder, which
govern automatic deposits to and withdrawals from deposit accounts and
customers' rights and liabilities arising from the use of automated teller
machines and other electronic banking services. The Banks are also subject to
the Fair Credit Reporting Act, governing the use and provision of information to



Edgar Filing: COMMUNITY BANKSHARES INC /SC/ - Form 10-K

credit reporting agencies; the Bank Secrecy Act, dealing with, among other
things, the reporting of certain currency transactions; and the USA PATRIOT Act,
dealing with, among other things, requiring the establishment of anti-money

laundering programs including standards for verifying customer information at
account opening.

The Banks are subject to the requirements of the Community Reinvestment
Act (the "CRA"). The CRA imposes on financial institutions an affirmative and
ongoing obligation to meet the credit needs of their 1local communities,
including low- and moderate-income neighborhoods, consistent with the safe and
sound operation of those institutions. Each financial institution's actual
performance 1in meeting community credit needs is evaluated as part of the
examination process, and also is considered in evaluating mergers, acquisitions
and applications to open a branch or facility.

Other Safety and Soundness Regulations

Prompt Corrective Action. The federal Dbanking agencies have broad
powers under current federal law to take prompt corrective action to resolve
problems of insured depository institutions. The extent of these powers depends
upon whether the institutions in question are "well capitalized," "adequately
capitalized," "undercapitalized, " "significantly undercapitalized" or
"critically undercapitalized."

A bank that is "undercapitalized" becomes subject to provisions of the
Federal Deposit Insurance Act ("FDIA") restricting payment of capital
distributions and management fees; requiring the Dbank's primary federal
regulator to monitor the condition of the bank; requiring submission by the bank
of a capital restoration plan; prohibiting the acceptance of employee benefit
plan deposits; restricting the growth of the bank's assets and requiring prior
approval of certain expansion proposals. A Dbank that is "significantly

undercapitalized" is also subject to restrictions on compensation paid to senior
management of the bank, and a bank that is "critically undercapitalized" 1is
further subject to restrictions on the activities of the bank and restrictions
on payments of subordinated debt of the bank. The purpose of these provisions is
to require banks with less than adequate capital to act quickly to restore their
capital and to have the bank's primary federal regulator move promptly to take
over banks that are unwilling or unable to take such steps.

Brokered Deposits. Under current FDIC regulations, "well capitalized"
banks may accept brokered deposits without restriction, "adequately capitalized"
banks may accept brokered deposits with a waiver from the FDIC (subject to
certain restrictions on interest rates that may be paid on such deposits), while
"undercapitalized" Dbanks may not accept brokered deposits. The regulations
provide that the definitions of "well capitalized", "adequately capitalized" and
"undercapitalized" are the same as the definitions adopted by the agencies to
implement the prompt corrective action provisions described in the previous
paragraph.

Interstate Banking

Under the Riegle-Neal Interstate Banking and Branching Efficiency Act
of 1994 ("Riegle-Neal"), CBI and any other adequately capitalized bank holding
company located in South Carolina can acquire a bank located in any other state,
and a bank holding company located outside South Carolina can acquire any South
Carolina-based Dbank, in either case subject to certain deposit percentage and
other restrictions. Riegle-Neal also provides that, in any state that has not

10
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previously elected to prohibit out-of-state banks from operating interstate
branches within its territory, adequately capitalized and managed bank holding
companies can consolidate their multistate bank operations into a single bank
subsidiary and branch interstate through acquisitions. De novo branching by an
out-of-state bank is permitted only if it is expressly permitted by the laws of
the host state. The authority of a bank to establish and operate branches within
a state will continue to be subject to applicable state branching laws. South
Carolina law was amended, effective July 1, 1996, to permit such interstate
branching but not de novo branching by an out-of-state bank.

The Riegle-Neal Act, together with legislation adopted in South
Carolina, resulted in a number of South Carolina banks being acquired by large
out-of-state bank holding companies. Size gives the larger Dbanks certain
advantages 1n competing for business from larger customers. These advantages
include higher 1lending limits and the ability to offer services in other areas
of South Carolina and the region. As a result, the Banks do not generally
attempt to compete for the banking relationships of large corporations, but
concentrate their efforts on small to medium-sized businesses and on
individuals. CBI believes its Banks have competed effectively 1in this market
segment by offering quality, personal service.

Gramm-Leach-Bliley Act

The Gramm-Leach-Bliley Act, which makes it easier for affiliations

between banks, securities firms and insurance companies to take place, became
effective in March 2000. The Act removes Depression-era Dbarriers that had
separated Dbanks and securities firms, and seeks to protect the privacy of

consumers' financial information.

Under provisions of the legislation and regulations adopted by the
appropriate regulators, banks, securities firms and insurance companies are able
to structure new affiliations through a holding company structure or through a
financial subsidiary. The legislation creates a new type of bank holding company
called a "financial holding company" which has powers much more extensive than

10
those of standard holding companies. These expanded powers include authority to
engage in "financial activities," which are activities that are (1) financial in
nature; (2) incidental to activities that are financial in nature; or (3)

complementary to a financial activity and that do not impose a safety and
soundness risk. Significantly, the permitted financial activities for financial
holding companies include authority to engage in merchant banking and insurance
activities, including insurance portfolio investing. A bank holding company can
qualify as a financial holding company and expand the services it offers only if
all of its subsidiary depository institutions are well-managed, well-capitalized
and have received a rating of "satisfactory" on their last Community
Reinvestment Act examination.

The legislation also creates another new type of entity called a
"financial subsidiary." A financial subsidiary may be used by a national bank or
a group of national banks to engage in many of the same activities permitted for
a financial holding company, though several of these activities, including real
estate development or investment, insurance or annuity underwriting, insurance
portfolio investing and merchant banking, are reserved for financial holding
companies. A bank's investment in a financial subsidiary affects the way in
which the bank calculates its regulatory capital, and the assets and liabilities
of financial subsidiaries may not be consolidated with those of the bank. The
bank must also be certain that its risk management procedures are adequate to
protect it from financial and operational risks created both by itself and by

11
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any financial subsidiary. Further, the bank must establish policies to maintain
the separate corporate identities of the bank and its financial subsidiary and
to prevent each from Dbecoming liable for the obligations of the other. The
Florence bank and the Orangeburg Dbank each have a financial subsidiary for the
sale of securities and insurance products.

The Act also establishes the concept of "functional supervision,"
meaning that similar activities should be regulated by the same regulator.
Accordingly, the Act spells out the regulatory authority of the bank regulatory

agencies, the Securities and Exchange Commission and state insurance regulators
so that each type of activity is supervised by a regulator with corresponding
expertise. The Federal Reserve Board is intended to be an umbrella supervisor

with the authority to require a bank holding company or financial holding
company or any subsidiary of either to file reports as to its financial
condition, risk management systems, transactions with depository institution
subsidiaries and affiliates, and compliance with any federal law that it has
authority to enforce.

Although the Act reaffirms that states are the regulators for insurance
activities of all ©persons, including federally-chartered Dbanks, the Act
prohibits states from preventing depository institutions and their affiliates
from conducting insurance activities.

The Act also establishes a minimum federal standard of privacy to
protect the confidentiality of a consumer's personal financial information and
gives the consumer the power to choose how personal financial information may be
used by financial institutions.

The Act and the regulations adopted pursuant to the Act create new
opportunities for CBI to offer expanded services to customers in the future,
though, except as noted above, CBI has not yet determined what the nature of the
expanded services might be or when CBI might find it feasible to offer them. The
Act has 1increased competition from larger financial institutions that are
currently more capable than CBI of taking advantage of the opportunity to
provide a broader range of services. However, CBI continues to believe that its
commitment to providing high quality, personalized service to customers will
permit it to remain competitive in its market area.

11

Fiscal and Monetary Policy

Banking is a business which depends to a large extent on interest rate
differentials. In general, the difference between the interest paid by a bank on
its deposits and its other Dborrowings, and the interest received by a bank on
its loans and securities holdings, constitutes the major portion of a bank's
earnings. Thus, the earnings and growth of CBI are subject to the influence of
economic conditions generally, Dboth domestic and foreign, and also to the
monetary and fiscal policies of the United States and its agencies, particularly
the Federal Reserve. The Federal Reserve regulates the supply of money through
various means, including open-market dealings in United States government
securities, the discount rate at which banks may borrow from the Federal
Reserve, and reserve requirements on deposits. The nature and timing of any
changes in such policies and their impact on CBI cannot be predicted.

Sarbanes-Oxley Act of 2002
The Sarbanes-Oxley Act, which was enacted in 2002, mandated extensive

reforms and requirements for public companies. The SEC has adopted extensive new
regulations pursuant to the requirements of the Sarbanes-Oxley Act. The
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Sarbanes-0Oxley Act and the SEC's new regulations have increased the
Corporation's <cost of doing business, particularly its fees for internal and
external audit services and legal services, and the law and regulations are

expected to continue to do so. However, the Corporation does not believe that it
will be affected by Sarbanes-Oxley and the new SEC regulations in ways that are
materially different or more onerous than those of other public companies of
similar size and in similar businesses.

Legislative Proposals

Legislation which could significantly affect the business of banking is
introduced in Congress from time to time. CBI cannot predict the future course
of such legislative proposals or their impact on CBI should they be adopted.

Employees

At December 31, 2005 the Corporation employed 194 full time equivalent
employees. Management believes that its employee relations are excellent.

Further Information

Further information about the business of the Corporation and the Banks
is set forth in this Form 10-K wunder Item 7 - "Management's Discussion and
Analysis of Financial Condition and Results of Operations."

Item 1A. Risk Factors
Risks Related to Our Industry

We are subject to governmental regulation which could change and
increase our cost of doing business or have an adverse effect on our business.

We operate in a highly regulated industry and are subject to
examination, supervision and comprehensive regulation by various federal and
state agencies. Most of this regulation is designed to protect our depositors
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and other customers, not our shareholders. Our compliance with the requirements
of these agencies is costly and may limit our growth and restrict certain of our
activities, including, payment of dividends, mergers and acquisitions,
investments, loans and interest rates charged, and locations of offices. We are
also subject to capitalization guidelines established by federal authorities and
our failure to meet those guidelines could result in limitations Dbeing imposed
on our activities or, 1in an extreme case, 1in our banks being placed in
receivership. We have also recently been subjected to the extensive and
expensive requirements imposed on public companies by the Sarbanes-Oxley Act of
2002 and related regulations.

The laws and regulations applicable to the Dbanking industry could
change at any time, and we cannot predict the impact of these changes on our
business or profitability. Because government regulation greatly affects the
business and financial results of all commercial banks and bank holding
companies, our cost of compliance could adversely affect our ability to operate
profitably.

We are susceptible to changes in monetary policy and other economic
factors which may adversely affect our ability to operate profitably.

Changes in governmental, economic and monetary policies may affect the
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ability of our bank to attract deposits and make loans. The rates of interest
payvable on deposits and chargeable on loans are affected by governmental
regulation and fiscal policy as well as by national, state and local economic

conditions. All of these matters are outside of our control and affect our
ability to operate profitably.

Risks Related to Our Business

We depend on the services of a number of key personnel, and a loss of
any of those personnel could disrupt our operations and result in reduced
revenues.

The success of our business depends to a great extent on our customer
relationships. Our growth and development to date have depended in large part on
the efforts of our senior management team. A number of these senior officers
have primary contact with our customers and are extremely important in
maintaining personalized relationships with our customer base, a key aspect of
our business strateqgy, and in increasing our market presence. The unexpected
loss of services of one or more of these key employees could have a material
adverse effect on our operations and possibly result in reduced revenues if we
were unable to find suitable replacements promptly.

We may be unable to successfully manage our sustained growth.

Our future profitability will depend in part on our ability to manage
growth successfully. Our ability to manage growth successfully will depend on
our ability to maintain cost controls and asset quality while attracting
additional loans and deposits, as well as on factors beyond our control, such as
economic conditions and interest rate trends. If we grow too quickly and are not
able to control costs and maintain asset quality, growth could materially
adversely affect our financial performance.

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

We anticipate that our current capital resources will satisfy our
capital requirements for the foreseeable future. Nevertheless, we may need to
raise additional capital to support additional growth or to meet regulatory
requirements. Our ability to raise additional capital, if needed, will depend,
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among other things, on conditions in the capital markets at that time, which are
outside our control, and on our financial condition and performance. If we
cannot raise additional capital on acceptable terms when needed, our ability to
further expand our operations through internal growth and acquisitions could be
limited.

If our loan customers do not pay us as they have contracted to, we may
experience losses.

Our principal revenue producing business is making loans. If the loans
are not repaid, we will suffer losses. Even though we maintain an allowance for
loan losses, the amount of the allowance may not be adequate to cover the losses
we experience. We attempt to mitigate this risk by a thorough review of the
creditworthiness of loan customers. Nevertheless, there is risk that our credit
evaluations will prove to be inaccurate due to changed circumstances or
otherwise.
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We face strong competition from larger, more established competitors
which may adversely affect our ability to operate profitably.

We encounter strong competition from financial institutions operating
in our market areas. In the conduct of our business, we also compete with credit
unions, insurance companies, money market mutual funds and other financial
institutions, some of which are not subject to the same degree of regulation as
we are. Many of these competitors have substantially greater resources and
lending abilities than we have and offer services, such as investment Dbanking,
trust and international banking services that we do not provide. We believe that
we have competed, and will continue to be able to compete, effectively with
these institutions because of our experienced bankers and personalized service,
as well as through loan participations and other strategies and techniques.
However, we cannot promise that we are correct in our belief. If we are wrong,
our ability to operate profitably may be negatively affected.

Technological changes affect our Dbusiness, and we may have fewer
resources than many of our competitors to invest in technological improvements.

The financial services industry continues to undergo rapid
technological changes with frequent introductions of new technology-driven
products and services. In addition to enabling financial institutions to serve

clients better, the effective use of technology may increase efficiency and may
enable financial institutions to reduce costs. Our future success may depend, in
part, upon our ability to use technology to provide products and services that
provide convenience to customers and to create additional efficiencies in our
operations. We may need to make significant additional capital investments in
technology in the future, and we may not be able to effectively implement new
technology-driven products and services. Many of our competitors have
substantially greater resources to invest in technological improvements.

Our profitability and liquidity may be affected by changes in interest
rates and economic conditions.

Our profitability depends upon our net interest income, which is the
difference between interest earned on our interest-bearing assets, such as loans
and investment securities, and interest expense on interest-bearing liabilities,
such as deposits and Dborrowings. Our net interest income will be adversely
affected if market interest rates change such that the interest we pay on
deposits and borrowings increases faster than the interest earned on loans and
investments. Interest rates, and consequently our results of operations, are
affected by general economic conditions (domestic and foreign) and fiscal and
monetary policies. Monetary and fiscal policies may materially affect the level
and direction of interest rates. Beginning in June 2004 through January 2006,
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the Federal Reserve has raised rates fourteen times for a total increase of
3.50%. Increases in interest rates generally decrease the market values of
interest-bearing investments and loans held and therefore may adversely affect
our liquidity and earnings. Increased interest rates also generally affect the
volume of mortgage loan originations, the resale value of mortgage loans
originated for resale, and the ability of borrowers to perform under existing
loans of all types.

Risks Related to Our Common Stock

Our common stock has a limited trading market, which may limit your
ability to sell your stock.
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Our common stock is traded on the American Stock Exchange under the
symbol "SCB." Since January 1, 2005, the average weekly trading volume has been
approximately 6,200 shares. Accordingly, a shareholder who wishes to sell a
large number of shares may experience a delay in selling the shares or have to
sell them at a lower price in order to sell them promptly.

We may issue additional securities, which could affect the market price
of our common stock and dilute your ownership.

We may issue additional securities to raise additional capital, to
support growth, or to make acquisitions. Sales of a substantial number of shares
of our common stock, or the perception by the market that those sales could
occur, could cause the market price of our common stock to decline or could make
it more difficult for us to raise capital through the sale of common stock or to
use our common stock in future acquisitions.

There is no guarantee we will continue to pay cash dividends in the
future at the same or any level.

Declaration and payment of dividends are within the discretion of our
board of directors. Our banks are currently our only source of funds with which
to pay cash dividends. Our banks' declaration and payment of future dividends to
us are within the discretion of the banks' boards of directors, and are
dependent upon their earnings, financial condition, their need to retain
earnings for use in the business and any other pertinent factors. The banks'
payment of dividends is also subject to various regulatory requirements and the
ability of the banks' regulators to forbid or limit their payment of dividends.

Provisions in our articles of incorporation and South Carolina law may
discourage or prevent takeover attempts, and these provisions may have the
effect of reducing the market price for our stock.

Our articles of incorporation include several provisions that may have
the effect of discouraging or preventing hostile takeover attempts, and
therefore of making the removal of incumbent management difficult. The
provisions include staggered terms for our board of directors and requirements
of supermajority votes to approve certain business transactions. In addition,
South Carolina law contains several provisions that may make it more difficult
for a third party to acquire control of us without the approval of our board of

directors, and may make it more difficult or expensive for a third party to
acquire a majority of our outstanding common stock. To the extent that these
provisions are effective in discouraging or preventing takeover attempts, they

may tend to reduce the market price for our stock.
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Our common stock 1is not insured, so you could lose vyour total
investment.

Our common stock is not a deposit, savings account or obligation of our
bank and is not insured by the Federal Deposit Insurance Corporation or any
other government agency. Should our Dbusiness fail you could lose your total
investment.

Item 1B. Unresolved Staff Comments

Not applicable because the Registrant is not an accelerated filer or a
large accelerated filer.
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Item 2. Description of Property

The Corporation owns approximately three acres of land located at 102
Founders Court 1in the northeast area of the City of Orangeburg on which it
constructed a two story, 16,000 square foot corporate headquarters and
operations center Dbuilding. The new building was completed during the fourth
quarter of 2005, and the Corporation began fully operating from this facility in
mid-January 2006.

The Corporation leases office space for its Chief Credit Officer and
Director of Human Resources at 508 Hampton Street, Suite 203, Columbia, SC under
the terms of a lease that expires in November, 2007. At the end of that period,
the lease will automatically renew on a month-to-month basis.

The Orangeburg bank owns land located at 1820 Columbia Road NE, in
Orangeburg, South Carolina, where the Orangeburg bank maintains its main office,
which is a one-story building of approximately 7,000 square feet. The Orangeburg
bank also owns a 6,500 square foot Dbranch office at 791 Broughton Street in
Orangeburg, as well as a building, which was previously a branch of the bank, at
the corner of Broughton and Glover Streets in Orangeburg. The Orangeburg bank
previously rented the Dbuilding at the corner of Glover and Broughton to the
Corporation for office space. Those offices have now been moved into the
Corporation's new headquarters and operations building and the Orangeburg bank
now intends to demolish the old building. In June 1999, the Bank moved into a
branch facility 1located adjacent to the old Dbuilding. This branch office is
approximately 6,500 square feet.

The Sumter bank owns the property at 683 Bultman Drive in Sumter where
its main office is housed in a one-story 6,500 square foot building. The Sumter
bank opened a branch Dbank at 1135 West Liberty Street in Sumter in February
2002. The branch is a one-story building of approximately 3,600 square feet. The
land, approximately one acre, is leased under a non-cancellable operating lease
for an initial term of twenty vyears, with four five-year renewal options. The
Sumter bank is responsible for property taxes and improvements.

The Florence Dbank leases approximately 1.7 acres of land located at

2009 Hoffmeyer Road in Florence, South Carolina for its main office. The lease
is for an initial term of ten years and provides for two ten year renewals and a
final two year renewal. The Florence bank is responsible for property taxes and
improvements. The Corporation built a 7,500 square foot, one-story building for
the Florence bank on the leased site. The Florence bank also leases
approximately one quarter acre of land and a 2,000 square foot Dbuilding at 812
Second Loop Road, Florence, SC for its Dbranch office. The lease is for an

initial term of five years and contains both early termination and renewal
options. The Florence bank also purchased a 1.1 acre lot on the 600 block of the
Pamplico Highway in Florence for approximately $600,000. This property is
intended for future development.
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The Ridgeway bank's main office is located in a two story building on a
quarter acre site owned by the Bank at 100 S. Palmer Street in Ridgeway. The
bank also owns a 1,590 square foot one story branch office on a .9 acre site at
115 McNulty Street in Blythewood, SC, and a 1,900 square foot one story branch
office on a one acre site at 610 West Moultrie Street in Winnsboro, SC. The bank
owned approximately 1.5 acres of land on Longtown Road in Northeast Richland
County, SC, where it previously had plans to build a new full-service Dbanking
office. Those plans are no longer in effect and the property was sold to an
unrelated third-party in late December 2005 for approximately $355,000. The
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Ridgeway Bank has obtained regulatory approval to move its Blythewood, SC office
from its present location to the Village, located off of Blythewood Road near
Interstate 77. The Bank intends to lease approximately 7,500 square feet of a
two story building which is currently under construction. Completion of this
project and relocation of this office is expected to be accomplished during the
second quarter of 2006.

CRM operates from leased offices located at 508 Hampton Street, Suite
201, Columbia, SC, 10253 Two Notch Road, Columbia, SC, 1135 West Liberty Street,
Sumter, SC, 2406 North Main Street, Anderson, SC, and 1156 Bowman Road, Suite
103, Mount Pleasant, SC. The Hampton Street, Columbia office is leased under the
terms of a five vyear lease. At the end of that period, the lease will
automatically renew on a month-to-month basis. The other offices are rented
under month-to-month rental agreements.

Information about future lease payments is included in Note 7 to the
consolidated financial statements contained elsewhere in this report.

Item 3. Legal Proceedings

The Company, the Banks and the Mortgage Company are from time to time
subject to legal proceedings 1in the ordinary course of their Dbusiness. No
proceedings were pending at December 31, 2005, that management Dbelieves are
likely to have a material adverse effect on the Company or its subsidiaries.

Item 4. Submission of Matters to a Vote of Security Holders

No matters were submitted for a vote of the security holders during the
fourth quarter of 2005.

PART II

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

The Corporation's shares of Common Stock are traded on the American
Stock Exchange (the AMEX) under the ticker symbol SCB.

The following table summarizes the range of high and low prices for the
Corporation's Common Stock as reported on the American Stock Exchange for each
quarterly period over the last two years.
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Quarter Ended High Low
March 31, 2004 $ 20.92 $ 17.70
June 30, 2004 $ 19.00 $ 16.80
September 30, 2004 $ 18.90 $ 17.30
December 31, 2004 $ 19.50 $ 17.37
March 31, 2005 $ 18.59 $ 16.45
June 30, 2005 $ 18.50 $ 15.91
September 30, 2005 $ 17.95 $ 16.45
December 31, 2005 $ 18.24 $ 16.60

During 2005, the Corporation had stock sales volume of 324,300 shares
compared with 385,500 shares the prior year.

18



Edgar Filing: COMMUNITY BANKSHARES INC /SC/ - Form 10-K

There were 2,003 holders of record of the Corporation's Common Stock
(no par value) as of December 31, 2005 compared with 2,183 the prior year.

During 2005, the Corporation authorized and paid quarterly cash

dividends totaling $.40 per share. The total cost of these dividends was
$1,761,000 or 174.2% of after tax profits. During 2004, the Corporation
authorized and paid quarterly cash dividends totaling 40 cents per share. The

total cost of these dividends was $1,744,000 or 54.3% of after tax profits. The
dividend policy of the Corporation is subject to the discretion of the Board of
Directors and depends upon a number of factors, including earnings, financial
condition, cash needs and general Dbusiness conditions, as well as applicable
regulatory considerations. Subject to ongoing review of these circumstances, the
Board expects to maintain a reasonable, safe and sound dividend payment policy.

The current source of dividends to be paid by the Corporation is the
dividends received from its banking subsidiaries. Accordingly, the laws and
regulations that govern the payment of dividends by national banking
associations and state chartered banks may restrict the Corporation's ability to
pay dividends. National banks may pay dividends only out of present and past
earnings and state banks may only pay out of current earnings without prior
regulatory approval. Both are subject to numerous limitations designed to ensure
that the Banks have adequate capital to operate safely and soundly (See Item 1.
Description of Business - Supervision and Regulation - Payment of Dividends). As
of December 31, 2005, the Banks could have declared additional dividends of up
to $5,747,000 without the approval of regulatory authorities. As of January 1,
2006, the dividend restrictions would have allowed the Banks to pay no more than
approximately $2,411,000 in dividends without the prior approval of regulators.

The information required by Item 201 (d) of Regulation S-K is set forth
in Item 12 of this Form 10-K.

The Corporation did not purchase any shares of its common stock during
the fourth quarter of 2005. The Corporation sold 775 shares of its common stock
in transactions that were not registered under the Securities Act of 1933 during
the year ended December 31, 2005. Details of this sale were included in the Form
10-Q for the quarter ended June 30, 2005.
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Item 6. Selected Financial Data

The following is a summary of the consolidated financial position and
results of operations of the Corporation for the years ended December 31, 2001
through 2005.

2005 2004
INCOME STATEMENT DATA
Net interest INCOmMe . .......iiiiiennnnnneeeennn $ 20,801 $ 17,843
Provision for loan 10SSES ..ttt neeeneenennn 9,637 5,102
Noninterest income ........uoiiiiitinteneennennn 8,003 7,278
Noninterest EeXPeNSe ..ttt itmeeeeeeeennneeens 17,391 15,039

Years Ended Dece

(Dollars
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Net 1nCOomMe .. i ittt et ettt e et ettt e e 1,011

PER COMMON SHARE

Net income — basSiC ..ttt eeeenneeeennn $ 0.23
Net income - diluted .........c.oiiiiiiiinnnnn.. 0.22
Cash dividends .......iiiii it ineeeeeeennnnn 0.40
BOOk Value ..ttt ittt ettt e e e e 11.12
BALANCE SHEET DATA (YEAR END)
TOLAl ASSEES ittt ittt ettt e et ettt $556, 836
Loans held for sale ...ttt eennnnn 12,447
BT Y=o = o = 402,343
D T = e 464,209
Shareholders' equity ...t 48,992
FINANCIAL RATIOS
Return on average assets .......ceiiiieeennnnnn. 0.19%
Return on average equity .......cceiiiieeeennnn. 1.94%
Net interest margin .........ouiiiieneennnnnnns 4.12%
OPERATIONS DATA
Banks' branch offices .........ciiiiiia.. 9
Mortgage loan offices ...... ..., 4
Employees (full-time equivalent) .............. 194
(1) July, 2002 - Ridgeway Bancshares, Inc. acquired.
(2) November, 2001 - Community Resource Mortgage, Inc. acquired.
19

3,209

$ 0.74
0.72
0.40
11.39
$512,377
15,090
389,302
423,458
50,027
0.67
6.41
3.98

9

4
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Item 7. Management's Discussion and Analysis of Financial Condition and Results

of Operation

INTRODUCTION

The discussion and data presented below analyze major factors and
trends regarding the financial condition and results of operations of Community
Bankshares 1Inc. and its subsidiaries for the three year period ended December

31, 2005. This information should be reviewed 1n conjunction

with the

consolidated financial statements and related notes contained elsewhere in this

report.
Business of the Corporation

Community Bankshares 1Inc. is a bank holding company.

banking subsidiaries: Orangeburg National Bank, Sumter National Bank,
National Bank, and the Bank of Ridgeway, and a mortgage company
Community Resource Mortgage, Inc. CBI provides executive management,

CBI owns four
Florence
subsidiary,
item and

data ©processing and other technical services for its subsidiaries. The
consolidated financial report for 2005 represents the operations of the holding

company, 1its banks and the mortgage company on a consolidated basis.

Condensed

parent-only financial statements are presented in the notes to the consolidated

financial statements.

Orangeburg National Bank 1is a national banking association and

commenced operations in November 1987. It operates two offices in Orangeburg,
South Carolina. Sumter ©National Bank is a national Dbanking association and
commenced operations in June 1996. It operates two offices in Sumter, South

5,635

$ 1.31
1.27
0.36
11.10
$466, 580
8,411
327,900
378,704
48,070
1.25
12.17
3.95

8

3
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Carolina. Florence National Bank is a national banking association and commenced
operations in July 1998. It operates two offices in Florence, South Carolina.
The Bank of Ridgeway is a state chartered bank and operates from three offices,
located in Ridgeway, Winnsboro and Blythewood, SC. The banks provide a variety
of commercial Dbanking services in their respective communities. Their primary
customer markets are consumers and small to medium sized businesses.

Community Resource Mortgage, Inc., a South Carolina corporation, is a
mortgage Dbrokerage company that provides a variety of one to four family
residential mortgage products, primarily for resale in the secondary market,
from offices in Columbia, Sumter, Charleston and Anderson, South Carolina.

EARNINGS PERFORMANCE

2005 compared with 2004

For the year ended December 31, 2005, the Corporation recorded net
income of $1,011,000, a decrease of $2,198,000, or 68.5%, from net income of

$3,209,000 for 2004. Net income per share for 2005 was $.23 compared with $.74
for 2004. Diluted net income per share was $.22 for 2005 compared with $.72 for

2004. Return on average assets was .19% for 2005 compared with .67% for 2004.
Return on average shareholders' equity was 1.94% for 2005 compared with 6.41%
for 2004.

The change in net income for 2005 was affected primarily Dby the
following factors:

o the 2005 loan loss provision expense increased by $4,535,000 over 2004
primarily due to credit quality issues centered mainly in one bank
subsidiary;
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o mortgage loan brokerage income increased by $571,000 due to an increase in

residential mortgage loan production that resulted, in part, from modifying
the mortgage subsidiary's loan origination and funding activities, and from
a resurgence in demand for residential mortgage loans;

o noninterest expenses increased by $2,352,000, primarily due to the hiring
of additional corporate executive and administrative officers, and
increased commission-based compensation paid by the mortgage subsidiary;

o increased average holdings of loans and investments and higher vyields
associated with those instruments resulted in a $6,732,000 increase in
interest and dividend income;

o interest expense increased by $3,774,000 principally due to higher interest
rates paid on time deposits; and

o income tax expense was reduced by $1,006,000 due to lower taxable income
resulting from the net effect of the factors enumerated above.

Net interest income for 2005 increased by $2,958,000 over the 2004
amount due to increases of $6,134,000 and $426,000 in interest income on loans
and federal funds sold, respectively, and increases of $3,438,000 and $343,000
in interest expenses related to interest-bearing deposits and long-term debt,
respectively. Interest expense for long-term debt increased in 2005 due to
increases in the average amount of such debt outstanding and increased variable
interest rates paid for $10,000,000 of junior subordinated debt issued by the
Corporation during 2004. The proceeds of this debt were used primarily to
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increase the capitalization of some of the subsidiary Banks, to fund mortgage
loan brokerage production and for other general corporate purposes.

2004 compared with 2003

For the year ended December 31, 2004, the Corporation recorded net
income of $3,209,000, a decrease of $2,426,000, or 43.1%, from net income of
$5,635,000 for 2003. Net income per share for 2004 was $.74 compared with $1.31
for 2003. Diluted net income per share was $.72 for 2004 compared with $1.27 for
2003. Return on average assets was .67% for 2004 compared with 1.25% for 2003.
Return on average shareholders' equity was 6.41% for 2004 compared with 12.17%
for 2003.

The change in net income for 2004 was affected primarily Dby the
following factors:

o the 2004 loan loss provision expense increased by $3,983,000 over 2003 due
primarily to problems associated with several large commercial loans;

o mortgage loan brokerage income decreased $2,070,000 because of a
significant reduction in residential mortgage loan production;

o noninterest expenses decreased by $893,000, primarily due to lower
commission based salaries and benefits paid for mortgage brokerage
staffing;

o increased average holdings of loans and investments resulted in a $606,000
increase in interest and dividend income;

o interest expense was decreased by $529,000 primarily due to lower interest

rates paid on time deposits and lower funding costs for mortgage Dbrokerage
activities;

o income tax expense was reduced by $1,376,000 due to the net effect of the
factors enumerated above.

Net interest income for 2004 increased by $1,135,000 over the 2003
amount due to increases of $587,000 and $90,000 in interest income on loans and
investment securities, respectively, and decreases of $465,000 and $545,000 in
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interest expenses related to time deposits and short-term borrowings,
respectively. Interest expense for long-term debt increased by $401,000 in 2004,
primarily due to the issuance of $10,000,000 of junior subordinated debt by the
Corporation

Credit Quality Issues in 2005 and 2004

The greatest single factor in changing net income in 2005 and 2004 was
the tremendous increase in the provisions for loan losses. In 2005 the provision
was $9,637,000 and in 2004 it was $5,102,000. This compares to $1,119,000 in
2003, $1,033,000 in 2002 and $650,000 in 2001.

More than 80% of the provisions made in 2005 and 2004 were attributable
to credit quality issues at one of the Corporation's subsidiary banks. The
Corporation Dbecame aware of credit quality issues at the bank in mid-2004 in
connection with the departure of a senior 1lending officer of the bank.
Management 1initially became aware of a number of loans with significant issues
and began a program to strengthen and collect those loans. That program was only
partially successful as some of the borrowers' financial conditions and value of
collateral deteriorated during collection efforts. The Corporation also realized
that it would benefit from strengthening its credit risk management system. In
2004 that effort was carried out by redirecting the Corporation's existing
capabilities to focus on the bank in question.
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As part of the ongoing process of risk assessment and mitigation,
management hired a Chief Credit Officer for the Corporation early in the second
quarter of 2005. Also, during the second quarter of 2005 management changed its
outside independent loan review firm to gain greater resources and expertise.
The changes allowed the Corporation to obtain the benefits of detailed, thorough
reviews of a greater portion of its loan portfolio in a shorter time period than
had previously been possible.

During 2005 the independent loan review firm reviewed all of the
Corporation's loan relationships greater than $400,000, approximately 40% of
loans outstanding. Their review resulted in the movement of a significant number
and dollar amount of loans into less favorable risk grades. In such cases,
management also undertook a review of the value of any collateral securing the
loans to estimate the net realizable value of the collateral in the event of a
default.

In some cases, management concluded that it was probable that the
Corporation would be wunable to collect the amounts due according to the
contractual terms of the loan agreement and categorized those loans as impaired.
In other cases, the downgraded loans were designated as potential problem loans.
Although designation as a potential problem loan does not represent management's
estimate that the Corporation will suffer a loss with respect to the loan, it
does identify loans that merit close attention to reduce the risk of loss.

The Corporation is required to estimate the collectibility of its loan
portfolio as of each accounting period end and, as a result, provide an
allowance for loan losses. The allowance for loan losses is increased by the
provision for loan losses which is charged to expense and by any recoveries
received on loans previously charged off. The allowance 1s decreased by
deducting the amount of uncollectible loans charged off. The reviews referred to
above were factored into management's estimates of the probable losses inherent
in the Corporation's loan portfolio at December 31, 2004 and 2005 and resulted
in substantial increases in the amount of the allowance at each of those dates
which, in turn, was substantially responsible for the very large provisions for
loan losses recorded in 2004 and 2005.
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At year end 2005, approximately 55% of the Corporation's impaired loans
and 58% of the potential problem loans were associated with the same Dbank
subsidiary, although that bank accounted for only 29.29% of the Corporation's
total 1loans. Over the course of 2005, management of the Corporation took a
number of additional actions to improve credit risk management at that
subsidiary. These included more aggressive review of maturing loans to improve
the bank's collateral position and the borrowers' ability to service the debt;
the hiring of an experienced special assets officer on a contract basis, under
the supervision of the Chief Credit Officer, to work out problem loans; a more
frequent level of loan review conducted by the external loan review firm; and a
mandatory loan approval review of larger loan relationships conducted by the
Chief Credit Officer as well as the Loan Committee of the bank. Management
believes that this will result 1in a significant improvement in the early
identification of problem and potential problem loans and it will also improve
the quality of new loans.

Additional information about the Corporation's provision for loan
losses, allowance for loan losses, impaired loans and potential problem loans is
discussed under the heading "Allowance for Loan Losses," below.

23



Edgar Filing: COMMUNITY BANKSHARES INC /SC/ - Form 10-K

Net Interest Income

Net interest income, the difference between interest income earned and
interest expense incurred, is the ©principal source of the Corporation's
earnings. Net interest income is affected by changes in the levels of interest
rates and by changes 1in the volume and mix of 1interest earning assets and
interest bearing 1liabilities. Beginning in mid-2004 and continuing throughout
2005, the Federal Reserve Board steadily increased certain short-term interest
rates under its control. These actions resulted in similar increases in other
market rates of interest, primarily in the short and intermediate terms up to
about seven years. Longer term rates remained at approximately the same levels
as previously. These actions affected CBI in several ways: loan yields and
interest costs increased as interest rates on loans with variable interest rates
were reset and maturing time deposits and newly acquired time deposits were
priced at current market levels; savings, NOW and money market rates were
adjusted upward primarily in response to market competition for deposits; and
borrowing costs increased as rates associated with those instruments moved
higher. Because longer-term rates were largely unaffected by the Federal Reserve
Board's actions, especially those in the 15- to 30-year range which largely
influences mortgage rates, the mortgage subsidiary experienced a resurgence in
demand during 2005. Consequently, fees and other mortgage brokerage income items
were favorably affected.

From 2002 and through the first six months of 2004, market interest
rates were generally stable. Beginning in 2000 and continuing until late in the

second quarter of 2004, the Federal Reserve Board's policy was to provide
stimulus to the U.S. economy by first setting, and then maintaining, interest
rates at low 1levels. The effects of these actions on the Corporation were

varied. The Corporation's overall funding costs decreased during the period, but
there were similar decreases in the yields realized on loans and investments.
The mortgage subsidiary experienced extremely large volumes of originations and
refinancing activity, which strained its ability both to fund and to process
those transactions wuntil the volume diminished in the fourth quarter of 2003.
Refinancing activity during the first six months of 2004 was driven primarily by
uncertainty and concern about whether the Federal Reserve Board would begin to
cause 1interest rates to rise, and, if so, the magnitude and timing of those
increases.

Net interest income was $20,801,000, $17,843,000, and $16,708,000 for
2005, 2004, and 2003, respectively. The amounts of interest income increased in
both 2005 and 2004, and interest expense amounts increased in 2005 and decreased
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in 2004. Average earning assets and average interest bearing liabilities amounts
increased steadily over those two years, also.
The following table presents the average Dbalance sheets, the average
yield and the interest earned on earning assets, and the average rate and the

interest expense on interest bearing liabilities for the years ended December
31, 2005, 2004, and 2003.
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Assets

Interest-bearing deposits with other banks

Investment securities - taxable ..............
Investment securities - tax exempt (1) .......
Federal funds s0ld . ...ttt iin e eennnnns
Loans, including held for sale (1) (2) (3)

Total interest earning assets
Cash and due from banks

Allowance for loan

Premises and equipment

Intangible assets
Other assets

Total assets

Liabilities and shareholders'

10SSES t ittt e

equity

Interest bearing deposits
Interest bearing transaction accounts

Savings
Time deposits

Total interest bearing deposits
Short-term borrowings

Long-term debt

Total interest

bearing

Noninterest-bearing demand deposits

Other liabilities
Shareholders'

equity

liabilities ...............

Total liabilities and

shareholders'

Interest rate spread (4)

equity

Net interest income and net yield

on earning assets

(5)

2005
Interest
Average Income/
Balances Expense
$ 694 S 49
54,077 1,758
6,259 215
17,900 629
426,384 28,955
505,314 31,606
15,671
(5,402)
8,257
7,280
4,573
$ 535,693
$ 60,785 $ 452
89,407 1,393
225,627 6,895
375,819 8,740
8,584 198
32,815 1,867
417,218 10,805
64,339
2,116
52,020
$ 535,693
$20,801

Average Balances, Yi

Years Ended De

2004

Interes
Yields/ Average Income/
Rates Balances Expense
(Dollars in thousan
7.06% $ 1,086 S 20
3.25% 49,546 1,518
3.44% 9,201 312
3.51% 16,950 203
6.79% 371,061 22,821
6.25% 447,844 24,874

15,587

(4,615)

7,327

7,526

4,041

$477,710
0.74% $ 54,918 S 225
1.56% 80,534 814
3.06% 190,290 4,263
2.33% 325,742 5,302
2.31% 10,309 205
5.69% 28,601 1,524
2.59% 364,652 7,031

61,220

1,782

50,056

$477,710

3.66%

4.12% $ 17,84

(1) Interest income on tax-exempt loans and investment securities has not been
calculated on a tax-equivalent basis.

(2) Nonaccruing loans are included in the average balances and income from such
loans is recognized on a cash basis.

(3) Interest income includes immateral amounts of loan fees.

(4) Total interest earning assets yield less total interest bearing liabilities
rate.

(5) Net yield equals net interest income divided by total interest earning
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assets.
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During 2005, loans, including loans held for sale, grew $17,692,000
over the amount as of December 31, 2004. Average loans including loans held for
sale, however, were $55,323,000 more in 2005 than in 2004 and represented almost
all of the increase in average total interest earning assets during 2005.
Deposit growth was robust in 2005, as well, with the 2005 year-end amount
increasing by $40,751,000 over the 2004 vyear-end, and the average amount of
deposits increasing by $53,196,000 for 2005 over the comparable 2004 amount.
Deposits are generally obtained from within the Banks' market areas. Although
some of the Banks obtain limited amounts of deposit funding through the use of
brokered time deposits, the amounts of such deposits do not create significant
liquidity concerns for the affected Banks. The Banks have recently begun
accepting Health Savings Account deposits as an additional product offering, but
the amounts of such deposits are not yet significant. Interest costs associated
with deposits increased primarily due to increased market rates.

By year end 2004 compared with 2003, gross loans grew $61,543,000,
while deposits grew $44,754,000. Because the growth in deposit 1liabilities in
2004 was not sufficient to fund the Corporation's growth in loans, management
took several actions. Early in the second quarter of 2004, the Corporation
issued approximately $10,000,000 in long-term Jjunior subordinated debt to
provide additional capital to some of the banking subsidiaries and to provide a
more stable funding source for its mortgage banking operations. As a result, the
Corporation reduced its reliance on short-term, relatively high cost borrowings
in 2004. The Corporation continues to maintain a short-term line of credit with
another financial institution which can be used to fund surges in mortgage loan
demand. The Corporation also changed its allocation of assets such that its
investments 1in federal funds sold and securities available-for-sale decreased
significantly by the end of 2004 compared with 2003. This also allowed the
Corporation to invest significantly more dollars in the higher vyielding loan
asset category.

Time deposits are the largest category of the Corporation's deposit
liabilities. Interest rates paid for such 1liabilities increased during 2005.
Accordingly, total interest expense reversed its recent trend and increased to
$10,805,000 in 2005 from $7,031,000 in 2004 and $7,560,000 in 2003. The average
rates paid for time deposits increased to 3.06% in 2005 from 2.24% in 2004 and
2.54% 1in 2003. Interest expenses for short-term borrowings were largely
unchanged in 2005, primarily due to the lower average amounts of that funding
source. Long-term debt is composed of fixed rate advances from the Federal Home
Loan Bank of Atlanta and variable-rate junior subordinated debt. Until
short-term interest rate increases cease, the Corporation expects that its
interest expenses will continue to increase, as well.

The table "Volume and Rate Variance Analysis" provides a summary of
changes in net interest 1income resulting from changes in volume and changes in
rate. The changes in volume are the difference between the current and prior
year's balances multiplied by the prior year's rate. The changes in rate are the
difference between the current and prior vyear's rate multiplied by the prior
year's balance.

As shown in the table, the increases in net interest income during each
of the past two years primarily are due to higher volumes of earning assets. In
addition, by moving quickly to increase yields on interest earning assets during
2005 while limiting increases in rates paid, the Corporation was able to obtain
favorable results from the rate component, as well. Loan growth has been
prominent in contributing to increases in interest income.
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Volume and Rate Variance Analysis

2005 compared with 2004

Volume * Rate * Total
(Dollars i
Interest earning assets
Interest-bearing deposits with other banks .......... $ (10) $ 39 S 29
Investment securities - taxable .............. . ... 144 96 240
Investment securities - tax exempt .............c..... (101) 4 (97)
Federal funds s0ld ...ttt iinnneeeeeennennennens 12 414 426
Loans, including held for sale .........cciiiiieeeo.. 3,611 2,523 6,134
Interest income ........cuiiiiiiineennennn 3,656 3,076 6,732
Interest bearing liabilities
Interest bearing deposits
Interest bearing transaction accounts ......... 26 201 227
ST 705 o L = 98 481 579
Time depPoOsSits v i ittt ittt ettt e et 889 1,743 2,632
Total interest bearing deposits ........ 1,013 2,425 3,438
Short-term boOrrowings .. ...ttt iinieee e eennnneens (37) 30 (7)
Long-term debt ... ..ttt e e et e 235 108 343
Total interest expense ........ccoeee... 1,211 2,563 3,774
Net interest 1NCOMEe ... v iviinennnnn.. $ 2,445 S 513 $ 2,958
* The rate/volume variance for each category has been allocated on a

consistent basis between rate and volume variances based on the percentage
of rate or volume variance to the sum of the two absolute variances except
in categories having balances in only one period. In such cases, the
entire variance is attributed to volume variance.

Although management currently expects that interest rates will continue
to increase in 2006, management has not presently identified any factors that it
believes might cause interest rates to increase sharply in a short period of

time. However, changes in interest rates that can significantly affect the
Corporation, positively or negatively, are possible. In the absence of
significant changes in market interest rate levels, any significant changes in

net interest income during 2006 are expected to result from changes in the
volumes of 1interest earning assets and liabilities. Management expects to
continue using its marketing strategies to increase the Corporation's market
share of both deposits and quality loans within its market areas. These
strategies involve offering attractive interest rates and outstanding customer
service.

Provision for Loan Losses
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The provision for loan losses 1s charged to earnings Dbased on
management's continuing review and evaluation of the loan portfolio and its
estimate of the adequacy of the related allowance for loan losses. Provisions
for loan losses totaled $9,637,000, $5,102,000, and $1,119,000 for the years
ended December 31, 2005, 2004 and 2003, ©respectively. Net charge-offs for 2005
were $2,038,000, compared with $4,961,000 and $486,000 for 2004 and 2003,
respectively.
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During the second half of 2004, management Dbecame aware of credit
quality concerns relative to the loan portfolio of one of its subsidiary banks
and a $3,435,000 real estate secured loan at another of its subsidiary banks.
Consequently, during that period significant increases were recorded in the
Corporation's loan 1loss provision resulting 1in an overall provision of
$5,102,000 for the year.

In 2005, the Corporation's external loan review firm reviewed the
larger loan relationships at the subsidiary bank with credit quality concerns
about its loan portfolio. Based on those reviews, and further analysis and
review conducted by management, significant increases were recorded in the
Corporation's loan loss provision during the last two quarters of 2005. This
resulted in a provision of $9,637,000 for the year so that, in the opinion of
management, the allowance for loan losses would be adequate to absorb the
probable losses remaining in the loan portfolio.

Because of personnel changes as well as the Corporation's upgrading of
its credit risk management systems, management does not believe that the
magnitude of the provisions for loan losses in 2004 and 2005 represent a trend,
although it realizes that the level of provisions may remain somewhat above 2003
levels as the problem loans and potential problem loans which contributed to the
high level of provisions in 2004 and 2005 are finally resolved.

See "Impaired Loans," "Potential Problem Loans," "Allowance for Loan
Losses," and "The Application of Critical Accounting Policies" for further
discussion of the loans and provisions for loan losses referenced above and a
discussion of the methodology wused and the factors considered by management in
its estimate of the allowance for loan losses.

Noninterest Income

Noninterest income for 2005 increased by $725,000 or 10.0% over the
2004 amount, primarily as a result of increased mortgage brokerage income.
Interest rates associated with mortgage loans did not change significantly in
2005, and the demand for housing in the Corporation's market areas remains
strong. Service charges on deposit accounts increased by $158,000 in 2005 due to
increased management oversight of fee waivers and changes in the fee structure.

Noninterest income for 2004 decreased by $1,847,000 or 20.2% from 2003,
primarily due to a $2,070,000 or 39.8% decrease in mortgage Dbrokerage income.
This decrease resulted from a mortgage-industry-wide slowdown in refinancing
activity in 2004. The Corporation inititated measures early in the second
quarter of 2004 to decrease the costs and complexity of funding the mortgage
brokerage operation. Those measures included establishing CRM as a loan
production office of one of its subsidiary banks, closing loans in the bank's
name, and assigning the loan back to CRM upon the loans' sale into the secondary
market. Management estimates that the process resulted in cost savings of
approximately $183,000 for the Corporation over the final three quarters of
2004.
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Service charges on deposit accounts were $112,000 lower in 2004 than in
2003. This resulted from a slight decrease in the volume of returned check
charges and a slowing in demand for the automated overdraft service. During
2004, gains on the sale of investment securities totaled $76,000 compared with
losses of $252,000 in 2003.

Noninterest Expenses

Noninterest expense for 2005 increased by $2,352,000 or 15.6% over the
2004 amount. Higher salaries and employee Dbenefits expenses were largely
responsible for this increase. These items increased by $1,304,000, primarily
due to the operation of an additional office of Florence National Bank in 2005,
higher commissions and bonuses paid by the mortgage subsidiary, and the hiring
of a new Chief Executive Officer, a Chief Credit Officer, and a Human Resources
Director. Expenses related to premises and equipment increased in 2005 by
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$250,000 over the 2004 amount due to higher depreciation expenses that resulted
from an additional office of Florence National Bank and equipment purchased and
placed in service during the year. Construction of a new headquarters office and
operations building was completed during the fourth quarter of 2005 and the
building was placed in service in the first quarter of 2006. The Corporation
recorded $50,000 in relocation expenses in 2005 for moving to the new building.

Noninterest expenses for 2004 decreased by $893,000 or 5.6% from the
2003 amount, primarily due to lower expenses for salaries and employee benefits.
Such expenses were reduced primarily because of the decline in mortgage loan
originations resulting in less commission expense.

Income Taxes

Income tax expense for 2005 was $765,000, a decrease of $1,006,000 or
56.8% from $1,771,000 recorded for 2004. Income tax expense for 2004 decreased
$1,376,000 or 43.7% from the 2003 amount. The decreasing income tax expense
amounts resulted directly from the lower amounts of income before income taxes
during 2005 and 2004. The effective 1income tax rate (income tax expense divided
by income before income taxes) was 43.1%, 35.6%, and 35.8% for 2005, 2004 and
2003, respectively. The effective tax rate for 2005 is abnormally high because
South Carolina requires that each of the four subsidiary banks file a separate
income tax return. One of the subsidiary banks recorded a loss for 2005. South
Carolina bank tax is based on a bank's net income for financial reporting
purposes but does not provide any offsetting benefit for operating losses.

INVESTMENT PORTFOLIO

The Corporation's investment portfolio consists primarily of short- and
intermediate-term U.S. Treasury and U.S. Government agency debt issues.
Investment securities averaged $60,336,000 in 2005, $58,747,000 in 2004, and
$54,662,000 in 2003.

The table below summarizes the amortized cost and estimated fair value

of the Corporation's investment portfolio for the past three years.

Securities Portolio Composition
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2005
Amortized Estimated
cost fair value
Securities available-for sale
U.S. Treasury and U.S.

Government agenCies .. ..iieeeennneeeeeeennns $55,781 $54,917
States and political subdivisions ............ 3,754 3,784
Total available for sale .......uuiiiennnnnnnn $59,535 $58, 701

Securities held-to-maturity
States and political subdivisions ............ $ 1,850 $ 1,820

The following is a summary of maturities and weighted average yields of
securities as of December 31, 2005:
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Securities Portfolio Maturities and Yields

December
After
One Year
Within Through
One Year Five Years
Amount Yield Amount Yield
U.S Treasury and U.S.
Government agencies .............. $13,360 2.68% $29,743 3.76%
States and political subdivisions (1) .... 597 3.84% 2,558 3.73%
Mortgage-backed securities (2) ........... 1 0.00% 1,037 2.89%
Total ii ettt e e e e e e $13,958 2.73% $33,338 3.73%
(1) Yields on tax—exempt securities of states and political subdivisions have

not been calculated on a tax—-equivalent basis.

(2) Maturity category based on final stated maturity dates. Average maturity is
expected to be substantially shorter because of the monthly return of
principal on certain securities.

On an ongoing basis, management assigns securities upon purchase into
one of two categories (available-for-sale or held-to-maturity) based on intent,
taking into consideration other factors including expectations for changes in

December

Amortized E
cost f

(Dollars in t

$50,619
4,985

After
Five Years
Through
Ten Years

(Dollars in thou

$10, 765 3.87
2,479 3.67

- 0.00
$13,244 3.83
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market rates of interest, liguidity needs, asset/liability management
strategies, and capital requirements. The Corporation has never held securities
for trading purposes. No transfers of available-for-sale or held-to-maturity
securities to other categories were made in any of the years 2003 through 2005.

During 2005, the composition of the securities portfolio was little
changed. The amount of securities held at the end of 2005 was only $3,155,000

more than the amount held at the end of 2004. Purchases for the securities
accounts during 2005 were generally made to replace 1issues called or matured
during the year. Securities purchased had maturities ranging from approximately

two years to approximately eight years in the future.

During 2004, management changed the composition of the securities
portfolio, primarily by decreasing the amounts invested in securities throughout
the year. Despite investment securities being larger in average amount in 2004,
the Corporation's investment in such instruments at December 31, 2004 was
$9,468,000 1less than at December 31, 2003. Proceeds from sales and calls of
investment securities and reductions in federal funds sold were used, in part,
to fund loan growth in excess of the growth in deposits, short-term borrowings
and long-term debt.

During the vyears ended December 31, 2005, 2004 and 2003, the
Corporation sold investment securities for gross proceeds of $4,412,000,
$13,676,000, and $2,068,000, respectively. Realized (losses) and gains on those
transactions were ($10,000), $76,000, and ($252,000) for the vyears ended
December 31, 2005, 2004 and 2003, «respectively. Securities may be sold to
provide liquidity, to reduce interest rate risk, or for other reasons. There
were no sales of held-to-maturity securities in any of the periods presented.

All mortgage-backed securities held by the Corporation were issued by

the Federal Home Loan Mortgage Corporation, the Federal National Mortgage
Association or the Government National Mortgage Association.

30

LOAN PORTFOLIO

Management believes the loan portfolio is adequately diversified. There
are no significant concentrations of loans in any particular individual,
industry or groups of related individuals or industries, and there are no
foreign loans.

The following table shows the composition of the loan portfolio by

category:
Loan Portfolio Composition
2005 2004
Commercial, financial and agricultural ............. $ 95,023 $ 96,275
Real estate — construction ........c..c.iiiiiiiiinennn. 37,923 29,968
Real estate — MOrtgage ... ittt i i ittt eeeeeeneenns 243,837 230,986
Consumer installment ... .. ...ttt neennennns 37,201 36,420

Decemb

(Dollars in

$ 84,
23,
188,
35,

31



Edgar Filing: COMMUNITY BANKSHARES INC /SC/ - Form 10-K

Total 10ANS = GTOSS « vt v veennnnneeeeeneeennnns $413,984 $393, 649
Commercial, financial, and agricultural loans, primarily representing
loans made to small and medium size businesses, may be made on either a secured
or an unsecured basis. When taken, security usually consists of liens on
inventories, receivables, equipment, and furniture and fixtures. Unsecured
business loans are generally short-term with emphasis on repayment strengths and
low debt-to-worth ratios. Commercial lending involves significant risk because

repayment usually depends on the cash flows generated by a borrower's business,
and debt service capacity can deteriorate Dbecause of downturns in national and
local economic conditions. Each of the banking subsidiaries has a Loan Committee
which 1s responsible for overseeing the «credit granting and monitoring
processes. The Corporation's Chief Credit Officer has specific authority over
significantly large loan requests.

Real estate loans consist of construction loans and other loans secured
by mortgages. Because the Corporation's subsidiaries are community banks, real
estate loans comprise the bulk of the loan portfolio. Loan policies of the
subsidiary Banks generally limit loan-to-value ratios for real estate loans to
80%.

The Banks generally do not compete with 15 and 30 year fixed rate
secondary market mortgage interest rates, so they have elected to pursue the
origination of mortgage loans that could easily be sold into the secondary
mortgage market. CRM also originates such loans for sale in the secondary
market. These loans are generally pre-qualified with various wunderwriters to
facilitate the sales process. In 2005, 2004 and 2003, the Corporation sold
$213,195,000, $174,074,000, and $309,914,000, respectively, of such loans. The
Corporation's subsidiaries may originate mortgage loans for their own loan
portfolios. Such loans are usually for a shorter term than loans originated to
sell and usually have a variable rate or the terms of the loans require that the
interest rate be adjusted to the current market rate within a three to five year
term.

Consumer installment loans to individuals are generally for personal,
automobile, or household purposes and may be secured or unsecured.
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The Corporation has a geographic concentration of loans within the
Banks' market areas because of the nature of its business. As of December 31,
2005, the Corporation had no other significant concentrations of credit to
customers engaged in similar business activities.

Unsecured Loans

The Corporation does not aggressively seek to make unsecured loans,
since these loans may be somewhat more risky than collateralized loans. There
are, however, occasions when it is in the business interests of the Corporation
to provide short-term, unsecured loans to its most credit-worthy customers.
Unsecured loans accommodate the credit needs of those customers and provide the
banks the opportunity to earn additional interest income through pricing
commensurate with the loans' increased risk. At December 31, 2005, the
Corporation had approximately $23,000,000, or 5.6% of its loan portfolio, in
unsecured loans. As of December 31, 2004, the Corporation had approximately
$25,000,000 in unsecured loans, or 6.4% of its loan portfolio. Such loans are
made on the basis of management's evaluation of the customer's ability to repay
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and net worth.

As of December 31, 2005, unsecured loans totaling $180,000 were
included in nonaccrual loans, $421,000 of such loans were included in accruing
loans 90 or more days past due, and $1,371,000 of such loans were included in
potential problem loans.

Maturity and Interest Sensitivity Distribution of Loans
The following table sets forth the maturity and interest sensitivity

distribution of the Corporation's loans, by type, as of December 31, 2005 as
well as the type of interest requirement on loans due after one year.

Dec

After

Within one year but

year

Commercial, financial and agricultural ..........eeiiieeeeenneneenns $ 46,432
F Y= B Y i = 75,108
Consumer installment ...ttt ittt ittt ettt ettt ettt eeeeaeeaeas 11,320

Predetermined rate, maturity greater than one year ............. S

Variable rate or maturity within one year ........... 0., $132,860

Impaired Loans, Other Nonperforming Loans and Potential Problem Loans

Impaired loans are those loans on which, Dbased on current information
and events, it is probable that the Corporation will be unable to collect all
amounts due according to the contractual terms of the loan agreement. Loans
which management has identified as impaired generally are nonaccrual loans.
Following is a summary of the Corporation's nonaccrual and other nonperforming
loans included in total loans at December 31 of each year shown:
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Nonaccrual and Past Due Loans

2005 2004

NONACCTUAL 10ANS v vttt ittt ettt st e e eeeeaeeeeseeennnns $11,651 $ 4,941

five vy

(Dolla

$ 40,
149,

December

(Dollars in t

$ 2,5
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Accruing loans 90 days or more past due ............ 729 137 1
Total ittt e e e e e e $12,380 $ 5,078 S 2,7
Total as a $ of outstanding loans ............. 2.99% 1.29% 0.

Impaired loans (included in non accrual) ........... $11,651 S 4,941 $ 2,5

Impaired loans a percentage of allowance ........... 100.09% 113.66% 61

for loan losses
Gross income that would have been recorded for the years ended December

31, 2005, 2004 and 2003, if nonaccrual loans had been performing in accordance

with their original terms was approximately $448,000, $63,000, and $117,000,

respectively. No cash basis interest income was recognized in 2005, 2004 and

2003 on non-accrual loans.

The Corporation's accounting policies on nonaccrual and impaired loans
are discussed in Note 2 to the consolidated financial statements.
Potential problem loans, a lower level of concern than impaired and

nonperforming loans, are defined as loans where information about the borrowers'

credit problems causes management to have more than normal concern about the

borrowers' ability to comply with the original repayment terms.

The following table is a summary of nonperforming loans and potential
problem loans for each of the past four quarters.
90 days + Total
Nonaccrual past due and nonperforming % of tota
loans still accruing loans loans
(Dollars in thousands)

December 31, 2004 ............ ... S 4,941 $ 137 $ 5,078 29%

Net change ........cciiiiiiinnnn.. 118 215 333

March 31, 2005 ........coiiia... 5,059 352 5,411 33%

Net change ........cciiiiiiinnn.. 200 (9) 191

June 30, 2005 ..... ... 5,259 343 5,602 35%

Net change ........cciiiiiiinnn.. 4,954 74 5,028

September 30, 2005 ............... $10,213 S 417 $10, 630 57%

Net change ........cciiiiiiinnn.. 1,438 312 1,750

December 31, 2005 ................ $11, 651 $ 729 $12,380 99%

Nonaccrual loans increased $6,710,000 during 2005.

The major components

of nonaccrual loans and the increase are discussed below.
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Approximately $2,434,000 of the

December 31, 2005 and 2004
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nonperforming loan amounts represent the balance of a loan relationship that
originated in July 2004 to finance the purchase of a business. During the fourth
quarter of 2004, management became aware that the business was not performing as
expected and the borrower stopped making the required payments. The borrower
alleged that financial information furnished by the seller and relied upon in
establishing the value of the business (and its purchase price) was fraudulent.
Management determined during the fourth quarter of 2004 that the loan had become
collateral dependent and wrote the loan down to the estimated net realizable
value of the collateral as of December 31, 2004. An independent appraisal of the
real estate, fixtures and equipment of the business was completed during the
second quarter of 2005 under the assumption that the business was not operating
as a going concern. That appraisal supports management's estimated net
realizable wvalue and the loan's carrying amount has not since changed. The
Corporation is presently exercising forbearance with respect to this
relationship and continues to work with the borrower who is actively trying to
sell the business as a going concern. Management has retained legal counsel to
assist with respect to this loan.

The other nonperforming loans consist of approximately 100 loans to
various individuals and businesses with an aggregate balance of $5,880,000. The
amounts of the individual loans range up to approximately $780,000.

Approximately $4,353,000 of the increase in nonaccrual loans during the
third quarter of 2005 represents larger loan relationships that were transferred

from the potential problem loan category as the Dborrowers' failures to meet
their obligations Dbecame more severe. In addition, current evaluations of the
collateral held indicated potential short-falls 1in those values. During the

fourth quarter of 2005, approximately $2,243,000 of loans were added to
nonaccrual loans due to performance issues and/or as a result of continuing
reviews of the loan portfolio, including valuations of collateral. Charge-offs
of loans from the nonaccrual category approximated $437,000 during the fourth
quarter of 2005.

Loans that are 90 days or more past due and still accruing interest
represent loans with significant performance issues, but where management
believes that each loan's collateral position provides enough protection that
the bank expects full recovery of principal and interest on the loan. At
December 31, 2005 this category represented approximately .18% of the loan
portfolio.

At December 31, 2005, the Corporation had identified $29,313,000, or
7.08%, of the loan portfolio, as potential problem loans. This is an increase of
$24,685,000 over the amount as of December 31, 2004. Approximately $17,485,000
or 71% of this increase in potential problem loans resulted from risk grade
changes recommended by a new loan review firm during their initial loan
portfolio reviews in 2005 and management—-initiated loan downgrades.
Approximately $7,200,000 or 29% of this increase in potential problem loans
resulted from a consumer loan portfolio credit scoring project conducted during
the fourth quarter by management at the banking subsidiary most impacted by
problem loans.

The amount of potential problem loans does not represent management's
estimate of potential losses since a significant portion of these loans are
secured by real estate and other forms of collateral. Approximately $1,371,000
of potential problem loans were unsecured as of December 31, 2005.

Management will continue to closely monitor the levels of nonperforming
and potential problem loans and address the weaknesses in those credits to
enhance the amount of ultimate collection or recovery of these assets.
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Foreclosed Assets

Foreclosed assets were carried in the consolidated balance sheets at
$185,000, $252,000, and $327,000 as of December 31, 2005, 2004 and 2003,
respectively. Foreclosed assets are 1initially recorded at fair wvalue, less
estimated costs to sell, at the date of foreclosure, establishing a new cost
basis. Loan losses arising from the acquisition of such property are charged
against the allowance for loan losses as of that date. Subsequent to
foreclosure, valuations are periodically performed by management and the assets
are carried at the lower of the new cost basis or fair wvalue, less estimated
costs to sell. Revenues and expenses from operations and changes in any
subsequent valuation allowance are included in net foreclosed assets costs and
expenses.

Special Assets Management

In late 2005 management hired an experienced Special Assets Officer on
a contract Dbasis. The initial term of his agreement with the Corporation 1is
through June 30, 2006. Under the direction and supervision of the Chief Credit
Officer, he will assist in working to aggressively reduce the aggregate level of
problem loans through all appropriate banking and legal options.

ALLOWANCE FOR LOAN LOSSES

The table, "Analysis of the Allowance for Loan Losses," summarizes loan
balances as of the end of each period indicated, averages for each period,
changes in the allowance arising from mergers, charge-offs and recoveries by

loan category, and additions to the allowance which have been charged to
expense.
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Analysis of the Allowance for Loan Losses

Years Ended

2005 2004 20

(Dollars

Total amount of loans outstanding at end of year ....... $ 413,984 $ 393,649 $ 332

Average amount of loans outstanding .............cc..... $ 426,384 $ 371,061 S 340

Allowance for loan losses — January 1 ......eeieeenennnn. S 4,347 S 4,206 S 3
Changes incident to merger activities .................. - -

Transfer of allowance for off-balance-sheet

contingencies to other liabilities ............... ... (305) -
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Loans charged-off

Real estate ..ttt ittt e e et e et e e e e e 99 1,293
Installment ...ttt ittt e et e e et et e e e 432 387
Credit cards and related pPlans ......ooiiimenneeeennnsn - -
Commercial and other ... ...ttt ittt ittt 1,714 3,400
Total charge—-o0ffs ... ..t ittt iiiieeen 2,245 5,080
Recoveries
Real es5tate ittt ittt e et e e e e e e e e e e e 16 21
Installment ..ttt ittt e e e e e et et e e e 55 67
Credit cards and related pPlans .......oiieimeenneeennnsn - -
Commercial and other ... ...ttt iiieeeannn 136 31
Total FeCOVETIES vttt ittt ettt et te ettt aeeeaaenes 207 119
Net charge—0ffs ...t ittt e e e ettt e 2,038 4,961
Provision for loan losses charged to expense ........... 9,637 5,102
Allowance for loan losses — December 31 ........ccvuuenn. $ 11,641 S 4,347
Ratios
Net charge-offs to average loans outstanding ........... 0.48% 1.34%
Net charge-offs to loans outstanding at end of ......... 0.49% 1.26%
year
Allowance for loan losses to average loans ............. 2.73% 1.17%
Allowance for loan losses to total loans at end ........ 2.81% 1.10%
of year
Net charge-offs to allowance for losses .......cceeeee... 17.51% 114.12%
Net charge-offs to provision for loan losses ........... 21.15% 97.24%

allocation of the allowance for loan losses is set
Application of Critical Accounting Policies."

A discussion of the
forth under the section "The

The Corporation operates four
Carolina. Under the provisions of law and
bank's board of directors is responsible
bank's loan loss allowance. In addition,
examined by the Office of the Comptroller of the Currency (the "OCC") (or the
South Carolina State Board of Financial Institutions (the "State Board") in the
case of the Ridgeway bank) or the Federal Deposit Insurance Corporation (the
"FDIC"). As a normal part of a safety and soundness examination, Dbank examiners
assess and comment on the adequacy of a bank's allowance for loan losses and may

independent community banks in South

regulations governing banks, each
for determining the adequacy of its
each bank is supervised and regularly
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require that changes be made in the allowance. The allowance presented in the
consolidated financial statements is on an aggregated Dbasis and as such might
differ from the allowance that would be presented if the Corporation had only
one banking subsidiary.

A considerable degree of judgment is exercised in computing an estimate
of the allowance for loan losses. Management's Jjudgment must be applied in
assessing the current creditworthiness of borrowers and in estimating uncertain
future events and their effects based on currently known facts and
circumstances. Changes in the estimated allowance for loan losses arising as new
events occur or more information 1is obtained are accounted for as changes in
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accounting estimates in the accounting period in which such changes occur.

Management reviews its allowance for loan losses utilizing three broad
loan categories: commercial, real estate and consumer installment loans to
individuals. Within these categories, the allowance for loan losses is composed
of specific and general amounts. Specific allowance amounts are provided for
individual loans based on management's evaluation of loss exposure taking into
account the current payment status, underlying collateral and other known
information about the borrower's circumstances. Typically, these loans are
identified as impaired or nonperforming, or have been assigned internal risk
grades of management attention, special mention, substandard or doubtful.
General allowance amounts are provided for all other loans, excluding those for
which specific amounts were determined, by applying estimated loss percentages

to the portfolio categorized using risk grades. These percentages are based on
management's current evaluation with consideration given to historical loss
experience, general national and 1local economic and Dbusiness conditions

affecting key lending market areas, credit quality trends, collateral values,
loan volumes, portfolio seasoning, and any identified credit concentrations. The
findings of internal and external credit reviews and results from external
audits and regulatory examinations are also considered.

The following table presents the allocation of the Corporation's
allowance for loan losses, as of December 31, 2001 through 2005, compared with
the percentage of loans in the applicable categories to total loans.

2005
Amount allocated to loan category
Commercial, financial and agricultural .................. $ 6,333
Real estate ..ttt ittt et e e e e e e e e e e e 4,831
Consumer installment .. ... .ttt teeeeeeeenneenens 477
i $11, 641
2005
Percentage of loans in category
Commercial, financial and agricultural .................. 23.0%
Real e5Lale i ittt ittt i et e e e e e e e e e e e e e 68.1%
Consumer installment .. ... .ttt tteeeeeeeennnenens 8.9%
i P 100.0%

The Corporation wutilizes a risk grading system for all loans held in
the portfolio. This system 1involves the lending officers' assigning a risk
grade, on a loan-by-loan Dbasis, considering information about the borrower's

2004 2

(Dollars i

$ 1,960 $
1,907
480
S 4,347 S
Decem
2004 2
24

[e)}
o
N w g1
o o° oe
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capacity to repay, collateral, payment history, and other known factors.
Assigned risk grades are updated monthly for any known changes in circumstances
affecting the borrower or the loan. The risk grading system is monitored on a
continuing basis by management and the external credit review firm which is
independent of the lending function.

The following discussion presents specific factors that influenced
management's judgment of the amounts of additions to the allowance through
provisions charged to operating expenses for each of the years presented in the
table.

In 2001, $650,000 was provided for loan losses for normally expected
loan loss expense and due to significant growth in the loan portfolio during
that year and the expectation that the loans booked in the newer Florence market
could exhibit a higher loss potential than the Corporation's older markets.

In 2002, $1,033,000 was provided for loan losses due to growth in the
loan portfolio totaling $76,579,000, of which approximately $44,078,000 was
obtained in the merger of Ridgeway Bankshares, Inc. Furthermore, net charge-offs
almost tripled compared with the prior year and an increase of $5,827,000 was
noted in the combined amounts of nonaccrual loans, accruing loans 90 or more
days past due, and potential problem loans.

In 2003, $1,119,000 was provided for loan losses, primarily due to
growth in the loan portfolio and a significant increase in the amount of
nonaccrual loans.

The $5,102,000 and $9,637,000 provisions for loan losses recorded for
2004 and 2005, respectively, resulted from the circumstances detailed above.

DEPOSITS

The average deposits for the Corporation for the years ended December
31, 2005, 2004 and 2003 are summarized below:

Years Ended December 31,

2005 2004

Average Average Average Average
balance cost balance cost

(Dollars in thousands)

Noninterest-bearing demand .........ceueeeeeenenn. S 64,339 - $ 61,220 -

Interest bearing transaction accounts .......... 60,785 0.74% 54,918 0.41%

Savings — reguUlar ...ttt i e e 24,617 0.46% 20,106 0.54%

Savings — money market ... ...ttt 64,790 1.98% 60,428 1.17%

Time deposits less than $100 ........ciiiinnno.. 136,087 2.97% 122,125 2.26%

Time deposits greater than $100 ................ 89,540 3.19% 68,165 2.20%
Total average depoSits ... eeennnnn $440,158 $386, 962
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Deposits are the primary source of funds for the Banks' lending and
investing activities. Deposits are attracted principally from customers within
38

the Banks' local market areas through the offering of a variety of products with
varying features and by offering competitive interest rates.

At December 31, 2005 the Corporation had $98,428,000 in certificates of
deposit of $100,000 or more. Approximately $36,385,000 mature within three
months, $23,876,000 mature over three through six months, $23,559,000 mature
over six months through twelve months and $14,608,000 mature after one year.
This level of large time deposits, as well as the growth in other deposits, can
be attributed to planned growth by management. The majority of time deposits
$100,000 and over is acquired within the Company's market areas in the ordinary
course of business from customers with standing banking relationships. However,
as of December 31, 2005, the Banks had $7,201,000 in brokered certificates of
deposit, all of which were issued in denominations of $100,000 or over. The
brokered certificates of deposit mature throughout 2006 and have interest rates
ranging from 2.60% to 4.10%. It is a common industry practice not to consider
time deposits of $100,000 or more as core deposits since their retention can be
influenced heavily by rates offered. Therefore, such deposits have the
characteristics of shorter-term purchased funds. Certificates of deposit
$100,000 and over require that the Corporation achieve and maintain an
appropriate matching of maturity distributions and a diversification of sources
to achieve an appropriate level of liquidity.

SHORT-TERM BORROWINGS

The Corporation's short-term borrowings may consist of federal funds
purchased and securities sold under agreements to repurchase, which generally
have maturities ranging from daily to no more than four days, and mortgage loan
warehouse and general purpose lines of credit payable. As of December 31, 2005,
securities sold under agreements to repurchase totaled $5,372,000. These amounts
are collateralized by investment securities and the interest rate is subject to
change daily. Federal funds purchased totaled $421,000 as of December 31, 2005,
are unsecured and mature on a daily basis. $1,182,000 was outstanding under
warehouse lines of credit as of December 31, 2005. Other short-term debt was
outstanding on December 31, 2005 under an unsecured short-term credit facility
granted to the Corporation by another financial institution. That variable-rate
facility expires during the fourth quarter of 2006.

Summary information about total short-term borrowings is provided in
the following table.

2005
Balance outstanding at end Of year . ...ttt ittt ittt eeeeeeeeeeannenn $ 8,975
Weighted average interest rate at end of the period ......... ... .. 4.26%
B o ol el Y DG 018 o = O S 198
Maximum outstanding at any month-end during the period .................... $ 8,975
Average outstanding during the period ...... ..ttt ittt $ 8,584
Weighted average interest rate during the period .......... . ... 2.31%
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LONG-TERM DEBT

The Corporation's Dbanking subsidiaries are members of the Federal Home
Loan Bank of Atlanta ("FHLB"). As such, they have access to long-term borrowing
from the FHLB. As of December 31, 2005, the Banks had borrowed a total of
$21,886,000 from the FHLB. The Dborrowings are secured by blanket liens on all
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qualifying first lien residential mortgage loans held by the Banks, specifically
excluding such loans originated for resale on the secondary market.

Early in the second quarter of 2004, the Corporation sponsored the
creation of SCB Capital Trust I (the "Trust"). The Trust issued securities
totaling $10,310,000. The Trust invested the proceeds of its debt issuance by
purchasing a like amount of junior subordinated debt issued by the Corporation.
The amount of the Corporation's debt is includible in Tier 1 capital for
purposes of computing regulatory required capital ratios.

RETURN ON EQUITY AND ASSETS

The following table shows the return on assets (net income divided by
average total assets), return on equity (net income divided by average equity),
dividend payout ratio (dividends declared per share divided by net income per
share), and equity to assets ratio (average equity divided by average total
assets) for the years ended December 31, 2005, 2004 and 2003.

Years Ended December 31,

2005 2004 2003
Return on assets (ROA) ..ttt ittt eennnnn 0.19% 0.67% 1.25%
Return on equity (ROE) .. ...ttt iiiiinenenn. 1.94% 6.41% 12.17%
Dividend payout ratio ..........c.ciiiii.... 173.91% 54.05% 27.48%
Equity as a percent of assets ............. 9.71% 10.48% 10.25%

LIQUIDITY

Liquidity is the ability to meet current and future obligations through
liquidation or maturity of existing assets or the acquisition of additional
liabilities. Adequate 1liquidity 1s necessary to meet the requirements of
customers for loans and deposit withdrawals in a timely and economical manner.
The most manageable sources of liquidity are composed of liabilities, with the
primary focus of liquidity management being on the ability to attract deposits
within the Banks' market areas. Core deposits (total deposits less certificates
of deposit of $100,000 or more) provide a relatively stable funding base.
Certificates of deposit of $100,000 or more are generally more sensitive to
changes 1in rates, so they must be monitored carefully. Asset liquidity 1is
provided by several sources, including amounts due from banks, federal funds
sold, and investments available-for-sale.

The Corporation maintains an available-for-sale investment securities
portfolio. While investment securities purchased for this portfolio are
generally purchased with the intent to be held to maturity, such securities are
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marketable and occasional sales may occur prior to maturity as part of the
process of asset/liability and liquidity management. The Corporation also
occasionally designates securities as held-to-maturity. Securities in that
portion of the portfolio are generally not considered a primary source of
liquidity. Management deliberately maintains a relatively short-term maturity
schedule for its investments so that there is a continuing stream of maturing
investments that enables the Corporation to supply liquidity to its loan
portfolio and for customer withdrawals. In addition, to the extent that the
Corporation must maintain continuing positions in investment securities due to
pledging or other requirements, regular periodic maturities of investments helps
to ensure that the Corporation invests funds throughout periods of changing
rates which tends to mitigate the effects such changes have on the fair values
of investment securities.
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The Corporation has substantially more liabilities maturing in the next
12 months than it has assets maturing in the same period. The Corporation also
has legal obligations to extend credit pursuant to loan commitments, lines of
credit and standby letters of credit which totaled $13,386,000, $42,974,000, and
$2,024,000, respectively, at December 31, 2005 (see Note 15 to the consolidated
financial statements). However, based on its historical experience, and that of
similar companies, the Corporation Dbelieves that it is unlikely that so many
deposits would be withdrawn, without being replaced by other deposits, and
extensions of credit would be required, that the Corporation would be unable to
meet its liquidity needs with the proceeds of maturing assets, 1in the ordinary
course of business.

The Corporation also maintains various federal funds lines of credit
with correspondent banks and is able to borrow from the Federal Home Loan Bank
of Atlanta and the Federal Reserve's discount window.

The Corporation, through its Banks, has a demonstrated ability to
attract deposits from its market area. Deposits grew from $218,811,000 as of
December 31, 2000 to $464,209,000 as of December 31, 2005, a five year compound
growth rate of 16.23%. This consistently growing base of deposits is the major
source of operating liquidity.

CAPITAL
Dividends

The Corporation exists as a legal entity distinct from its
subsidiaries. Its main sources of revenues consist of service fees and dividends
paid to it by the Banks. The Banks are subject to various laws and regulations

that 1limit the amounts of dividends that they may pay. In addition, the
Corporation and the Banks are each subject to regulatory minimum capital
adequacy guidelines. These regulatory restrictions have not historically
hindered the Corporation's or the Banks' ability to pay reasonable dividends and
no such restrictions are anticipated in 2006.

During 2005, the Corporation contributed $3,000,000 of capital to two
of the Banks and received dividends from the other Banks totaling $4,266,000.
Subject to restrictions imposed by state laws and federal regulations, the
Boards of Directors of the Banks could have declared additional dividends from
their retained earnings of up to approximately $5,747,000 as of December 31,
2005. As of January 1, 2006, the effect of those restrictions was to further
restrict the amount of dividends that the Banks could declare to $2,411,000. The
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Corporation made dividend payments to shareholders of $1,761,000, $1,744,000 and
$1,554,000 during 2005, 2004 and 2003, respectively.

Capital Adequacy

The Federal Reserve and federal bank regulatory agencies have adopted
risk-based capital standards for assessing the capital adequacy of bank holding
companies and financial institutions. Under the risk-based capital requirements,
the Corporation and each of the Banks are required to maintain a minimum ratio
of total capital to risk-weighted assets (including certain off-balance-sheet
activities, such as letters of <credit) of 8%. At least half of total capital
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must be composed of common equity, retained earnings and qualifying perpetual
preferred stock and certain hybrid instruments, less certain intangibles ("Tier
1 Capital"). The remainder may consist of certain subordinated debt or hybrid
capital instruments, qualified preferred stock and a limited amount of the
allowance for loan losses ("Tier 2 Capital," which, along with Tier 1 Capital,
composes "Total Capital"). Unrealized gains and losses on available-for-sale
securities generally are excluded from the calculation of the risk-based capital
ratios. To be considered well-capitalized under the risk-based capital
guidelines, an institution must maintain a total risk-weighted capital ratio of
at least 10% and a Tier 1 risk-weighted ratio of at least 5%.

Each of the Federal Dbank regulatory agencies also has established
minimum leverage capital requirements for banking organizations. Pursuant to
these requirements, Dbanking organizations generally must maintain a minimum
ratio of Tier 1 Capital to adjusted average quarterly assets equal to from 4% to

%, subject to federal bank regulatory evaluation of the institution's overall
safety and soundness.

Federal regulators may categorize an institution as less than
well-capitalized based on subjective criteria. Management believes that there
are no conditions or events that would cause the Corporation's or the Banks'
capital category to be other than resulting from meeting the minimum ratio
requirements.

Under the risk-based capital standards and pursuant to the provisions
of the Federal Deposit Insurance Corporation Improvement Act of 1991, federal
bank regulatory agencies are required to implement prescribed "prompt corrective
actions" if an institution's capital position deteriorates to specified levels.
The corrective actions become increasingly stringent as the capital position
continues to deteriorate.

The Banks are each considered to be "well capitalized" for regulatory
purposes. Detailed information on the Corporation's and the Banks' capital
positions can be found in Note 19 to the consolidated financial statements.

The mortgage subsidiary is also subject to minimum capital requirements
to maintain its certification as a HUD-approved Title II Loan Correspondent.
Certain investor and warehouse credit line agreements require that the mortgage
subsidiary maintain its HUD certification. Failure of CRM to meet its capital
requirements could result in a significant limitation of the mortgage
subsidiary's ability to originate, fund or sell loans, and therefore could have
a direct, material adverse effect on its business and the consolidated financial
statements. As of December 31, 2005, CRM exceeded its minimum regulatory capital
requirement by approximately $1,424,000.

43



Edgar Filing: COMMUNITY BANKSHARES INC /SC/ - Form 10-K

During the first quarter of 2004, the Corporation acquired $10,310,000
in proceeds from the issuance of junior subordinated debt. Of this amount,
$3,000,000 was wused to provide additional capital to two of the Banks,
approximately $1,400,000 was used to repay a short-term 1line of credit of the
mortgage subsidiary and approximately $635,000 was used to repay the
Corporation's short-term borrowings. The remainder is Dbeing used for the
Corporation's general corporate purposes. Under current Federal Reserve policy,
the Corporation is allowed to treat the junior subordinated debt, subject to
certain limitations, as Tier 1 Capital for capital adequacy purposes.

INFLATION

The assets and liabilities of the Corporation are mostly monetary in
nature. Accordingly, the financial results and operations of the Corporation are
much more affected by changes in interest rates than changes in inflation. There
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is, however, a strong correlation Dbetween increasing inflation and increasing
interest rates. The rate of inflation, as measured by the average change in the

Consumer Price Index for All Urban Consumers, has been moderate, but increasing,
over the past several years, about 3.4% in 2005, 3.3% in 2004 and 1.9% in 2003.
Prospects appear reasonable for continued moderate inflation, despite risks
related to energy prices and the political and military situation in the Middle
East. Although inflation does not normally affect a financial institution as
dramatically as it does Dbusinesses with large investments in plants and
inventories, 1t does have an effect. During periods of high inflation there are
usually corresponding increases 1in the money supply and banks experience
above-average growth in assets, loans, and deposits. General increases in the
prices of goods and services also result in 1increased operating expenses.
Further, inflation may adversely affect the Corporation's customers and
indirectly affect the business of the Corporation.

OFF-BALANCE-SHEET ARRANGEMENTS, CONTRACTUAL OBLIGATIONS AND CONTINGENT
LIABILITIES AND COMMITMENTS

The Corporation presently only engages in limited off-balance sheet
arrangements. Such arrangements are defined as potentially material
transactions, agreements, or other contractual arrangements which the
Corporation has entered into to which an entity wunconsolidated with the
registrant is a party and, under which the Corporation, whether or not it is a
party to the arrangement, has, or in the future may have:

o any obligation wunder a direct or indirect guarantee or similar
arrangement;
o a retained or contingent interest in assets transferred to an

unconsolidated entity or similar arrangement that serves as credit,
liquidity or market risk support to such entity for such assets;

o derivatives, to the extent that the fair value thereof is not fully
reflected as a liability or asset in the financial statements; or

o any obligation, including a contingent obligation, arising out of a
variable interest (as referenced in FASB Interpretation No. 46,
Consolidation of Variable Interest Entities (January 2003), as may be
modified or supplemented), 1in an unconsolidated entity that is held
by, and material to, the registrant, where such entity provides

financing, 1liquidity, market risk or credit support to, or engages in
leasing, hedging or research and development services with, the
Corporation.
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The Corporation's off-balance sheet arrangements presently include only
commitments to extend credit and standby letters of credit. Such instruments
have elements of credit risk in excess of the amount recognized in the balance
sheet. The exposure to credit loss in the event of nonperformance Dby the other
parties to these instruments is represented by the contractual, or notional,
amount of those instruments. Generally, the same credit policies used for
on-balance sheet instruments, such as loans, are used in extending loan
commitments and letters of credit. The following table sets out the contractual
or notional amounts of those arrangements:
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December 31,
2005 2004
(Dollars in thousands)
Loan COMMItMENtE S v ittt ittt it ettt e et e tteeeeeeennnnn $13,386 $11, 644
Unfunded commitments under lines of credit ......... 42,974 43,312
Standby letters of credit ........c.ciiiiiiiiiiiii.. 2,024 2,919

Loan commitments involve 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 some
involve payment of a fee. Many of the commitments are expected to expire without
being fully drawn; therefore, the total amount of loan commitments does not
necessarily represent future cash requirements. Each customer's creditworthiness
is evaluated on a case-by-case basis. The amount of collateral obtained, if any,
upon extension of credit is based on management's credit evaluation of the
borrower. Collateral held varies but may include commercial and residential real
properties, accounts receivable, inventory and equipment.

Standby letters of credit are conditional commitments to guarantee the
performance of a customer to a third party. The credit risk involved in issuing
standby letters of <credit is the same as that involved in making loan
commitments to customers.

As described under "Liquidity," management Dbelieves that its wvarious
sources of liquidity provide the resources necessary for the Banks to fund the
loan commitments and to perform under standby letters of credit, if the need

arises. Neither the Company nor the Banks are 1involved in other off-balance
sheet contractual relationships or transactions that could result in liquidity
needs or other commitments or significantly impact earnings.

The Corporation's contractual cash obligations are summarized in the
following table.

December 31, 2005

Less than 1

Total Year

Contractual Cash Obligations

(Dollars in th
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Time deposSits v ittt ittt ettt $235,488 $192,194
Long-term debt . ... ...ttt e 32,196 500
Operating lease obligations ................... 2,966 360
Total it e e e e e e e $270, 650 $193,054

THE APPLICATION OF CRITICAL ACCOUNTING POLICIES

The consolidated financial statements are based on the selection and
application of accounting principles generally accepted in the United States of
America, which require management to make estimates and assumptions about future
events that affect the amounts reported in the financial statements and
accompanying notes. Future events and their effects cannot be determined with
absolute certainty. Therefore, the determination of estimates requires the
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exercise of judgment. Actual results could differ from those estimates, and any
such differences may be material to the financial statements. Management
believes that the policy relating to the allowance for loan losses discussed in
the section entitled "Allowance for Loan Losses" may involve a higher degree of

judgment and complexity in its application and represents the critical
accounting policy used 1in the preparation of the Corporation's financial
statements. If different assumptions or conditions were to prevail, the results

could be materially different from the reported results.

IMPACT OF RECENT ACCOUNTING CHANGES

Share-Based Payment Management adopted the provisions of SFAS No. 123

(revised 2004) ("SFAS No. 123(R)™), "Share-Based Payment," effective January 1,
2006, as required under the provisions of that Statement and applicable
Securities and Exchange ("SEC") Commission Rules. That Statement requires that

stock-based compensation awards be measured and reported at their grant date
fair value, with their costs recognized generally over the vesting period of the
awards. The fair value of such stock-based awards is affected by the Company's
stock price and by assumptions regarding a number of complex and subjective
variables and the related tax impact. In addition, In March, 2005, the
Securities and Exchange Commission issued its Staff Accounting Bulletin No. 107
which expresses the views of the SEC staff regarding the interaction between
SFAS No 123 (R) and certain SEC rules and regulations as well as the SEC staff's
views regarding the valuation of share-based payment arrangements for public
companies. The provisions of, and guidance provided in, SAB No. 107 will be
incorporated into the Company's implementation of SFAS No. 123 (R).

The Company will recognize the compensation cost for stock-based awards
on a straight-line Dbasis over the requisite service period for the entire award
and at present intends to use the modified prospective transition method of
accounting for previously issued stock options. Accordingly, only costs
associated with the unvested portions of prior awards and awards granted after
December 31, 2005 will affect the Company's financial position and results of
operations. All of the options previously granted by the Corporation were vested
as of December 31, 2005; therefore, no compensation expense is expected to be
recognized in the future for previously awarded stock options.

SFAS 123 (R) also amends SFAS No. 95 to require that excess tax benefits
resulting from those transactions be reported as financing cash flows rather
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than as a reduction of taxes paid.

Management expects that adoption of SFAS No. 123(R) will affect the
Company's future net income and net income per share calculations in much the
same manner as previously reported in the pro forma disclosures as provided in
Note 2 to the consolidated financial statements.

Other-Than-Temporarily Impaired Investments On November 3, 2005, the
Financial Accounting Standards Board issued FASB Staff Position ("FSP") FAS
115-1 and FAS 124-1 which reverts to other-than-temporary impairment ("OTTI")
guidance that existed prior to the effective date of Emerging Issues Task Force
("EITF") Issue 03-1. However, the new FSP retains the disclosure requirements of
03-1 that have been in effect since the end of 2003.

FSP FAS 115-1 and 124-1 requires the application of a three-step model
to assess and account for investments that may be impaired. If an investment is
found to be impaired (its fair value is less than the recorded cost), the extent
of the impairment is assessed using the guidance contained in Paragraph 16 of
SFAS No. 115, SEC Staff Accounting Bulletin Topic 5.M, Paragraph 6 of Accounting
Principles Board Opinion 18 and EITF Issue 99-20. If the assessment results in a
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conclusion that the impairment is other-than-temporary, an impairment loss equal
to the amount that the investment's recorded cost exceeds its fair value is
recognized 1n earnings and the investment's carrying value 1is reduced to its
fair value. That fair value becomes the investment's new "cost" basis and any
subsequent recoveries of fair value are not recognized. After recognition of an
impairment loss, income recognition is based on the investment's estimated cash
flows rather than its contractual cash flows, and any discount or premium would
be amortized over the remaining life of the security.

The provisions of this FSP were adopted as of December 31, 2005, as
permitted, and had no effects on the financial position or results of operations
of the Company.

Accounting Changes and Error Corrections In May 2005, the FASB issued
SFAS No. 154, "Accounting Changes and Error Corrections." This Statement applies
to all voluntary changes in accounting principles and to changes required by an
accounting pronouncement when the pronouncement does not include specific
transition provisions. The Statement requires that changes 1in accounting
principles be applied retrospectively unless it is impracticable to determine
either the period-specific effects or the cumulative effect of the change. In
those cases, retrospective application of the new accounting principle 1is
required to be applied to the balances of assets and liabilities as of the
beginning of the earliest period for which retrospective application 1is
practicable with a corresponding adjustment to retained earnings (or other
appropriate equity account) at that time. If application of the new principle is
impracticable for all prior periods, then it is to be adopted prospectively from
the earliest date ©practicable. Only the direct effects of the change are to be
applied retrospectively; indirect changes are accounted for in the period of the
change.

This Statement also requires that certain changes in accounting methods
be accounted for as a change in accounting estimate affected by a change in
accounting principle with retrospective application applied.

This Statement carries forward the guidance of APB Opinion 20 with
regard to corrections of accounting errors. Restatement of prior period
financial statements is required in these cases, with adjustments made to the
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carrying amounts of assets and liabilities, with an offsetting capital account
adjustment, as of the beginning of the first period presented.

This Statement was adopted effective January 1, 2006 and had no effect
on the Company's financial position or results of operations for any period
presented in the consolidated financial statements.

RECENT DEVELOPMENTS

As part of an ongoing planning process, during the first quarter of
2006, the Corporation's Board of Directors concluded that the multi-bank holding
company concept was not in the best long range interest of its shareholders,
customers or employees. The board directed management to plan for a transition
to a single bank charter, to be implemented by year-end 2006, contingent on all
required legal and regulatory approvals.

The Corporation anticipates that, when implemented, the single bank
charter model will result 1in significant financial savings and improved
operational effectiveness. The Corporation also anticipates that this change
will improve customer services by substantially increasing the number of branch
banking locations available to all of the Banks' customers, by improving the
nature and quality of deposit and loan products, and by accelerating the
approval process for most conforming loans.
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Item 7A. Quantitative and Qualitative Disclosures about Market Risk

Market risk is the risk of loss from adverse changes in market prices
and rates. The Corporation's market risk arises principally from interest rate
risk inherent in its lending, deposit and Dborrowing activities. Management
actively monitors and manages its interest rate risk exposure. Although the
Corporation manages other risks, such as credit quality and liquidity risk in
the normal course of business, management considers interest rate risk to be its
most significant market risk and this risk could potentially have the largest
material effect on the Corporation's financial condition and results of
operations. Other types of market risks such as foreign currency exchange risk
and commodity price risk do not arise in the normal course of community banking
activities.

Achieving consistent growth in net interest income is the primary goal
of the Corporation's asset/liability function. The Corporation attempts to
control the mix and maturities of assets and 1liabilities to achieve consistent
growth in net interest income despite changes in market interest rates. The
Corporation seeks to accomplish this goal while maintaining adequate liquidity
and capital. The Corporation's asset/liability mix is sufficiently balanced so
that the effect of interest rates moving in either direction is not expected to
be material over time.

The Corporation's Asset/Liability Committee uses a simulation model to
assist in achieving consistent growth in net interest income while managing
interest rate risk. The model takes into account interest rate changes as well
as changes in the mix and volume of assets and liabilities. The model simulates
the Corporation's balance sheet and income statement under several different
rate scenarios. The model's inputs (such as interest rates and levels of loans
and deposits) are updated on a quarterly basis in order to obtain the most
accurate forecast possible. The forecast presents information over a
twelve-month period. It reports a base case in which interest rates remain flat
and variations that occur when rates increase and decrease 100, 200 and 300
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basis points. According to the model,
positioned so that net interest
$117,000 i1if interest rates were to rise 100 basis points in the
net interest income would decline $193,000 and
rates were to decline 100 basis

would increase
next twelve months.

net income would decline

Conversely,

income would

$117,000 if interest

as of December 31,
increase

2005 the Corporation is

$193,000 and net income

points. Computation of prospective effects of hypothetical interest rate changes

are based on numerous assumptions,
rates and loan prepayment,
Further, the
undertake

effects of responses by others,

results.

Corporation could

The following table summarizes the Corporation's

computations do not
in response

position as of December 31, 2005.

Interest earning assets
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contemplate
to changes in interest
including borrowers and depositors.

Interest Sensitivity Analysis

Interest-bearing deposits ..........cciii...
Taxable investment securities ...............
Tax exempt investment securities ............

Other investments ..
Federal funds sold .
Loans held for sale
Loans (2) e eeeenne..

Total interest earning assets .............

Interest bearing liabilities

Savings .........0...

Interest bearing transaction accounts .......

Time deposits <$100
Time deposits > $100

Short-term borrowings ..........ceuiiiieeeeo..

Long-term debt .....

Total interest bearing liabilities ........

Interest sensitivity gap
Cumulative gap .........
RSA/RSL (3) veeivenennn.
Cumulative RSA/RSL (3) .

(1) Loans held for sale

are reflected in the period of expected sale.

Within 3
months

$ 1,038
2,244

446

2,980
32,483
12,447
180,522

S 83,717
77,858
30,825
36,385
6,975
10,810

$ (14,410)
$ (14,410)
94%
94%

any

interest

including relative levels of market interest
and should not be relied upon as indicative of actual
actions the
rates or the

sensitivity

Within 4-12 Within
months yea

(Dollars in thou

$ - $
11,117 30,
151 2,
22,883 161,
34,151 194,
$ - $
77,549 28,6
47,435 14,
2,000
- 15,
126,984 58,
$ (92,833) $ 135,
$(107,243) s 28,
27%
71%

(2) Excludes nonaccrual loans totaling $11,651,000.
(3) RSA- rate sensitive assets; RSL- rate sensitive liabilities

The above table reflects the balances of interest earning assets and
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interest Dbearing liabilities at the earlier of their repricing or maturity
dates. Amortizing fixed rate loans are reflected at the scheduled maturity date.
Variable rate amortizing loans are reflected at the earliest date at which they
may be repriced contractually. Deposits in other banks and debt securities are
reflected at each instrument's ultimate maturity date. Overnight federal funds
sold are reflected as instantly repriceable. Interest bearing liabilities with
no contractual maturity, such as savings deposits and interest bearing
transaction accounts, are reflected in the earliest repricing period possible.
Fixed rate time deposits are reflected at their maturity dates.

The static interest rate sensitivity gap position, while not a complete
measure of interest sensitivity, 1s also reviewed periodically to provide
insights related to the static repricing structure of the Banks' assets and
liabilities. At December 31, 2005 on a cumulative basis through twelve months,
rate sensitive liabilities exceeded rate sensitive assets by $107,243,000. The
liability sensitive ©position is largely due to the assumption that the Banks'
$161,575,000 in interest bearing transaction accounts, savings accounts, and
money market accounts will reprice within a year. This assumption may or may not
be valid, since these accounts vary greatly in their sensitivity to interest
rate changes in the market. Rising interest rates would be likely to diminish
net interest income of banks in a liability sensitive position if the assumption
is valid and in the absence of factors which would be likely to occur.
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The Market Risk table, which follows this discussion, shows the
Corporation's financial instruments that are sensitive to changes in interest
rates. The Corporation wuses certain assumptions to estimate fair values and
expected maturities. For assets, expected maturities are based upon contractual
maturity, projected repayments, and prepayment of principal and potential calls.
For core deposits without contractual maturity (i.e., interest checking, savings
and money market accounts), the table presents principal cash flows based on
management's judgment concerning their most likely runoff. The actual maturities
and runoff could vary substantially 1if future prepayments, runoff and calls
differ from the Corporation's historical experience.
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December 31, 2005
2005 Year-
End
Average
Rate 2006 2007 2008 2009 2010
(Dollars in thousands)
Interest earning assets
Interest-bearing deposits
with other banks ................ 4.09% $ 1,038 S - $ - S - $
Investment securities ............. 3.52% 13,958 11,449 13,539 7,036 1,31
Federal funds sold ........ciueu... 4.09% 32,483 - - -
Loans held for sale ............... 7.10% 12,447 - - -
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T T o < 7.21% 133,664 47,708 43,269 63,818

Interest bearing liabilities

SAVINGS vttt ettt ettt eeeneeeneenn 0.65% $ 83,717 S - S - S -
Interest bearing transaction

ACCOUNES vttt it ettt et eeeeeeennnn 1.57% 77,858 - - -
Time deposits ..., 3.56% 192,194 33,441 6,666 2,210
Total interest bearing deposits ... 2.56% 353,769 33,441 6,666 2,210
Short-term borrowings ............. 4.26% 8,975 - - -
Long-term debt ........... ... . ..... 5.71% 500 1,000 2,500 5,000
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Shareholders and
Board of Directors of
Community Bankshares, Inc.

We have audited the accompanying consolidated Dbalance sheets of Community
Bankshares, Inc. and subsidiaries as of December 31, 2005 and 2004, and the
related consolidated statements of income, changes in shareholders' equity, and
cash flows for each of the years in the three-year period ended December 31,
2005. These consolidated financial statements are the responsibility of the
Corporation'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
consolidated financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and
disclosures in the consolidated financial statements. An audit also includes
assessing the accounting principles wused 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 Community
Bankshares, Inc. and subsidiaries at December 31, 2005 and 2004, and the results
of their operations and their cash flows for each of the years in the three-year
period ended December 31, 2005, in conformity with U.S. generally accepted
accounting principles.

Columbia, South Carolina s/ J. W. Hunt and Company LLP
February 27, 2006
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COMMUNITY BANKSHARES, INC.
CONSOLIDATED BALANCE SHEETS
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Assets

Cash and due from bDanks . ...ttt i ittt e e e ettt ettt et eeeeeee e
Federal funds SOLd ..ttt ittt ettt ettt ettt et ae e eeeeeeeeeeenaeeeeeeeaaeeeeeens

Total cash and cash equivalent s ...ttt ittt it ittt ettt eeeeeeeeeeaaeaaeeens
Interest-bearing deposits with other banks ... ... ittt ettt et eieeeeeeennn
Securities available—for—Sale ...ttt ittt ettt e e e et e e e e
Securities held-to-maturity (estimated fair value
$1,820 for 2005 and S$1,907 f0r 2004) i i ittt ettt e ettt e ettt e et e e
Other 1nvestment s ...ttt ittt et e e ettt et e et ettt eeeeee et
Loans held for Sale ..ttt ittt e e et ettt et e ettt et e e e
Loans, net of allowance for loan

losses of $11,641 for 2005 and $4,347 for 2004 . ittt ittt ettt eee et eeeenanaeeas
Premises and equUipment — Nel ...ttt ittt ettt ettt ettt eeeeeee e enaeeee e
Accrued Interest receivable ... .ttt e e e e e e e e e et e e e
Net deferred 1NCOME taAX ASSEE S v i ittt ittt ittt ettt ettt aee et e eeaeeeeeeeenneeeeeneanns
[T T A
Core deposit Intangible @SSl S i ittt ittt ittt ettt ettt eee e eeeeeeeeeeaaaeaeenns
Prepaid expenses and Other assSet s ...ttt ittt ittt ettt ettt eeeeeeeeeeaaeeaeeens

B wi= T A = i

Liabilities
Deposits
Demand, NONINterest—bearing . ...ttt ittt ittt et ettt e ae et ettt eaeeeeeeeenaaeeas
Interest-bearing transaction ACCOUNTL S ..ttt ittt ittt ittt ettt ettt eeeeeeeeeeeeaaeees
LS 8o Y =
Certificates of deposit 0f $100 ANd OVET ittt ittt eeeenneeeeeeeeeennnneeeeeeeenennas
Other time depPosSi s ittt it ittt et e e et ettt e e et e eaee e eeaeeeeeeeennaeens

[} wi= B A @ 1Y oY X I i
Short—term DOr L OWI NG S vt ittt ittt e e e e e et e e e e e e e e et ae et aee et
BT ) o X e w e (L 1Y o X
Accrued Interest Pavable ... et e e e e e e e e e e et e e e e e

Accrued expenses and other liabilities ...ttt ittt it ettt et eeeeeeeeeeanaens

J e w1 o B 0wl =

Commitments and contingent liabilities
Shareholders' equity
Common stock - no par value, 12,000,000 authorized shares; issued and
outstanding - 4,404,303 shares for 2005 and 4,390,784 shares for 2004 ...............
Retalned Earning s oottt ittt e et ettt e e ettt e e e et

Accumulated other comprehensive INCOME (LOSS) v it ittt iim e ettt eeeeeeeaeeeeeeeeenneens

Total shareholders' EgUity .t ittt ittt e ettt et et ettt eeeeeeeeeeaaeeaaeens

Total liabilities and shareholders' eqUiLy ...ttt ittt ittt ettt eeeeeennns

See accompanying notes to consolidated financial statements.
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53
COMMUNITY BANKSHARES, INC.
CONSOLIDATED STATEMENTS OF INCOME
2005
(Dollars
Interest and dividend income
Loans, Including feeS ..t i i ittt ittt ittt ittt et $ 28,955
Interest-bearing deposits with other banks ........... ... .. .. ... 49
Debt securities
== o T Y 1,643
= D111 o 215
LT I £ o U =Y 115
Federal funds sS0Lld ...ttt ittt ittt et ettt eaeeeeeeeeeaaeens 629
Total interest and dividend income .........iuiieieennnnnn. 31,606
Interest expense
Deposits
Interest-bearing transaction accounts .........c.c.eeieieeennnnn. 452
ST 70 5 o L = 1,393
Certificates of deposit of $100 and OVEr ... ieiieeieeenennnnns 2,852
Other time depPosSits ittt it ettt e e ettt et eeeeeeeeenns 4,043
Total interest on deposSits ...ttt ittt it ii et eeeeenns 8,740
Short—term DoOrroOWInNgS ..ttt ittt e ettt ettt e ee et eaaeeaeens 198
Long—term debt . ... ittt e e e e e e e e e 1,867
Total Interest eXPenNSe .. ittt ittt ittt ettt eeenaenns 10,805
Net dnterest IncCome . ...ttt ittt et e ittt et ettt et e eneeneeans 20,801
Provision for 10aAn 10SSES vttt ittt it ettt eeeeneeeeeeeeeoeeeeeeenenneean 9,637
Net interest income after provision ..........iiiiiiiiint it nneeeennns 11,164
Noninterest income
Service charges on deposit acCoUNLsS ..o iii ittt ittt teeenneennn 3,395
Mortgage brokerage 1NnCOmME . ... it ittt ittt eeeeeeeeeeaneeeeeens 3,699
Gains (losses) on sales Of SECUrities ..ttt ittt titeieennnn (10)
Deposit bOX Fent .ttt i et e e e e e e e e e e e e e 52
Bank card fees .. e e e e e e e e e e e e e e e e 35
Loan related insurance CcommissSions ........uiiiiiitenennneeeenns 78
L o L 754
Total noninterest Income ... ...ttt et eneenennnns 8,003
Noninterest expenses
Salaries and employee benefits ... ...ttt e 9,532
Premises and equipment ... ...ttt ittt et et eeeneeeeeeeennenns 2,271
Ll Y i 5 o L 421
RegUlatory feeS ittt it it et e et e e e e e e e e e 275
S 03 o 0 = 261
DirecCtor eSS ittt e e e e e e e e e e e e e e e e 312
FDIC dNSUTANCE 4ttt et e e e e e e et oeeeeee e eaeeeeeeseeaeeeeeeeennneens 57



Edgar Filing: COMMUNITY BANKSHARES INC /SC/ - Form 10-K

Total noninterest expenses

Income before income taxes
Income tax expense

Net income

Earnings per share
Basic
Diluted

See accompanying notes to consolidated financial statements

54

COMMUNITY BANKSHARES, INC.

CONSOLIDATED STATEMENTS OF CHANGES IN SHAREHOLDERS' EQUITY

Balance, January 1,

Comprehensive income
Net 1ncome ...ttt ittt ittt
Unrealized net holding losses arising
during the period, net of
income tax effects of $113
Reclassification adjustment,
net of income tax effects of $91

Total other comprehensive income (loss)

Total comprehensive income

Exercise of stock options
Cash dividends

($.36 per share)

Balance, December 31, 2003

Comprehensive income
Net 1ncome ...ttt ettt ittt
Unrealized net holding losses arising
during the period, net of
income tax effects of $56

Common Stock

Number of
Shares

4,304,384

4,331,460

4,262

17,391

1,776

765

$ 1,011

$ 0.23

0.22
Retained
Amount Earnings
(Dollars in thousands
$ 29,090 $ 14,5
- 5,6

312

- (1,5
29,402 18,6
- 3,2
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Reclassification adjustment,
net of income tax effects of $26 ............... -

Total other comprehensive income (loss) ...... -
Total comprehensive income ................. -

Exercise of stock options ......c..iii ittt ennnn 59,324
Cash dividends ($.40 per share) .....c..ieiiiennnnnenn. -

Balance, December 31, 2004 . ...ttt ittt eneennennn 4,390,784

Comprehensive income
Net 1ncome ...ttt ittt ittt ittt -

Unrealized net holding losses arising

during the period, net of

income tax effects of $253 ..... ... ... -
Reclassification adjustment,

net of income tax effects of $4 ................ -

Total other comprehensive income (loss) ...... -
Total comprehensive income ................. -

Sale of common StOCK ...ttt ittt 775
Exercise of stock options .......iiii ittt nnnn 12,744
Cash dividends ($.40 per share) .....c..iiiiiennnnneen. -

Balance, December 31, 2005 . ...ttt 4,404,303

See accompanying notes to consolidated financial statements.
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COMMUNITY BANKSHARES, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS

Operating activities

J LS oA 5 o o) 1 O

Adjustments to reconcile net income to net cash provided
by operating activities

Provision for 1oan LOSSES v it ittt ittt ittt ettt eeeeeeeeeeaeeeeeeeenneeens
I B et o = il o
Writedowns of other real estate ... ...ttt ittt et e
Amortization of definite-lived purchased intangibles ....................
Deferred INCOME LaAXES i ittt iin ettt eeneeeeeeeeneeeeeeeeaeeeeeeeeeaeeens
Securities accretion and premium amortization .............i.iiiiiiiiiiee.n

Loss

(gain) on sale of available-for-sale securities ....................

2005
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Increase in accrued interest receivable ................
Increase (decrease) in accrued interest payable ........
Gain on sale of other real estate ........ ... ...
Increase in prepaid expenses and other assets ..........
Increase (decrease) in accrued expenses and other liabilities
Originations of loans held for sale ........iiiiiion
Proceeds of sales of loans held for sale ...............

Net cash provided by operating activities ...........

Investing activities

Net (increase) decrease in interest-bearing deposits with other banks .........

Purchases of held-to-maturity securities .......... .. ...
Purchases of available-for-sale securities ..............co....
Maturities of held-to-maturity securities ....................
Maturities of available-for-sale securities ..................
Proceeds from sale of available-for-sale securities ..........
Purchases of other investments .......... ittt eennnnn
Proceeds from sales of other investments .....................
Net increase in loans made tO CUSLOMETrS .. ...t eennnnnn.
Purchases of premises and equipment ...........cuiiieeeennnn.
Proceeds from sales of other real estate ...............o...

Net cash used by investing activities ...............

Financing activities

Net increase in deposits ..t i it ittt ittt et e ettt eeeeeeenn
Net increase (decrease) in short-term borrowings .............
Proceeds from issuance of long-term debt .....................
Repayments of long-term debt ........ ...ttt eennnnn
Sale of common StOCK .. i i ittt ittt e e e e e et
Exercise of stock options ... .ttt ittt e e
Cash dividends paid ...ttt ittt ittt et e et e taeeeeeeeenn

Net cash provided by financing activities ...........

Increase (decrease) in cash and cash equivalents ..................
Cash and cash equivalents, beginning ........... it eennennn.

Cash and cash equivalents, ending .......ce.iiiittienneeeeeenneeens

Supplemental disclosures of cash flow information
Cash payments for interest expense, including $12 capitalized

during constrUCtion ...ttt e e e e e e e e
Cash payments for income £axXesS ...ttt iii ittt ttteeeeeeeeeneeeens

Supplemental disclosures of non-cash investing activities

Transfers of loans receivable to other real estate ................
Other comprehensive income (lOSS) v uv it iiii ittt teeeeeeeeeeneeeens

See accompanying notes to consolidated financial statements.
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COMMUNITY BANKSHARES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
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NOTE 1 - ORGANIZATION

Community Bankshares, Inc. (the "Corporation"), was organized under the laws of
the State of South Carolina and was chartered as a business corporation on
November 30, 1992. Pursuant to the provisions of the Federal Bank Holding
Company Act, an application was filed with and approved Dby the Board of
Governors of the Federal Reserve System for the Corporation to become a bank
holding company by the acquisition of Orangeburg National Bank (ONB) .

In June 1996, Sumter National Bank (SNB), and in July 1998, Florence National

Bank (FNB), commenced operations in Sumter and Florence, South Carolina,
respectively, following approval by the Comptroller of the Currency and other
regulators. Upon completion of their organization, the common stock of SNB and

FNB was acquired by the Corporation.

In November 2001, the Corporation acquired all the common stock of Resource
Mortgage, Inc., a Columbia, South Carolina based mortgage brokerage company. The
Corporation issued 95,454 shares of its common stock in exchange for 100% of the
common stock of Resource Mortgage, Inc. The subsidiary was renamed Community
Resource Mortgage, Inc. (CRM).

In July 2002, Ridgeway Bancshares, 1Inc., the holding company for the Bank of
Ridgeway (BOR), merged into the Corporation. The Corporation issued 1,000,000
shares of its common stock and paid $4,000,000 cash in exchange for 100% of the
common stock of Ridgeway Bancshares, 1Inc. The transaction was consummated on
July 1, 2002.

ONB, SNB, FNB and BOR (the "Banks") and CRM operate as wholly-owned subsidiaries
of the Corporation with separate Boards of Directors and operating policies and
they provide a variety of financial services to individuals and Dbusinesses
throughout South Carolina. The primary deposit products are checking, savings
and term certificate accounts. The primary lending products are consumer,
commercial and mortgage loans.

NOTE 2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

PRINCIPLES OF CONSOLIDATION The consolidated financial statements include the
accounts of the Corporation and its subsidiaries. All significant intercompany
balances and transactions have been eliminated in consolidation.
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USE OF ESTIMATES The preparation of consolidated financial statements in
conformity with accounting principles generally accepted in the United States of
America requires management to make estimates and assumptions that affect the
reported amounts of assets and liabilities at the date of the balance sheet and
the reported amounts of revenues and expenses during the reporting period.
Actual results could differ from those estimates. Material estimates that are
particularly susceptible to significant change in the near term relate to the
determination of the allowance for loan losses.

SIGNIFICANT GROUP CONCENTRATIONS OF CREDIT RISK Most of the Corporation's
activities are with customers located within South Carolina. Note 4 discusses
the types of securities the Corporation purchases. Note 6 discusses the types of
lending in which the Corporation engages. The Banks grant commercial, consumer
and mortgage loans to customers throughout South Carolina. Although the Banks
have diversified 1loan portfolios, a substantial portion of their debtors'
ability to honor their contracts 1s dependent upon the economies of various
South Carolina communities. CRM generally originates and sells loans into the
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secondary market; Dbut it sometimes maintains loans for its own portfolio on a

limited basis. The Company does not engage in originating, holding,
guaranteeing, servicing or investing in loans where the terms of the loan
product give rise to a concentration of credit risk as that term is used in
Statement of Financial Accounting Standards No. 107, "Disclosures about Fair

Values of Financial Instruments."

CASH AND CASH EQUIVALENTS For purposes of the consolidated statements of cash
flows, the Corporation has defined cash and cash equivalents as those amounts
included in the balance sheets under the caption, "Cash and due from banks" and
"Federal funds sold," all of which mature within ninety days.

INTEREST-BEARING DEPOSITS WITH OTHER BANKS Interest-bearing deposits with other
banks generally mature within one year and are carried at cost.

SECURITIES Securities that management has both the ability and positive intent
to hold to maturity are <classified as held-to-maturity and carried at cost,
adjusted for amortization of premium and accretion of discounts using methods
approximating the interest method. The Corporation has decided generally to
avoid acquiring further held-to-maturity securities in the near term. Securities
that may be sold prior to maturity for asset/liability management purposes, oOr
that may be sold in response to changes in interest rates, changes in prepayment
risk, increase in regulatory capital, or other similar factors, are classified
as available-for-sale and are carried at estimated fair value. Unrealized gains
and losses on securities available-for-sale are excluded from earnings and
reported 1in other comprehensive income. Gains and losses on the sale of
securities available-for-sale are recorded on the trade date and are determined
using the specific identification method. Declines in the fair wvalue of
held-to-maturity and available-for-sale securities below their cost that are
deemed to be other-than-temporary are reflected in earnings as realized losses.

Interest and dividends on securities, including the amortization of premiums and
the accretion of discounts, are reported 1in interest and dividends on
securities.

No securities are being held for short-term resale; therefore, the Corporation
does not currently use a trading account classification.

LOANS HELD FOR SALE The Corporation originates loans held for sale to other
financial institutions under commitments or other arrangements in place prior to
loan origination. These loans are sold on a non-recourse basis. However,
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standard contract warranties and representations apply to these sales and the
Corporation may from time to time be required to indemnify investors under those
provisions. As of December 31, 2005, the Corporation maintained an allowance of
$368,000 for this off-balance-sheet exposure. Loans originated and intended for
sale are residential mortgage loans and are carried at the lower of cost or
estimated fair value in the aggregate. Gains and losses, if any, on the sale of
such loans are determined using the specific identification method. All fees and
other income from these activities are recognized in income when loan sales are
completed.

LOANS The Corporation grants mortgage, commercial and consumer loans to
customers. The ability of the Corporation's debtors to honor their contracts is
dependent upon the general economic conditions 1in its market areas. Loans

receivable that management has the intent and ability to hold for the
foreseeable future or until maturity or pay-off generally are carried at
principal amounts outstanding, 1increased or reduced by deferred net loan costs
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or fees and any unamortized purchase premiums or discounts. Interest income on
loans is recognized using the interest method based upon the principal amounts
outstanding. Loan origination and commitment fees and certain direct loan
origination costs (principally salaries and employee benefits) are deferred and
amortized as an adjustment of the related loan's yield. Generally, these amounts
are amortized over the contractual life of the related loans or commitments.

The accrual of interest on mortgage and commercial loans is discontinued at the
time the loan is 90 days delinquent unless the credit is well collateralized and
in process of collection. Residential real estate loans are typically placed on
nonaccrual at the time the loan is 120 days delinquent. Unsecured personal
credit lines and certain consumer finance loans are typically charged off no
later than the time the loan is 180 days delinquent.

Other consumer loans are typically charged off at the time the loan is 120 days
delinquent. Generally, loans are placed on nonaccrual or charged off at an
earlier date if collection of principal or interest is considered doubtful.

All interest accrued but not collected for loans that are placed on nonaccrual
or charged off is reversed against interest income. The interest on these loans
is accounted for on the cash basis or cost recovery method, wuntil the loans
qualify for return to accrual status. Loans are returned to accrual status when
all the principal and interest amounts contractually due are brought current and
future payments are reasonably assured.

ALLOWANCE FOR LOAN LOSSES The allowance for loan losses is established through a
provision for loan losses charged against earnings as losses are estimated to
have occurred. Loan losses are charged against the allowance when management
believes the wuncollectibility of a 1loan balance 1is 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 collectibility of the loans in
light of historical experience, the nature and volume of the loan portfolio,

adverse situations that may affect the borrowers' ability to repay, estimated

value of any underlying collateral, and prevailing economic conditions. This

evaluation 1is inherently subjective as it requires estimates that are
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susceptible to significant revision as more information becomes available.
Management of each Bank reviews its allowance for loan losses in three broad
categories: commercial and industrial, loans secured by real estate and loans to
individuals, and assigns an estimated percentage factor to each in the
determination of the estimate of the allowance for loan losses. Where the Banks'
internal and external loan review programs identify loans that are subject to
specific weaknesses, such loans are reviewed for a specific loan loss allowance.

A loan is considered impaired when, based on current information and events, it
is probable that the Corporation 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 wvalue, and the probability of collecting
scheduled principal and interest payments when due. Loans that experience
insignificant payment delays and payment shortfalls generally are not classified
as 1impaired. Management determines the significance of payment delays and
payment shortfalls on a case-by-case basis, taking into consideration all of the
known circumstances surrounding the loan and the borrower, including the length
of the delay, the reasons for the delay, the borrower's prior payment record,
and the amount of the shortfall in relation to the principal and interest owed.
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Impairment is measured on a loan-by-loan basis for commercial and construction
loans by 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 if the loan is collateral dependent.

Large groups of smaller balance homogeneous loans are collectively evaluated for
impairment. Accordingly, the Corporation does not separately identify individual
consumer and residential loans for impairment disclosures.

DERIVATIVE FINANCIAL INSTRUMENTS

Statement of Financial Accounting Standards ("SFAS") No. 133, Accounting for
Derivative Instruments and Hedging Activities, as amended, requires that all
derivatives Dbe recognized as assets or liabilities in the balance sheet and
measured at fair value.

In April, 2003, the Financial Accounting Standards Board issued Statement No.
149, "Amendment of Statement 133 on Derivative Instruments and Hedging
Activities." Among other requirements, this Statement provides that loan
commitment contracts entered into or modified after June 30, 2003 that relate to
the origination of mortgage loans that will be held for sale shall be accounted
for as derivative instruments by the issuer of the loan commitment. The
Corporation issues mortgage loan rate lock commitments to potential borrowers to
facilitate its origination of home mortgage loans that are intended to be sold.
Between the time that the Corporation issues its commitments and the time that
the loans close and are sold, the Corporation is subject to variability in the
selling prices related to those commitments due to changes in market rates of
interest. However, the Corporation offsets this variability through the use of
so-called "forward sales contracts" to investors in the secondary market. Under
these arrangements, an investor agrees to purchase the <closed 1loans at a
predetermined price. The Corporation generally enters into such forward sales
contracts at the same time that rate lock commitments are issued. The forward
sales contracts provide both specific underwriting guidelines and definitive
price quotes. These arrangements effectively insulate the Corporation from the
effects of changes in interest rates during the time that the commitments are
outstanding, but the arrangements do not qualify, and are not designated, as
fair value hedges. In keeping with SEC Staff Accounting Bulletin 105, no income
is recognized as of the original commitment date on either the interest rate
lock commitments or the forward sales contracts. Subsequently, changes in the
fair values of the instruments are measured as of the end of each reporting
period and the changes 1in the fair wvalues represent the amounts of the
derivative assets and liabilities. 1In addition, the changes in fair values of
derivatives are recorded in the statement of income in net gains or losses on
loans held for sale. Because the Corporation has effectively matched its forward
sales contracts to investors and rate lock commitments to potential borrowers,
no net gains or losses due to changes 1in market interest rates have been
recorded in the statement of income for 2005, 2004 or 2003.
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Derivative financial instruments are written in amounts referred to as notional
amounts. Notional amounts provide only the Dbasis for calculating payments
between counterparties and do not represent amounts to be exchanged between
parties or a measure of financial risk. The table below presents the notional
principal amounts of rate lock commitments and forward sales contracts as of
December 31, 2005 and 2004, and the estimated fair values of those financial
instruments included in other assets and liabilities in the balance sheets as of
those dates.
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20

Notional

Amount

Commitments to originate loans to be held for sale ................. $(12,585
Forward sales COomMmMitment S . i i in i ii ittt ittt ettt eeeeeeeeneeneeaens 12,585

STOCK-BASED COMPENSATION Statement of Financial Accounting Standards ("SFAS")
No. 123, Accounting for Stock-Based Compensation, as amended, encourages all
entities to adopt a fair value based method of accounting for employee stock
compensation plans, whereby compensation cost is measured at the grant date
based on the fair value of the award and is recognized over the service period,
which is wusually the vesting period. However, it also allows an entity to
continue to measure compensation cost for those plans using the intrinsic value
based method of accounting prescribed by Accounting Principles Board ("APB")
Opinion No. 25, "Accounting for Stock Issued to Employees," whereby compensation
cost is the excess, if any, of the quoted market price of the stock at the grant
date (or other measurement date) over the amount an employee must pay to acquire
the stock. Stock options issued under the Corporation's stock option plans have
no 1intrinsic value at the grant date, and under APB Opinion ©No. 25 no
compensation cost is recognized for them. For 2005, the Corporation elected to
continue with the accounting methodology in APB Opinion No. 25 and, as a result,
has provided pro forma disclosures of net income and earnings per share and
other disclosures, as if the fair value based method of accounting had been
applied. However, as required by revisions to SFAS No. 123 and Securities and
Exchange Commission rules, the Corporation adopted the accounting methodology of
SFAS No. 123 (R) effective January 1, 2006. See "Accounting Changes - Share-Based
Payment."

Had compensation cost for the Corporation's stock option plans been determined
based on the fair value at the grant dates for awards under the plans consistent
with the method prescribed by SFAS No. 123, the Corporation's net income and
earnings per share would have been adjusted to the pro forma amounts indicated
below:
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Net income, as reported . ...ttt ittt ittt ettt eeaneeeeeeens $
Deduct: Total stock-based employee

2005

05

Estimat
Fair Va

(Dollars in

1,011
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compensation expense determined under
fair value based method for all awards,
net of any related tax effects ..... .ttt

Pro forma net 1nCOmMe . ...ttt ittt ettt ettt et $

Net income per share, basic
N = o e B w =Y $
ol @ e 1T

Net income per share, assuming dilution
N = o Yo e B w =Y $
ol @ e 1T

FORECLOSED ASSETS Assets (primarily real estate and vehicles) acquired through,
or in lieu of, loan foreclosure are held for sale and are initially recorded at
fair wvalue, less estimated costs to sell, at the date of foreclosure,
establishing a new cost basis. Loan losses arising from the acquisition of such
property are charged against the allowance for loan losses as of that date.
Subsequent to foreclosure, valuations are periodically performed by management
and the assets are carried at the lower of the new cost basis or fair value,
less estimated costs to sell. Revenues and expenses from operations and changes
in any subsequent valuation allowance are included in net foreclosed assets
costs and expenses. The carrying value of foreclosed assets included in the
balance sheets was $185,000 and $229,000 as of December 31, 2005 and 2004,
respectively.

PREMISES AND EQUIPMENT Premises and equipment are stated at cost, less
accumulated depreciation computed principally on the straight-line method over

the estimated wuseful lives of the assets. Useful lives of assets are outlined
below:
=6 U 32 - 40 years
Building COmMPONENt S & ittt ittt ettt e eeeeeeee e 5 - 30 years
Vault doors, safe deposit boxes, night depository, etc. .. 32 - 40 years
Furniture, fixtures and equipment ........... .00t 5 - 25 years

Useful lives for leasehold improvements held under operating lease agreements
are estimated at the lesser of the assets' estimated wuseful lives as set forth
in the table above or the lease term, including certain renewals which are
deemed probable at lease inception.

INCOME TAXES Deferred income tax assets and liabilities are reflected at
currently enacted income tax rates applicable to the period in which the
deferred tax assets or liabilities are expected to be realized or settled. As
changes in tax laws or rates are enacted, deferred tax assets and 1liabilities
are adjusted through the provision for income taxes.

OFF-BALANCE-SHEET CREDIT RELATED FINANCIAL INSTRUMENTS In the ordinary course of
business the Banks enter into commitments to extend credit and grant standby
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letters of credit. Such off-balance-sheet financial instruments are recorded in
the consolidated financial statements when they are funded.
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SEGMENTS Community Bankshares, Inc. through its banking subsidiaries, ONB, SNB,
FNB, BOR and its mortgage subsidiary, CRM, provides a broad range of financial
services to individuals and businesses in South Carolina. These services include
demand, time, and savings deposits; lending services; ATM processing; and
similar financial services. While the Corporation's decision makers monitor the
revenue streams of the various financial products and services, operations are
managed and financial performance 1is evaluated on a corporate-wide basis.
Accordingly, the subsidiary operations are not considered Dby management to
comprise more than one reportable operating segment.

COMPREHENSIVE INCOME Accounting principles generally require that recognized

revenue, expenses, gains and losses be included in net income. Certain changes
in assets and 1liabilities, such as unrealized gains and losses on securities
available-for-sale, 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. Currently, the Corporation's only components of other
comprehensive income (loss) are unrealized gains (losses) on securities

available-for-sale.

TRANSFERS OF FINANCIAL ASSETS Transfers of financial assets are accounted for as
sales when control over the assets has been surrendered. Control over
transferred assets is deemed to be surrendered when (1) the assets have been
isolated from the Corporation, (2) the transferee obtains the right (free of
conditions that constrain it from taking advantage of that right) to pledge or
exchange the transferred assets, and (3) the Corporation does not maintain
effective control over the transferred assets through an agreement to repurchase
them before their maturity.

ACCOUNTING CHANGES

Share-Based Payment Management adopted the provisions of SFAS No. 123 (revised

2004) ("SFAS No. 123(R)"™), "Share-Based Payment," effective January 1, 2006, as
required under the provisions of that Statement and applicable Securities and
Exchange ("SEC") Commission Rules. That Statement requires that stock-based

compensation awards be measured and reported at their grant date fair value,
with their costs recognized generally over the vesting period of the awards. The
fair value of such stock-based awards is affected by the Company's stock price
and by assumptions regarding a number of complex and subjective variables and
the related tax impact. In addition, in March, 2005, the Securities and Exchange
Commission issued its Staff Accounting Bulletin No. 107 which expresses the
views of the SEC staff regarding the interaction between SFAS No 123 (R) and
certain SEC rules and regulations as well as the SEC staff's views regarding the
valuation of share-based payment arrangements for public companies. The
provisions of, and guidance provided in, SAB No. 107 will be incorporated into
the Company's implementation of SFAS No. 123 (R).

The Company will recognize the compensation cost for stock-based awards on a
straight-line basis over the requisite service period for the entire award and
at present intends to use the modified prospective transition method of
accounting for previously issued stock options. Accordingly, only costs
associated with the unvested portions of prior awards and awards granted after
December 31, 2005 will affect the Company's financial position and results of
operations. All of the options previously granted by the Corporation were vested
as of December 31, 2005; therefore, no compensation expense is expected to be
recognized in the future for previously awarded stock options.

63

SFAS 123 (R) also amends SFAS No. 95 to require that excess tax Dbenefits
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resulting from those transactions be reported as financing cash flows rather
than as a reduction of taxes paid.

Management expects that adoption of SFAS No. 123(R) will affect the Company's
future net income and net income per share calculations in much the same manner
as previously reported in the pro forma disclosures as provided above in this
Note 2 to the consolidated financial statements.

Other-Than-Temporarily Impaired Investments On November 3, 2005, the Financial
Accounting Standards Board issued FASB Staff Position ("FSP") FAS 115-1 and FAS
124-1 which reverts to other-than-temporary impairment ("OTTI") guidance that
existed prior to the effective date of Emerging Issues Task Force ("EITF") Issue
03-1. However, the new FSP retains the disclosure requirements of 03-1 that have
been in effect since the end of 2003.

FSP FAS 115-1 and 124-1 requires the application of a three-step model to assess
and account for investments that may be impaired. If an investment is found to
be impaired (its fair value is less than the recorded cost), the extent of the
impairment is assessed using the guidance contained in Paragraph 16 of SFAS No.
115, SEC Staff Accounting Bulletin Topic 5.M, Paragraph 6 of Accounting
Principles Board Opinion 18 and EITF Issue 99-20. If the assessment results in a
conclusion that the impairment is other-than-temporary, an impairment loss equal
to the amount that the investment's recorded cost exceeds its fair value is
recognized 1n earnings and the investment's carrying value 1is reduced to its
fair value. That fair value becomes the investment's new "cost" basis and any
subsequent recoveries of fair value are not recognized. After recognition of an
impairment loss, income recognition is based on the investment's estimated cash
flows rather than its contractual cash flows, and any discount or premium would
be amortized over the remaining life of the security.

The provisions of this FSP were adopted as of December 31, 2005, as permitted,
and had no effect on the financial position or results of operations of the
Company .

Accounting Changes and Error Corrections In May 2005, the FASB issued SFAS No.
154, "Accounting Changes and Error Corrections." This Statement applies to all
voluntary changes 1in accounting principles and to changes required by an
accounting pronouncement when the pronouncement does not include specific
transition provisions. The Statement requires that changes 1in accounting
principles be applied retrospectively unless it is impracticable to determine
either the period-specific effects or the cumulative effect of the change. In
those cases, retrospective application of the new accounting principle is
required to be applied to the balances of assets and liabilities as of the
beginning of the earliest period for which retrospective application 1is
practicable with a corresponding adjustment to retained earnings (or other
appropriate equity account) at that time. If application of the new principle is
impracticable for all prior periods, then it is to be adopted prospectively from
the earliest date ©practicable. Only the direct effects of the change are to be
applied retrospectively; indirect changes are accounted for in the period of the
change.

This Statement also requires that certain changes in accounting methods be
accounted for as a change 1in accounting estimate effected by a change in
accounting principle with retrospective application applied.

This Statement carries forward the guidance of APB Opinion 20 with regard to

corrections of accounting errors. Restatement of prior period financial
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statements 1is required in these cases, with adjustments made to the carrying
amounts of assets and liabilities, with an offsetting capital account
adjustment, as of the beginning of the first period presented.

This Statement was adopted effective January 1, 2006 and had no effect on the
Company's financial position or results of operations for any period presented
in the consolidated financial statements.

ADVERTISING COSTS The cost of advertising is expensed as incurred.

OTHER Certain amounts previously reported in the consolidated financial
statements have been reclassified to conform to the current year's presentation
and disclosure requirements. These reclassifications had no effect on previously
reported net income or retained earnings.

NOTE 3 - CASH AND DUE FROM BANKS

The Banks are required to maintain average reserve Dbalances with the Federal
Reserve or in available cash. The average daily reserve balance requirements at
December 31, 2005 and 2004 were approximately $3,942,000 and $3,893,000,
respectively. At December 31, 2005 the Corporation had cash Dbalances with
unrelated correspondent banks, including bankers' banks and the Federal Reserve,
totaling approximately $14,142,000, of which $1,021,000 was fully insured by the
FDIC.

NOTE 4 - SECURITIES

Securities consist of the following:

December 31,

2005
Gross Gross
Unrealized Unrealized Estimated
Amortized Holding Holding Fair Amortized
Cost Gains Losses Value Cost
(Dollars in thou
Securities available-for-sale
U.S. Treasury and U.S.
Government agencies ...........eee0... $55, 781 S 1 S 865 $54,917 $50, 619
States and political
subdivisions ........ ittt 3,754 31 1 3,784 4,985
Total securities
available-for-sale .............. $59,535 S 32 $ 866 $58,701 $55,604
Securities held-to-maturity
States and political
subdivisions ........ciiiiiiieeean. $ 1,850 S - $ 30 $ 1,820 $ 1,925

The amortized cost and fair value of debt securities at December 31, 2005 by
contractual maturity are detailed below. Expected maturities will differ from
contractual maturities Dbecause borrowers may have the right to call or prepay
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obligations with or without call or prepayment penalties.

65

Securities

Due within one year
Due after one through five years
Due after five through ten years
Due after ten years

Total securities ...............

The following tables provide information

Amortized Esti
Cost Fair
(Dollars

..................... $14,094 $13,
..................... 33,875 33,
..................... 11,553 11,
..................... 13
..................... $59,535 $58,

Corporation's securities

holdings which were maintained in an unrealized loss position as of December 31,

2005 and 2004:

Description of Securities
U.S. Treasury and
U.S. Government agencies

States and political subdivisions

Total securities

December 3

Less than 12 Months 12 Months
Estimated Unrealized Estimated
Fair Value Loss Fair Value

(Dollars in thou

$15,433 $ 118 $37,788
- - 801
$15,433 $ 118 $38,589

Less than 12 Months 12 Months
Estimated Unrealized Estimated
Fair Value Loss Fair Value

(Dollars in thou
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Description of Securities

U.S. Treasury and

U.S. Government agenCiesS . ..ueveuwneeeeeeennnnsn $20,806 $ 102
States and political subdivisions .............. 1,907 18
Total SEeCUrities t.ii ittt ettt e tieeeennn $22,713 S 120

At December 31, 2005, the Corporation held 20 securities that had been in an
unrealized loss position for less than 12 months and 46 securities that had been
in an unrealized loss position for 12 months or more. At December 31, 2004, the
Corporation held 28 securities that had been in an unrealized loss position for
less than 12 months and 16 securities that had been in an wunrealized loss
position for 12 months or more. Unrealized losses reflected 1in this table
generally are the result of interest rate changes that have occurred since the
securities were purchased. The Corporation has the intent and ability to hold
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these securities wuntil maturity and no loss 1is expected on any of these
securities if they are held until their maturities. Accordingly, these losses
are not considered other-than-temporary.

At December 31, 2005 and 2004, investment securities with a carrying value of
$27,509,000 and $25,255,000, respectively, were pledged to secure public
deposits, repurchase agreements and for other purposes required and permitted by
law.

For the years ended December 31, 2005, 2004 and 2003, proceeds from sales of
securities available-for-sale amounted to $4,412,000, $13,676,000, and
$2,068,000, respectively. Gross realized gains totaled $0, $107,000 and $73,000,
respectively. Gross realized losses were $10,000, $31,000 and $325,000,
respectively. The tax benefit (provision) applicable to the net realized gains
and losses amounted to $4,000, $(26,000) and $91,000, respectively.

NOTE 5 - OTHER INVESTMENTS

Other investments consist of restricted stocks of the Federal Reserve Bank of
Richmond, the Federal Home Loan Bank of Atlanta, and correspondent Dbankers'
banks which are carried at cost. Management periodically evaluates these
investments for impairment, with any appropriate downward adjustments being made
when necessary.

NOTE 6 - LOANS

The following is a summary of loans by category:

December 31,

2005 2004

(Dollars in thousands)

Commercial, financial and agricultural ......... $ 95,023 $ 96,275

$18,875
101
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Real estate- construction .........c..ciiiieenn.. 37,923 29,968
Real estate — mortgage .. .....iiiiiii i ennnnns 243,837 230,986
Consumer installment ..........cuiiiieeeeennnenns 37,201 36,420
e o O 413,984 393,649
Allowance for 1loan 10SSES v ittt ittt ettt (11,641) (4,347)
LOANS — NEEL i ittt ittt e ettt e et eieeeean $ 402,343 $ 389,302

Net deferred 1loan (fees) and costs of ($25,000) and $31,000 were allocated to
the various loan categories as of December 31, 2005 and 2004, respectively.
Overdrawn demand deposits totaling $382,000 and $379,000 have been reclassified
as loan balances at December 31, 2005 and 2004, respectively.

Gross proceeds from sales of mortgage loans originated for resale were
approximately $213,195,000, $174,074,000, and $309,914,000 for the years ended
December 31, 2005, 2004, and 2003, respectively. Income from this activity is
recognized as mortgage brokerage income.
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Loans outstanding to directors, executive officers, principal holders of equity
securities, or to any of their associates totaled $7,071,000 at December 31,
2005 and $6,795,000 at December 31, 2004. A total of $5,246,000 in loans were
made or added, while a total of $4,970,000 were repaid or deducted during 2005.
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 unrelated persons and do not involve more than normal risk of
collectibility. Changes in the composition of the board of directors or the
group comprising executive officers also result in additions to or deductions
from loans outstanding to directors, executive officers or principal holders of
equity securities.

As of December 31, 2005 and 2004, there were no significant concentrations of
credit risk in any single Dborrower or groups of borrowers. The Corporation's
loan portfolio consists primarily of extensions of credit to businesses and
individuals in its local market areas in Orangeburg, Sumter, Florence, Richland,
Fairfield and Anderson counties of South Carolina. The Banks and CRM regularly
monitor various segments of their credit ©portfolios to assess potential
concentration risks and to obtain collateral when considered necessary.

Changes in the allowance for loan losses were as follows:

Years Ended December 31,

(Dollars in thousands)

Balance at January 1 ... iiiiinnnnneeeeennnn S 4,347 S 4,206 $ 3,573
Transfer of allowance for off-balance-sheet

contingencies to other liabilities ..... (305) - -
Provision charged to expense ............... 9,637 5,102 1,119
RECOVETIES ittt ittt et ettt et eeeee e 207 119 174
Charge—0ffs .ottt ittt et e i ee e e e e (2,245) (5,080) (660)
Balance at December 31 .. ...t nnnnnn $ 11,641 S 4,347 $ 4,206
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The following is summary information pertaining to impaired loans:

December 31,

2005

(Dollars in thous

Impaired loans without a valuation alloWanCe ......eeiiiiiiiimnnneeeeeennn $ 2,283
Impaired loans with a valuation alloWanCe ... ..ttt ittt nnnnneeeeeeennn 9,368

Total Impaired 1oANS . i i i ittt ittt teeeeeeneaeeeeeeeeeeeneeenenens $11,651
Allowance for loan losses on impaired loans at year end .........ccccoo... $ 3,767
Average total investment in impaired loans during the year ............... $ 7,725

No additional funds are irrevocably committed to be advanced in connection with
impaired loans.

Nonaccrual and past due loans at December 31, 2005 and 2004 were as follows:
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December 31,
200; ___________ 2004
(Dgii;rs in thous;;é;)
NonacCrual 10ANS v uv i v ie ittt eeeeeenenoeeeeennns $11,651 $ 4,941
Accruing 90 days or more past due .............. 729 137
TOEAL «reitet e 512,380 5 5,078

Gross interest income that would have been recorded for the years ended December
31, 2005, 2004, and 2003 if nonaccrual loans had been performing in accordance
with their original terms was approximately $448,000, $63,000, and $117,000,
respectively. No cash basis income was recognized on such loans during 2005,
2004 and 2003.

NOTE 7 - PREMISES AND EQUIPMENT; OPERATING LEASES
Premises and equipment at December 31, 2005 and 2004 consist of the following:
December 31,

2005 2004

(Dollars in thousands)
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T o X $ 1,952 $ 2,258
Buildings and components ........o.oeeieeeeenneeennn 3,884 3,884
Furniture, fixtures and equipment ................ 6,633 6,341
Construction in Process — grOSS e eeeeeeeennneeennn 2,432 67

Total it e e 14,901 12,550
Less, accumulated depreciation ................... 5,489 4,811

Premises and equipment - net ............. $ 9,412 $ 7,739

Depreciation expense was approximately $937,000, $926,000, and $793,000, for the
years ended December 31, 2005, 2004, and 2003, respectively. During 2005, the
Corporation capitalized interest of $12,000 to construction in progress.

As of December 31, 2005 future minimum rent commitments under various
non-cancelable operating leases are as follows:
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Year Amount

(Dollars in thousands)

2006 $ 360
2007 344
2008 196
2009 179
2010 98
Thereafter 1,789
Total $2,9606

Total rent expense for the years ended December 31, 2005, 2004, and 2003 was
$413,000, $308,000, and $205,000, respectively. Some leases provide for the
payment of executory costs and contain options to renew; lease payments for such
renewal periods are generally higher than during the original lease term.

NOTE 8 - INTANGIBLE ASSETS

Changes in the carrying amounts of goodwill for the years ended December 31,
2005 and 2004 are as follows:

Years Ended December 31,

Balance, beginning of year ........oeeeiiirnnnnnnn. $4,321 $4,321
Goodwill acquired during the year ................ - -
Impairment 10SSES v v ittt ttee et eeneeeeeeeenns - -

Balance, end O0f Vear ...t itiennnneeeeeneeennnns $4,321 $4,321
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Goodwill is tested for impairment annually. As of December 31, 2005 no
impairment has been determined.

As part of the wvaluation of Ridgeway Bancshares, Inc. that was conducted by a
third party firm in conjunction with its acquisition by the Company, a core
deposit intangible was computed. Such amortizable intangible assets are

evaluated annually to determine whether any revisions of their estimated useful
lives are warranted. For the years ended December 31, 2005 and 2004, and 2003,
no such revisions have resulted.

The following tables present the gross carrying amounts and accumulated
amortization for the Corporation's amortizable intangible assets as of December
31, 2005 and 2004, and the estimated amounts of amortization expense to be
recognized for each of the five succeeding fiscal years, as of December 31, 2005
and 2004. Such assets are being amortized on a straight-line Dbasis over fifteen

2005

years, a period which represents the expected runoff period of the deposits
acquired.
70
Gross
Carrying
Amount

Amortizable intangible asset class

Core deposit intangible ... ..ttt eennnneenns $3,698

Estimated amounts of amortization expense to be recognized in each of the next
five succeeding years are:

December 31,

2005 2004
Year (Dollars in thousands)
2005 s - $ 246
2006 246 246
2007 246 246
2008 246 246
2009 246 246
2010 246 NA

NOTE 9 - DEPOSITS

Accumulated
Amortization
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At December 31, 2005, the scheduled maturities of certificates of deposit and
other time deposits are as follows:

Year Amount

(Dollars in thousands)

2006 $ 192,194
2007 33,441
2008 6,666
2009 2,210
2010 970
Thereafter 7
Total $ 235,488

Deposits of directors and officers and their related business interests totaled
approximately $8,629,000 and $4,739,000 at December 31, 2005 and 2004,
respectively.

NOTE 10 - SHORT-TERM BORROWINGS

The Corporation's short-term borrowings generally consist of federal funds
purchased and securities sold under agreements to repurchase. Federal funds
purchased and securities sold under agreements with customers to repurchase
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generally mature within one to four days from the transaction date. Securities
sold under agreements to repurchase are reflected at the amount of cash received
in connection with the transaction. The Corporation monitors the fair value of
the wunderlying securities on a daily basis and it is the Banks' policy to
maintain a collateral value greater than the principal and accrued interest of
the transaction. All securities underlying these agreements are
institution-owned securities.

Short-term borrowings are summarized as follows:

December 31,

(Dollars in thousands)

Securities sold under agreements to repurchase ......... $5,372 $4,979
Federal funds purchased ....... ..ttt ineeeeennnnns 421 1,683
Warehouse lines of credit ... .ttt ittt inneenn 1,182 -
Other short-term debt ....... ittt 2,000 -

Total ittt e e e e e e e e e $8,975 $6,662

The following table summarizes information about short-term Dborrowings during
each of the periods presented:
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December 31,

2005 2004

(Dollars in thousands)

Balance outstanding at end of Vear .....iiiiimieeeeeeennnsn $ 8,975 $ 6,662
Weighted average interest rate at end of the period ...... 4.26% 1.54%
TN Erest EXPENSE & ittt et ittt ettt eeeeeenneeeesseeeeennnaees $ 198 S 205
Maximum outstanding at any month end during the period ... $ 8,975 $17,940
Average outstanding during the period .................... $ 8,584 $10, 309
Weighted average interest rate during the period ......... 2.31% 1.99%

As of December 31, 2005, the Banks had unused credit availabilities under
federal funds lines established with wunrelated correspondent banks totaling
$39,879,000.

NOTE 11 - LONG-TERM DEBT
Long-term debt is summarized as follows:
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Advances from Federal Home Loan Bank of Atlanta to
subsidiary banks, varying maturities to 2023 with interest
rates from 2.00% L0 6.2 18 ittt i ittt et e e e et e et

Junior Subordinated Debt to Unconsolidated Trust (1),
dated April 7, 2004, maturing April 7, 2034, with variable interest rate based
ONn 3-MONtEN LIBOR . ittt it ittt ettt et e e et e e e eeae e e e aeeeeeeeeeaeeeeeeeeeeeeeeeeeeneeeeeeeeaenens

(1) Securities qualify as Tier 1 capital under the regulatory risk-based capital
guidelines, subject to certain limitations.

Collateral for the Advances from Federal Home Loan Bank of Atlanta consists of
blanket liens on the Banks' one-to-four family first lien residential mortgage
loans and the indebted Banks' stock in the FHLB. Such collateral was carried in
the consolidated Dbalance sheet at approximately $66,500,000 and $71,462,000 at
December 31, 2005 and 2004, respectively.

Under the blanket lien agreements, the Banks collectively have the ability to
borrow additional funds approximating $28,406,000 from the FHLB as of December
31, 2005. Any such Dborrowings would be subject to the FHLB's normal approval
process and would be subject to interest rates established Dby the FHLB at the
time of each such transaction. The FHLB may terminate the availability at any
time.
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On March 8, 2004, the Corporation sponsored the creation of a Delaware trust,
SCB Capital Trust I (the "Trust"), and 1s the sole owner of the common
securities issued by the Trust. The Trust is a variable interest entity under
FIN 46R, but 1is not subject to consolidation by the Corporation since
substantially all risk of loss has been transferred to other entities through
the Trust's March 10, 2004 issuance of $10,000,000 1in floating rate capital
securities. The ©proceeds of this issuance, and the amount of CBI's capital
investment, were used to acquire $10,310,000 principal amount of CBI's floating
rate junior subordinated deferrable interest debt securities ("Debentures") due
April 7, 2034, which securities, and the accrued interest thereon, now
constitute the Trust's sole assets. The interest rate associated with the debt
securities, and the distribution rate on the common securities of the Trust, was
established initially at 3.91% and is adjustable quarterly at 3 month LIBOR plus
280 basis points. The index rate (LIBOR) may not be lower than 1.11%. As of
December 31, 2005, the interest rate associated with the debt was 6.95%. CBI may
defer interest payments on the Debentures for up to twenty consecutive quarters,
but not beyond the stated maturity date of the Debentures. In the event that
such interest payments are deferred by CBI, the Trust may defer distributions on
the common securities. In such an event, CBI would be restricted in its ability
to pay dividends on its common stock and perform under other obligations that
are not senior to the junior subordinated Debentures.

The Debentures are redeemable at par at the option of CBI, in whole or in part,
on any interest payment date on or after April 7, 2009. Prior to that date, the
Debentures are redeemable at 105% of par upon the occurrence of certain events
that would have a negative effect on the Trust or that would cause it to be
required to be registered as an investment company under the Investment Company
Act of 1940 or that would cause trust preferred securities not to be eligible to
be treated as Tier 1 capital by the Federal Reserve Board. Upon repayment or
redemption of the Debentures, the Trust will use the proceeds of the transaction
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to redeem an equivalent amount of trust preferred securities and trust common
securities. The Trust's obligations under the trust preferred securities are
unconditionally guaranteed by CBI.

The Company's investment in the Trust is carried at cost in other assets and the
debentures are included in long-term debt in the consolidated balance sheet.

Required future principal reductions of the Corporation's long-term debt are
summarized as follows:

Year Amount

(Dollars in thousands)

2006 $ 500
2007 1,000
2008 2,500
2009 5,000
2010 7,200
Thereafter 15,996
Total $ 32,196

NOTE 12 - STOCK OPTIONS AND DIVIDEND REINVESTMENT SHARES
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Under the Corporation's Dividend Reinvestment Plan, shareholders may reinvest
all or part of their cash dividends in shares of common stock and also purchase
additional shares of common stock. During the three-year period ended December
31, 2005 all shares purchased under this plan were purchased in the market, not
issued by the Corporation. At December 31, 2005, 624,665 common shares were
reserved for issuance pursuant to the dividend reinvestment and additional stock
purchase plan.

During 2001, the Corporation amended its 1997 Stock Option Plan (the "Plan") to
increase Dby 200,000 shares the number of shares reserved for issuance upon
exercise of options and to permit participation in the plan by non-employee
directors. During 2003, the Corporation amended the Plan to increase by 300,000
shares the number of shares reserved for issuance upon exercise of employee
incentive stock options. Under the Plan, as amended, up to 785,600 shares of
common stock were authorized to be granted to selected officers, other
employees, and non-employee directors of the Corporation and/or its subsidiaries
pursuant to exercise of incentive and nonqualified stock options. Of such
shares, 590,050 were reserved for issuance pursuant to exercise of incentive
stock options and 195,550 were reserved for issuance pursuant to exercise of
nonqualified stock options. At December 31, 2005, 257,283 of the Corporation's
authorized common shares remained reserved for future grant pursuant to the
Plan.

The exercise price of any incentive option granted is equal to the fair value of
the common stock on the date the option is granted. Nonqualified options can be
issued for less than fair value; however, the Corporation has not elected to
issue these options for less than fair value at the date of the grant.

A summary of the status of options issued pursuant to the Plan is presented
below:
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2005
Weighted
Average
Number of Exercise
Shares Price
Outstanding at beginning of year ............ 482,817 S 14.14
[ ar= o ) =Y 45,500 S 17.34
Exercised ...ttt ettt it e e e e (12, 744) S 11.44
Forfeited or expired .........ciiiiiiennnn. (3,500) S 18.50
Outstanding at end of year ............. ... 512,073 S 14.46
Options exercisable at year end ............. 512,073 S 14.46

Years Ended Decen

Number of
Shares

543,991
27,000
(59,324)
(28,850)

455,817
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The weighted average fair values of options granted each year are computed using
the Black-Scholes option pricing model using the assumptions detailed below:

Years Ended December 31,

2005 2004 2003
Weighted average fair value of options
granted during the year ............... $ 2.33 $ 4.74 $ 4.33
Risk-free interest rate ............. 3.80% 3.74% 3.72%
Expected life (V€aArS) .t iiieeneeeennnn 3.00 7.00 6.01
Expected volatility ... 18.75% 26.15% 24.01%
Yield .ot e e e e e e e 2.60% 2.18% 2.00%

The following table summarizes information about the options outstanding:

December 31, 2005

Weighted
Average Weighted
Remaining Average
Number Contractual Life Exercise
Range of Exercise Prices Outstanding (Years) Price
$ 7.62 to $ 11.00 175,440 4.5 $ 10.38
$ 12.83 $ 18.85 336,633 5.9 $ 16.59
512,073 5.4 $ 14.46

Until January 1, 2006, the Corporation applied APB Opinion No. 25 and related
interpretations in accounting for its stock-based compensation plans.
Accordingly, no compensation cost has previously been recognized. Effective
January 1, 2006, the Corporation has adopted the provisions of SFAS No. 123(R),

which will change the cost recognition accounting methodology. See Note 2,
"Accounting Changes - Share-Based Payment."
75

NOTE 13 - INCOME TAXES

The Corporation files consolidated federal income tax returns on a calendar-year
basis.

The provision for income taxes consists of the following:

Years Ended December 31,

(Dollars in thousands)
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Current
Federal ...ttt ittt i $ 3,396 $ 1,367 $ 2,820
State i e 202 117 280
Total current ........ovieu.e.. 3,598 1,484 3,100
Deferred .. e e e e e e e e e e e e e e (2,833) 287 47
Total income tax expense ..... S 765 $ 1,771 $ 3,147
The provision for income taxes differs from that computed by applying federal

statutory rates at 34% to income

following summary:

before income tax expense as indicated in the

Years Ended December 31,

(Dollars in thousands)

Tax expense at statutory rate .............. S 603 $ 1,693
State income tax, net of federal
income tax benefit ............. ... ... 134 184
Tax—exempt interest income ................. (87) (133)
Amortization of organization costs and
core deposit intangibles .............. 84 84
Other, net ...ttt ettt it 31 (57)
Total it S 765 $ 1,771

Temporary differences,
are as follows:
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$ 2,986

174
(136)

which give rise to deferred tax assets and liabilities,

December 31,

2005

(Dollars in thousands)

Deferred tax assets

Allowance for 10an 10SSES it iiteneeeeeneennenns $ 3,624

Unrealized net holding losses on
available-for-sale securities ................. 299
State net operating loSS .. iiiii ittt 109
L i o L 155
Gross deferred tax assets ............ 4,187
Valuation alloWanCe v v vt vttt et et eteeesenenens (109)
@ = 4,078

Deferred tax liabilities

Accelerated depreciation .........iiiiiiiiiiia.. 363

$ 1,073
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2T @ ot wil @ o P 12 8
Purchase adjustments - securities ............... 24 44
Purchase adjustments - loans .........coeeeeee... 24 44

L i o L - 9
Gross deferred tax liabilities ....... 423 591

Net deferred income tax AsSSelLsS v uu vt iiieeeeeeeennnenn $ 3,655 S 599

At December 31, 2005, and December 31, 2004 valuation allowances of $109,000 and
$70,000 were established to offset deferred tax assets arising from state net
operating loss carryforwards of the Corporation (parent company only) and CRM
which management does not consider likely to be realizable. The Corporation had
no available carrybacks, and realization of the remainder of the net operating
loss deductions is dependent upon the Corporation (parent company only) and CRM
having aggregate future taxable income. The nature of the Corporation's (parent
company only) operations are that management fees are charged to the
subsidiaries at levels approximately equal to the costs of providing services.
However, debt service is not charged to the subsidiaries and, consequently, the
Corporation (parent company only) operates at a deficit. Operating results of
CRM have historically fluctuated significantly along with changing conditions in
the home mortgage market. Accordingly, realization of the deferred tax assets is
not currently believed to be more likely than not. The state net operating loss
carryforwards at December 31, 2005 total $2,170,000 and expire as follows: 2024
- $1,407,000; and 2025 - $763,000.

NOTE 14 - EMPLOYEE BENEFIT PLANS

The Corporation provides a defined contribution plan qualified under Internal
Revenue Code Section 401(k). All employees who have completed 500 hours of
service during a six-month period and have attained age 21 may participate in
the plan.

A participant may elect to make tax deferred contributions up to a maximum of
$14,000 (plus $4,000 catch-up contributions if they were at least 50 years old)

in the 2005 plan year. The Corporation will make matching contributions on
behalf of each participant for 100% of the elective deferral, up to 3% of the
participant's compensation. The Corporation may also make additional

contributions determined at the discretion of the Board of Directors.
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The Corporation's contributions for 401 (k) related profit sharing for the years
ended December 31, 2005, 2004, and 2003 totaled approximately $479,000,
$285,000, and $170,000, respectively. Since 2001, the senior officers of the
Corporation have not participated in this profit sharing program.

The Bank of Ridgeway maintains a defined benefit pension plan covering the
majority of its employees. This plan was in place prior to the Corporation's
acquisition of Ridgeway Bancshares, 1Inc. in 2002. Because there are no such
plans for the Corporation's other subsidiaries, and there are no intentions to
establish any other such plans, the Corporation froze benefit accruals and
discontinued additional participation and voluntary contributions in the plan
during 2003. Management has no immediate plans to formally terminate the plan
and distribute its assets. The changes in the pension plan have been accounted
for as curtailments 1in accordance with the provisions of SFAS No. 88. The
following table shows the activity and status of that plan:
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As of December 31,

2005 2004 2003

(Dollars in thousands)
Change in Benefit Obligation

Benefit obligation as of January 1 ............. $ 752 $ 710 $ 796
SErVICE COSE ittt ittt et e e ettt e e e - - 11
Interest COSt vttt ittt et ettt e 46 46 50
Curtallment s . v it ittt ettt e e et e e et e e e e - - (169)
Actuarial (gain) 10SS .t i ittt e e 42 106 27
ACUisSition ..ttt e e e e e e e e - - -
Benefits paid ...ttt e e e e (9) (110) (5)
Benefit obligation as of December 31 ........... 831 752 710

Change in Plan Assets

Fair value of plan assets as of January 1 ...... 694 656 632
Actual return (loss) on plan assets ............ 50 88 (27)
ACUisSition ..ttt e e e e e e e e - - -
Employer contributions .......... ..., 60 60 56
Benefits paid ...ttt e e e e (9) (110) (5)
Fair value of plan assets as of December 31 .... 795 694 656
Funded Status of the Plan ......u.iiiiiitieiennnnn (36) (58) (54)
Unrecognized transition obligation ............. - - -
Unrecognized nNet 1o0SS . vvvii it itneneeeeeennnnns 142 101 38
Prepaid (accrued) benefit liability ............ $ 106 $ 43 S (1l6)

Amount Recognized in the Consolidated
Balance Sheets consists of:

Prepaid (accrued) benefit cost .............. $ 106 S 43 S (1o6)

The actuarial assumptions used to determine the Dbenefit obligation as of
December 31, 2005, 2004 and 2003 were as follows:

December 31,

2005 2004 2003

Pension Benefits Weighted Average Assumptions
Discount rate ...ttt ittt 6.00% 6.25% 7.25%
Rate of compensation increase .........ccceiiiiee.o.. 3.00% 3.00% 5.00%
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The components of net periodic pension cost were as follows:

Year Ended December 31,

2005 2004 2003

Components of Net Periodic Benefit Cost (Dollars in Thousands)
SETrVICE COSE vttt ittt it ettt et S - $ - s 11
Interest COSt ..ttt ittt it e et et 46 46 50
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Expected return on plan assets ..............
Recognized net actuarial loss (gain) ........
Amortization of transition obligation .......
Amortization of unrecognized net loss .......
Curtailment (gain) 1OSS . i i iiieneeeeennnnn

Net periodic benefit cost ................. S

For the years ended December 31, 2005, 2004 and 2003,
determine net periodic pension cost were as follows:

Pension Cost Weighted Average Assumptions
Discount rate ...ttt ittt
Expected long-term rate of return on plan asets
Rate of compensation increase .........c.ccciiiiee...

(51)

the assumptions

(47)

us

ed to

Year Ended December 31,

As of December 31, 2005 and 2004, pension plan assets consisted primarily of the

following:

Percentage of Plan Assets
at December 31,

Asset Category

e 1 e e
2 o 1 =
(= =3 o

The plan did not hold any direct investment in the Corporation's common stock.

The Bank of Ridgeway expects to contribute $60,000 to the pension plan in 2006.

Estimated future benefit payments are as follows:
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Year

2006
2007
2008
2009
2010
Years 2011 through 2015

Amount

(Dollars in thousands)

$ 214
15
15
29
29
235
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The Corporation maintains no other ©post-retirement or post-employment benefit
plans.

NOTE 15 - OFF-BALANCE-SHEET COMMITMENTS

The Banks are parties to credit-related financial instruments with
off-balance-sheet risk in the normal course of business to meet the financing
needs of their customers. These financial instruments 1include commitments to
extend credit and standby letters of credit. Such commitments involve, to
varying degrees, elements of credit and interest rate risk in excess of the
amount recognized in the consolidated balance sheets.

The Banks' exposure to credit loss i1s represented by the contractual notional
amount of these commitments. The Banks generally use the same credit policies in
making these commitments as they do for on-balance-sheet instruments.

At December 31, 2005 and 2004, the following financial instruments were

outstanding whose contract amounts represent credit risk:

December 31,

(Dollars in thousands)

Loan COMMItMENtE S v ittt ettt ettt e ettt eteeeeeeennnn $13,386 $11, 644
Unfunded commitments under lines of credit ......... 42,974 43,312
Standby letters of credit ........c.c.iiiiiiiiiiiii.. 2,024 2,919

Commitments to extend credit are agreements to lend to a customer as long as
there is no violation of any condition established in the contract. Commitments
generally have fixed expiration dates or other termination clauses and may
require payment of a fee. Since many of the commitments are expected to expire
without Dbeing drawn wupon, the total commitment amounts do not necessarily
represent future cash requirements. The amount of collateral obtained, if deemed
necessary by the Banks upon extension of credit, is based on management's credit
evaluation of the borrower. Collateral held varies but may include personal
residences, accounts receivable, inventory, property, plant, and equipment, and
income-producing commercial properties.

Standby letters of credit are conditional commitments issued by the Banks to
guarantee the ©performance of a customer to a third party. Those letters of
credit are primarily issued to support private borrowing arrangements. All
letters of credit are short-term guarantees. The credit risk involved in issuing
letters of credit is essentially the same as that involved in extending loan
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facilities to customers. The Banks generally hold collateral supporting those
commitments if deemed necessary. Since many of the standby letters of credit are
expected to expire without being drawn upon, the total letter of credit amounts

do not necessarily represent future cash requirements. To reduce credit risk
related to the use of credit-related financial instruments, the Bank might deem
it necessary to obtain collateral. The amount and nature of the collateral

obtained is based on the Banks' credit evaluation of the customer. Collateral
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held varies but may include cash, securities, accounts receivable, inventory,
property, plant and equipment and real estate.

From time to time, the Corporation enters into commitments related to the normal
conduct of its business. In June 2005 the Corporation entered into an agreement
with Jack Henry and Associates related to the conversion of its management
information system to Jack Henry's Silverlake product. The initial aggregate
value of this commitment and its related software and hardware was approximately
$902,000. At December 31, 2005, the remaining obligation under this agreement
was approximately $584,000. Management anticipates initial implementation of the
new management information system during the second quarter and complete
implementation by year end of 2006.

The Corporation's Ridgeway bank entered into a lease agreement in December 2005
related to a building wunder construction. The Ridgeway bank is planning to
relocate its existing Blythewood office to a new 1location at 720 University
Village Drive by late second quarter 2006. The Bank will lease approximately
7,500 square feet in the building, which will be approximately 13,500 square
feet. The Bank's lease obligation in years 1 through 5 will be $138,750 annually
and, in years 6 through 10 the obligation will be $146,250 annually. The Bank
will have the option to renew for up to three additional terms of 5 years each
upon expiration of the original term.

NOTE 16 - EARNINGS PER SHARE

Basic earnings per share represent income available to common shareholders
divided by the weighted-average number of shares outstanding during the year.
Diluted earnings per share reflect additional common shares that would have been
outstanding if all dilutive ©potential stock options were exercised at the
beginning of each vyear and the proceeds used to purchase shares of the
Corporation's common stock at the average market price during the year. Dilutive
potential common shares that may be issued by the Corporation relate solely to

outstanding stock options.

Earnings per common share were computed based on the following:
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Net income per share, basic
NUmerator — NEeL INCOME .. ittt ittt ittt e ettt et e ettt eaeeeeeeeenneaeens

Denominator
Weighted average common shares issued and outstanding .................

Net income per share, basic .......iiiiiiiiiiiiinenneennnn
Net income per share, assuming dilution
Numerator — Net INCOME ...ttt ittt ittt ettt ettt

Denominator

2005
(Dollars
S 1,011
4,401,718
S .23
S 1,011
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Weighted average common shares issued and outstanding ................. 4,401,718
Effect of dilutive stock OpLions ... ..ttt it ittt eieeeeenn 100,017
Total ShATES vttt ittt et et et ettt ettt e e e e e 4,501,735
Net income per share, assuming dilution .................. S .22

NOTE 17 - FAIR VALUE OF FINANCIAL INSTRUMENTS

The fair value of a financial instrument 1is the current amount that would be

exchanged between willing parties, other than in a forced 1liquidation. Fair
value is best determined based upon quoted market prices. However, in many
instances, there are no quoted market prices for the Corporation's wvarious
financial instruments. In cases where quoted market prices are not available,

fair wvalues are based on estimates wusing present value or other wvaluation
techniques. These techniques are significantly affected by the assumptions used,
including the discount rate and estimates of future cash flows. Accordingly, the
fair value estimates may not be realized in an immediate settlement of the
instrument. SFAS No. 107, "Disclosures about Fair Value of Financial
Instruments," as amended, excludes certain financial instruments and all
non-financial instruments from its disclosure requirements. Accordingly, the
aggregate fair wvalue amounts presented may not necessarily represent the
underlying fair value of the Corporation.

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

Cash and cash equivalents. The carrying amounts of cash and cash
equivalents approximate fair values.

Interest-bearing deposits with other banks. The carrying amounts of
interest-bearing deposits with banks approximate their fair values.

Securities available-for-sale and held-to-maturity. Fair wvalues for
securities are based on quoted market ©prices. The market values of state
and local government securities are established with the assistance of an
independent pricing service. The values are based on data which often

reflect transactions of relatively small size and are not necessarily
indicative of the value of the securities when traded in large volumes.

Other investments. Fair values of other investments, consisting of
restricted securities, approximate the carrying amounts and are based on

the redemption provisions of the issuers.
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Loans held for sale. The carrying amounts approximate their fair values.

Loans. Fair values for performing loans are estimated using discounted cash
flow analyses, using interest rates currently being offered for loans with
similar terms to Dborrowers of similar credit quality. Fair values for
non-performing loans are estimated using discounted cash flow analyses or
underlying collateral values, where applicable.

Accrued interest. The carrying amounts of accrued interest receivable and
payable approximate fair value.

Deposits. The fair values disclosed for demand deposits are equal to the
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amount payable on demand at the reporting date (that is, their carrying
amounts) . Fair values for certificates of deposit and other time deposits
are estimated wusing a discounted cash flow calculation that applies
interest rates currently offered on certificates to a schedule of
aggregated expected monthly maturities of time deposits.

Short-term borrowings. The carrying amounts of federal funds purchased and
borrowings under repurchase agreements approximate their fair values
because of the associated variable interest rates.

Long-term debt. The fair value of fixed-rate long-term debt is estimated
using discounted cash flow analyses based on the Corporation's current
incremental borrowing rates for similar types of borrowing arrangements.
The fair value of variable-rate long-term debt is estimated at the carrying
amount of the debt.

Off-balance-sheet commitments. Fair values for off-balance-sheet
commitments are based on fees currently charged to enter into similar
agreements, taking into account the remaining terms of the agreements and
the counterparties' credit standings. The vast majority of loan commitments
do not involve the charging of a fee, and costs associated with outstanding
letters of credit are not material. For loan commitments and standby
letters of credit, the committed interest rates are either variable or
approximate current interest rates offered for similar commitments.
Therefore, the estimated fair values of these off-balance-sheet commitments
are nominal.

The estimated fair values and related carrying or notional amounts of the
Corporation's financial instruments at December 31, 2005 and 2004, are as
follows:
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Dec
2005

Carrying Estimated

Amount Fair Value

of Assets of Assets

(Liabilities) (Liabilitie

(Dollars
Cash and cash equivalents ...ttt e eenneeeeeeeneennnns $ 51,991 $ 51,991
Interest bearing deposits with other banks ................. 1,038 1,038
Securities available—-for—-sale ......c.ii ittt eneennennnnn 58,701 58,701
Securities held-to—maturity ......uiiiiitiineneeeeeennnnns 1,850 1,820
Other investment s ...ttt ittt et ettt ettt eaeeaeeens 2,980 2,980
Loans held for sale ...ttt ittt et ettt eaaeeaeens 12,447 12,447
Yo Y=o = R o 1 Y 402,343 394,544
Accrued interest receivable . ... ...ttt e e e e 3,134 3,134
JD1Y o X I = (464,2009) (464,673)
Short-—term DoOrroWingsS ...t i ittt ittt ettt ettt eeaeenns (8,975) (8,975)
Long—term debt ...ttt it e e e e e e e e e (32,196) (34,110)
Accrued interest pavable ... ... e e e e e (1,212) (1,212)
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Off-balance-sheet commitments

LoaAn COMMIEMENE S &ttt ittt et ettt et ettt ettt et e teeeeeeaeennnn $ (13,386)
Unfunded commitments under lines of credit ............... (42,974)
Standby letters of credit ....... ..ttt e (2,024)

NOTE 18 - CONTINGENCIES

The Corporation 1s subject at times to claims and lawsuits arising out of the
normal course of business. As of December 31, 2005, no claims or lawsuits were
pending or threatened which, in the opinion of management, are likely to have a
material effect on the Corporation's consolidated financial statements.

NOTE 19 - REGULATORY MATTERS

The Banks are subject to dividend restrictions set forth by various banking
regulators. Under such restrictions, the national banks may not, without prior
approval, declare dividends in excess of the sum of the current year's earnings
(as defined) plus the retained earnings (as defined) from the prior two years
and the state bank may not declare dividends in excess of the current vyear's
earnings. In addition, dividends paid by the Banks to the Corporation would be
prohibited if the effect thereof would cause the Banks' capital to be reduced
below applicable minimum capital requirements. At December 31, 2005, the
dividends that the Banks could declare without the approval of their respective
primary bank regulators amounted to approximately $5,747,000. The Banks are also
restricted by law as to the amount they may lend to any non-depository
affiliate, 1including the Corporation and CRM. Such loans are subject to the
requirements of Section 23A of the Federal Reserve Act including a general
limitation to not more than 10% of capital and specified ratios of the fair
market value of allowable collateral to loan amounts. There were no such loans
outstanding during 2005.
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The Corporation (on a consolidated Dbasis) and the Banks are each subject to
various regulatory capital requirements administered Dby the federal banking
agencies. Failure to meet minimum capital requirements can initiate certain
mandatory and possibly additional discretionary actions by regulators that, if
undertaken, could have a direct material adverse effect on the Corporation's and
the Banks' financial statements. Under capital adequacy guidelines and the
regulatory framework for prompt corrective action, the Corporation and the Banks
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 classification
are also subject to qualitative Jjudgments by the regulators about components,
risk weightings, and other factors. Prompt corrective action provisions are not
applicable to bank holding companies.

Quantitative measures established by regulation to ensure capital adequacy
require the Corporation and the Banks to maintain minimum amounts and ratios
(set forth in the table Dbelow) of total and Tier 1 capital (as defined in the
regulations) to risk-weighted assets (as defined), and of Tier 1 capital to
average assets (as defined). Management believes, as of December 31, 2005 and
2004, that the Corporation and the Banks met all capital adequacy requirements
to which they are subject.

As of December 31, 2005, for ONB, for SNB, for FNB, and for BOR, the most recent
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notifications from the FDIC categorized the Banks as well capitalized under the
regulatory framework for prompt corrective action. To be categorized as well
capitalized, the Banks must maintain minimum total risk-based, Tier 1
risk-based, and Tier 1 leverage ratios as set forth in the table. There are no
conditions or events since the notifications that management Dbelieves have
changed the Banks' categories. The Corporation's and the Banks' actual capital
amounts and ratios are presented in the following table.
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Mininm
Actual Capital
Amount Ratio Amount
December 31, 2005 (Dollars
Tier I Capital (to Average Assets)
Consolidated . ...ttt ittt $52,370 9.6% $21,880
012 18,008 8.2% 8,784
SN B ittt e e e e e e e e e e e e e 10,060 7.1% 5,700
012 7,155 8.9% 3,210
BOR ittt e e e e e e e e e e e e e e 7,721 8.2% 3,784
Tier I Capital (to Risk Weighted Assets)
Consolidated . ...ttt ittt $52,370 12.7% $16,438
012 18,008 11.1% 6,499
SN B ittt e e e e e e e e e e e e e e 10,060 9.1% 4,416
012 7,155 10.1% 2,829
BOR ittt e e e e e e e e e e e e e e e 7,721 12.4% 2,488
Total Capital (to Risk Weighted Assets)
Consolidated ...ttt it e e e e $57,592 14.0% $32,877
012 19,974 12.3% 12,999
SN B ittt e e e e e e e e e et e e e 11,518 10.4% 8,831
012 8,040 11.4% 5,657
BOR ittt e e e e e e e e e e e e e e e 8,501 13.7% 4,977
December 31, 2004
Tier I Capital (to Average Assets)
Consolidated ...ttt ittt et ettt et e e $52,713 10.7% $19,720
012 18,037 8.9% 8,118
SN B ittt e e e e e e e e e et e e e 10,540 7.8% 5,379
012 6,202 8.6% 2,872
BOR ittt e et e e e e e e e e e e e e 7,426 8.7% 3,413
Tier I Capital (to Risk Weighted Assets)
Consolidated . ...ttt ittt $52,713 13.7% $15,408
012 18,037 12.0% 6,037
SN B ittt e e e e e e e e e e e e e e 10,540 9.5% 4,459
012 6,202 9.6% 2,573
BOR ittt e e e e e e e e e e e e e e e e 7,426 13.0% 2,292
Total Capital (to Risk Weighted Assets)
Consolidated ..ttt e et e e e e e e e $57,060 14.8% $20,816
012 19,763 13.1% 12,074
SN B ittt e e e e e e e e e e e et e e 11,714 10.5% 8,917
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EN B ittt i e e e e e e 6,781 10.5% 5,146
BOR ittt e e e e e e 7,914 13.8% 4,583

CRM is subject to a minimum regulatory adjusted net worth requirement to
maintain its certification as a HUD-approved Title 1II Loan Correspondent.
Certain investor and warehouse credit line agreements require that CRM maintain
its HUD certification. Accordingly, failure to maintain the minimum regulatory
adjusted net worth could result in a significant limitation of CRM's ability to
originate, fund or sell 1loans, and therefore could have a direct, material
adverse effect on its business and the Corporation's consolidated financial
statements.
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CRM's actual regulatory adjusted net worth and the minimum amount required by
HUD were as follows:

December 31,

2005 2004

(Dollars in thousands)

Actual adjusted net worth .................... $1,487 $1,161
Minimum required ..........iiiitttteee e 63 63

HUD regulations require that 20%, up to a maximum of $100,000, of the adjusted
net worth amount be held in liquid assets. CRM's liquid assets for regulatory
purposes totaled $2,018,000 and $1,331,000, respectively, as of December, 31,
2005 and 2004.

NOTE 20 - CONDENSED FINANCIAL STATEMENTS

Presented below are the condensed financial statements for Community Bankshares,
Inc. (Parent Company only):

COMMUNITY BANKSHARES, INC. (PARENT COMPANY ONLY)

December 31,

Condensed Balance Sheets

Assets
Cash ot e e e e e e e e e e e e e e $ 1,364 $ 3,991
Investment in banking subsidiaries ................. 48, 646 48,598
Investment in nonbanking subsidiaries .............. 1,797 1,471
Securities available-for-sale, at fair value ....... 96 96
Loans to nonbanking subsidiary .............0...a.n 3,813 4,883
Premises and equipment — net ..........ccuiiiiiieeennn. 3,263 1,037
(€703 Yo L2 Y 921 921
Other aSSeL S i i ittt ittt ittt et ettt et ettt ee e 2,167 96
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TOLAl BSSEE S ittt it ittt ettt ettt ettt 562,067 $61,093

Liabilities
Short—term DOrroWINgS ..ttt eeeeneneeeeennns $ 2,000 $ -
Long-term debt ... ..ttt e e e e e e e 10,310 10,310
Other liabilities ...ttt 765 756
Shareholders' equUity ...ttt ittt ettt et i eee e eennn 48,992 50,027
Total liabilities and shareholders' equity .... $62,067 $61,093
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2005
Condensed Statements of Income
Income
Management fees from subsidiaries . .... ...ttt ittt e e e $ 3,086
Dividends received from banking subsidiaries ........ it 4,266
Interest INCOME ...ttt ittt ettt e et e ettt e ee ettt e e 428
(0w oL e 1 o L) 1= 4
o o= B A 1o Yo 11 Y 7,784
Expenses
Salaries and employee benef it s ...ttt e e e e e e e e 1,868
Premises and eqUipment . ...ttt ittt ettt ettt e et e 683
F 15 o) o = 80
D oy Y o e o= s i Y 62
B N o N ot o N D g oYY o R 675
(Ol o TS a4 o o 1= = 1,447
R ot B D g oYY o = = 4,815
Income before income taxes and equity in
undistributed earnings of subsidiaries ...... ...ttt e e e e 2,969
Income Tax (Denef it ) it ittt ittt et e e et e e e e e e et e et ettt e e e e e e e e e (441
Equity in undistributed (loss) earnings of banking subsidiaries ................. (2,507
Equity in undistributed earnings (loss) of nonbanking subsidiary ................ 108
L= S 15's Y 1= $ 1,011
88
2005
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Condensed Statements of Cash Flows
Operating activities

L= S 1o oY) 1= $ 1,011
Adjustments to reconcile net income to net
cash provided by operating activities
Equity in undistributed loss (earnings)

Of SUDSIdiaries v ittt ittt e et e e e e e e e ettt e e 2,399
Depreciation and amortization ..........iiiiiitiiiiineeeennnnn 354
Loss on disposal of premises and equipment .................... -
(Increase) decrease in other assets . ...ttt iiinenn. (2,071
Increase in other liabilities ...... it iinineeeeennnnens 9

Net cash provided by
operating activities ...t e e e e 1,702
Investing activities
Purchase of securities available—for—-sale ........ciiiiitttneeneeneeannnn -

Net decrease (increase) in loans to nonbanking subsidiaries .............. 1,070
Investment in SCB Capital Trust ...ttt ittt ittt et tee e enneeanns -
Investments in banking subsidiaries ........ ittt enneeeens (3,000
Investment in nonbanking subsidiary ....... ittt e e e e (218
Purchases of premises and equipment ... ... ..ttt ittt ittt eeeeeeeeeeannns (2,580

Net cash used by investing activities .................... (4,728

Financing activities

Increase (decrease) in short-term borrowings, net .......... .0 iieenen.. 2,000
Proceeds of issuing long-term debt ... ...ttt -
Sale of ComMmMON StEOCK v i it ittt ittt ettt e e e ettt e e e e 14
Exercise o0f stoCk OpLionsS ..ttt it ettt e e et et ettt e 146
Cash dividends paid ... ittt ittt ittt e ettt et eee et eeeeaeeeeeaaenn (1,761
Net cash provided (used) by financing activities ......... 399

(Decrease) increase in cash and cash equivalents .........iiiiiiientennnnnnns (2,627
Cash and cash equivalents, beginning ... ...ttt ittt it eeeeeeenneeeens 3,991
Cash and cash equivalents, ending ... ...ttt imeneeeeeeneeeeeeeenneeeens $ 1,364
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NOTE 21 - QUARTERLY FINANCIAL INFORMATION (UNAUDITED)

Years Ended December

2005

Fourth Third Second First Fourt
Quarter Quarter Quarter Quarter Quart

(Dollars in thousands, except
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Interest and dividend income ..........0ci0e.... S 8,464 $ 8,295 S 7,696 $ 7,151 S 6,7
Interest EXPEeNSEe .. i ittt ittt ie st eaeeeeeeeenn 3,157 2,929 2,503 2,216 1,9
Net interest income ........c..iiiiiiitinennnnn. 5,307 5,366 5,193 4,935 4,8
Provision for loan 10SSES ..t tiitneeeneenennn 6,302 2,300 585 450 2,9
Net interest income after provision ........... (995) 3,066 4,608 4,485 1,8
Noninterest 1ncome .........cuiiiieneeennnnnnns 1,897 2,295 2,044 1,777 1,5
Gains (losses) on sales of securities ......... - - - (10)
Noninterest EeXPeNSe ..ttt neeeeeeeenneeenns 4,598 4,449 4,225 4,119 3,7
Income (loss) before income taxes ............. (3,6906) 912 2,427 2,133 (2
Provision for income taxes ........eiiineennnnn (1,214) 330 876 773 (
Net 1nCome (L10SS) it v ii ettt ettt eeenneeees $(2,482) S 582 $ 1,551 $ 1,360 S (1
Earnings (loss) per share

BaASIC tht ittt et e e e e $ (0.56) $ 0.13 $ 0.35 $ 0.31 S (0.

Diluted ..t e e e e e e (0.56) 0.13 0.35 0.30 (0.

During the third and fourth quarter of 2004 management became aware of certain
credit quality concerns relative to its loan portfolio. Consequently, during
that period significant increases were recorded in the Corporation's loan loss
provision.

In early 2005 management hired a Chief Credit Officer, enhanced 1its loan
administration process and engaged the services of a new external loan review
firm. The new loan review firm's initial series of reviews were completed during
the second and third quarter of 2005. Based on those reviews, and further work
conducted Dby management, significant increases were recorded 1in the
Corporation's loan loss provision during the last two quarters of 2005.

NOTE 22 - SUBSEQUENT EVENT

During the first quarter of 2006 the corporate Dboard concluded that the
multi-bank holding company concept was not in the best long range interest of
its shareholders, customers or employees. The board directed management to plan
for a transition to a single bank charter, to be implemented by year-end 2006,
contingent on all required legal and regulatory approvals.
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Item 9. Changes In and Disagreements with Accountants on Accounting and
Financial Disclosure
There were no disagreements with or changes in accountants.
Item 9A. Controls and Procedures
Based on the evaluation required by 17 C.F.R. Section 240.13a-15(b) or
240.15d-15(b) of the Corporation's disclosure controls and procedures (as

defined in 17 C.F.R. Sections 240.13a-15(e) or 240.15d-15(e)), the Corporation's
chief executive officer and chief financial officer concluded that such controls
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and procedures, as of the end of the period covered by this annual report, were
effective.

No disclosure is required wunder 17 C.F.R. Section 229.308(a) or (b).
There has been no change in the Corporation's internal control over financial
reporting during the most recent fiscal quarter that has materially affected, or
is reasonably likely to materially affect, the Corporation's internal control
over financial reporting.

Item 9B. Other Information

No information required to be disclosed in a report on Form 8-K during the
fourth quarter of 2005 was not so disclosed.

PART TITII
Item 10. Directors and Executive Officers of the Registrant
The information set forth under the captions "Management - Directors,"
"Management - Executive Officers," "Governance Matters - Committees of the Board
of Directors - Audit Committee" and "Section 16(a) Beneficial Ownership
Reporting Compliance" in the Proxy Statement to be used in conjunction with the
2006 Annual Meeting of Shareholders (the "Proxy Statement"), which will be filed

within 120 days of the Corporation's fiscal year end, is incorporated herein by
reference.

Audit Committee Financial Expert

The Corporation's board of directors has determined that the
Corporation does not have an "audit committee financial expert," as that term is
defined by Item 401 (h) of Regulation S-K promulgated by the Securities and
Exchange Commission, serving on its audit committee. The Corporation's audit
committee is a committee of directors who are independent of the Corporation and
its management. After reviewing the experience and training of all of the
Corporation's independent directors, the board of directors has concluded that
no independent director meets the SEC's very demanding definition. Therefore, it
would be necessary to find a qualified individual willing to serve as both a
director and member of the audit committee and have that person elected by the
shareholders in order to have an "audit committee financial expert" serving on
the Corporation's audit committee. The Corporation's audit committee 1is,
however, authorized to use consultants to provide financial accounting expertise
in any instance where members of the committee Dbelieve such assistance would be
useful. Accordingly, the Corporation does not believe that it needs to have an
"audit committee financial expert" on its audit committee.
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Code of Ethics

The Corporation has adopted a code of ethics (as defined by C.F.R.
229.406) that applies to its principal executive officer and principal financial
officer. The <code o0of ethics 1is posted on the Corporation's website at
www.communitybanksharesinc.com.

Item 11. Executive Compensation

With the exception of the information set forth under the captions
"Board Report on Executive Officer Compensation" and "Shareholder Return
Performance Graph", which information is not incorporated herein by reference,
the information set forth under the caption "Management Compensation" in the
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Proxy Statement is incorporated herein by reference.

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

The information set forth under the caption "Security Ownership of
Certain Beneficial Owners and Management" in the Proxy Statement is incorporated
herein by reference.

Equity Compensation Plan Information. The following table sets forth
aggregated information as of December 31, 2005 about all of the Corporation's
compensation plans (including individual compensation arrangements) under which
equity securities of the Corporation are authorized for issuance.

Number of securities to be Weighted average
issued upon exercise of exercise price of
outstanding options, outstanding options,
warrants and rights warrants and rights
Stock option plan (a) (b)
Equity compensation plans
approved by security holders ............ 512,073 S 14.46
Equity compensation plans not
approved by security holders ............ N/A N/A
Total it e e 512,073 S 14.46

The Corporation's 1997 Stock Option Plan, and issuance of up to 785,600 shares
under that plan, have previously been approved by shareholders.

Item 13. Certain Relationships and Related Transactions

The information set forth under the caption "Certain Relationships and

Related Transactions" in the Proxy Statement is incorporated herein by
reference.
92
Item 14. Principal Accountant Fees and Services
The information set forth wunder the caption "Independent Public
Accountants - Fees Billed by Independent Auditors" and "- Audit Committee

Pre-Approval of Audit and Permissible Non-Audit Services of Independent
Auditors" in the Proxy Statement is incorporated herein by reference.
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Exhibits and Financial Statement Schedules

(1) All financial statements:

Consolidated Balance Sheets, December 31, 2005 and 2004

Consolidated Statements
Consolidated Statements

Consolidated Statements

December 31,

and 2003

2005,

of Income, Years Ended December 31, 2005, 2004 and 2003
of Changes in Shareholders' Equity, Years Ended

2004 and 2003

of Cash Flows, Years Ended December 31, 2005, 2004

Notes to Consolidated Financial Statements

(2)

Financial statement schedules:

Quarterly Data for 2005 and 2004

(3)

Exhibit No.

(from item 601 of

S—-K)

10.1

10.2

10.3

10.4

10.5

10.6

10.7

10.8

10.9

21

Description

Articles of Incorporation, as amended (incorporated by reference t
exhibits filed in the Registrant's Form 10-QSB for the quarter ende
September 30, 1997).

Bylaws, as amended (incorporated by reference to Registrant's Form 8-K
filed February 4, 2005).
Stock certificate (incorporated by reference to exhibits filed in th

Registrant's Registration Statement on Form S-2, filed September 11
1995, Commission File No. 33-96746).

1997 Stock Option Plan, as amended (incorporated by reference to exhibit
to Registrant's Form S-8 (File No. 333-118119)).

Leasefor site of Florence National Bank (incorporated by reference t
Registrant's Form 10-K for the year ended December 31, 1999).

Warehouse Credit and Security Agreement, dated October 5, 2004, Dbetwee
Community Resource Mortgage, Inc. and Branch Bank and Trust Compan
(incorporated by reference to Registrant's Form 10-K for the yea
ended December 31, 2004 (the "2004 Form 10-K")).

Guaranty, dated October 5, 2004, by Registrant of obligations of Communit
Resource Mortgage, Inc. to Branch Bank and Trust Compan
(incorporated by reference to the 2004 Form 10-K).

Indenture, dated as of March 1, 2004, Dbetween Registrant and Wells Farg
Bank, ©National Association (incorporated by reference to exhibit
filed with Registrant's Form 10-Q for the quarter ended March 31
2004 ("First Quarter 2004 Form 10-Q")).

Amended and Restated Declaration of Trust, dated March 10, 2004, among th
Trustees and Administrators named therein and SCB Capital Trust
(incorporated by reference to the First Quarter 2004 Form 10-0Q).

Guaranty Agreement, dated as of March 10, 2004, between Registrant an
Wells Fargo Bank, National Association (incorporated by reference t
the First Quarter 2004 Form 10-Q).

Form of Employment Agreement Dbetween the Corporation and Samuel L. Erwi
(incorporated by reference to the 2004 Form 10-K).

Form of Employment Agreement between the Corporation and each of Willia

W. Traynham and Michael A Wolfe (incorporated Dby reference to th
2004 Form 10-K) .
Subsidiaries of the registrant (incorporated by reference to the 2004 For
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10-K) .
23 Consent of J. W. Hunt and Company, LLP
31.1 Rule 13a-14(a) / 15d-14(a) Certifications of Chief Executive Officer
31.2 Rule 13a-14(a) / 15d-14(a) Certifications of Chief Financial Officer
32 18 U.S.C. Section 1350 Certifications

Signatures

Pursuant to the requirements
Exchange Act of 1934, the registrant has duly caused this report to be signed on
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its behalf by the undersigned, thereunto duly authorized.

By: s/ Samuel L. Erwin

Samuel L. Erwin
Chief Executive Officer

By s/ William W. Traynham, Jr.

William W. Traynham, Jr
Chief Financial Officer

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

DATED: March 30,

registrant and in the capacities and on the dates indicated.

Alvis J. Bynum, Director

s/ Martha Rose C. Carson

Martha Rose C. Carson, Director

s/ Anna O. Dantzler

Anna O. Dantzler, Director

s/ Thomas B. Edmunds

Thomas B. Edmunds, Director
s/ Samuel L. Erwin

Samuel L. Erwin, Director

s/ Charles E. Fienning

of Section 13 or 15(d) of the Securities

Date:

Date:

Date:

Date:

Date:

Date:

Date:

March

March

March

March

March

March

March
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Charles E. Fienning, Director

s/ J. M. Guthrie Date:
J. M. Guthrie, Director
s/ Richard L. Havekost Date:
gl;;;;é_ij_;;;;;;;;:_;irector
s/ John V. Nicholson, Jr. Date:
John V. Nicholson, Jr., Director
s/ Samuel F. Reid, Jr. Date:
Samuel F. Reid, Jr., Director
Date:
J. Otto Warren, Jr., Director
s/ Wm. Reynolds Williams, II Date:
im. Reynolds Williams, II, Director
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EXHIBIT INDEX
Exhibit No. Description
(from item 60 of
S—K)
3.1 Articles of Incorporation, as amended (incorporated by

September 30, 1997).

3.2 Bylaws, as amended (incorporated by reference to Registrant's

filed February 4, 2005).
4 Stock certificate (incorporated by reference

Registrant's Registration Statement on Form S-2,

1995, Commission File No. 33-96746).

10.1 1997 Stock Option Plan, as amended (incorporated by reference to exhibit
to Registrant's Form S-8 (File No. 333-118119)).

10.2 Leasefor site of Florence National Bank (incorporated by reference
Registrant's Form 10-K for the year ended December 31, 1999).

10.3 Warehouse Credit and Security Agreement, dated October 5, 2004, Dbetwee
Community Resource Mortgage, Inc. and Branch Bank and Trust Compan

(incorporated by reference to Registrant's
ended December 31, 2004 (the "2004 Form 10-K")).
10.4 Guaranty, dated October 5, 2004, by Registrant of obligations of Communit
Resource Mortgage, Inc. to Branch Bank
(incorporated by reference to the 2004 Form 10-K).
Registrant and Wells Farg
reference to exhibit
ended March 31

10.5 Indenture, dated as of March 1, 2004, between
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2004 ("First Quarter 2004 Form 10-Q")).

to exhibits
filed September 11

March

March

March

March

March

March

filed

Trust

96

27,

27,

27,

27,

27,

reference
exhibits filed in the Registrant's Form 10-QSB for the quarter ende

Form 8-K

in th

Form 10-K for the vyea

Compan



Edgar Filing: COMMUNITY BANKSHARES INC /SC/ - Form 10-K
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(incorporated by reference to the First Quarter 2004 Form 10-Q).

10.7 Guaranty Agreement, dated as of March 10, 2004, between Registrant an
Wells Fargo Bank, National Association (incorporated by reference t
the First Quarter 2004 Form 10-Q).
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(incorporated by reference to the 2004 Form 10-K).
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23 Consent of J. W. Hunt and Company, LLP
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31.2 Rule 13a-14(a) / 15d-14(a) Certifications of Chief Financial Officer

32 18 U.S.C. Section 1350 Certifications
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