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and loaned the money to another. The difference in the interest rates, or net mter:é"sﬁ**é
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margln provided the bank with a fair profit. That simple concept of bankmg ] Euﬁ :

assets and liabilities. They prefer to keep their lives simple by concentrating those pro

and services in one place. They expect that place to integrate those services and make them ~
work together. And they expect to deal with trusted financial professionals who can :
make it all happen seamlessly. The result is a business model that looks quite different from
a traditional bank. Sure, we're still a depository for money. But more important, we're a

depository of integrated financial solutions.




Dear Shareholders:

Middleburg Financial Corporation continued to grow in 2007 amid an increasingly
difficult economic environment. [ am pleased to report asset growth of 9.0% during
the ‘year, raising total consolidated assets to $841.4 million at December 31, 2007. Net
loans increased by 13.1% during the year, standing at $638.7 million at December 31.
Middleburg Bank continues to be a dominant financial institution in the region.

The company's continued healthy growth in 2007 was tempered by a decline in net
earnings for the year. Net income was $3.1 million or $0.67 per diluted share, a 61.8%
decrease from the $8.0 million or $1.90 per diluted share reported for 2006. The decline in
net incomne resulted in a comparative return on average assets for 2007 and 2006 of 0.38%
and 1.05% respectively. Return on average equity was 3.83% in 2007 and 12.25% in 2006.

GARY R. SHOOX, PRESIDENT AND JOSEPH L. BOLING,
CHAIRMAN OF THE BOARD & CEQ

Net earnings for the company were most significantly impacted by a non-cash impairment charge of $5.0 million related to its investment in
Southern Trust Mortgage (STM). The impairment charge resulted from an independent valuation of our investment in STM. It concluded that
the impairment charge with respect to the carrying value of STM was required under generally accepted accounting principles. The
impairment charge was recorded in the fourth quarter of 2007. Like others in the mortgage origination business, Southern Trust Mortgage
has heen adversely affected by the current real estate and mortgage environrnent. However, the independent valuation, while recommending
the impairment charge, also noted a number of financial and operational strengths of the company relative to its peer group. Those strengths
give us confidence in STM's prospects for long-term growth and profits.

Overall earnings were also impacted by the decline in net interest margin as experienced by most U.S. banks in 2007 and a decline in
non-interest income due primarily to reduced earnings from Southern Trust Mortgage.

The battle for deposits among various financial institutions continued in 2007. Total deposits, including brokered deposits, increased 3.2% to
$584.8 million at December 31, 2007, compared to $570.6 million at December 31, 2006. Total retail deposits, which excludes brokered
deposits, increased 0.7% from $545.5 million at December 31, 2006 to $549.3 million at yearend 2007. The unprecedented growth in deposits
experienced in recent years within our primary markets continued to slow in 2007 while more financial institutions entered the market.
Middleburg Bank will continue to compete aggressively for deposits with innovative products and services in 2008 in order to maintain our
position as a market leader.

Middleburg Investment Group, the consolidating brand for the company's wealth management operations, continued to expand its business.
Total consolidated assets under administration of Middleburg Trust Company and Middleburg Investment Advisors continued to exceed
$1 Dbillion at December 31, 2007. Middleburg Investment Group will continue to play a significant role in Middleburg Financial
Corporation's strategy to increase non-interest income. Therefore, wealth management will be a primary focus of the company as we work
to bring the complete financial experience together for our clients.

A key component of producing the complete financial experience for our clients is our strategy of placing Middleburg Financial Centers
throughout our markets. In 2007, we opened our newest Center in Marshall to serve that community’s financial needs. Early this year, we
relo:ated our Ashburn Financial Center and expanded it. During 2008, we will also expand and move our Fort Evans Center and begin
construction on our first office in Sterling. We continue to seek opportunities in the region that will allow us to profitably expand our client
base through integrated financial services.

We would be less than candid if we didn’t note our disappointment in cur results for 2007. However, we are not discouraged. To the contrary,
we have taken this opportunity to review all of our operations for efficiencies and opportunities. We have been extremely conservative in our
reserves for loan losses. And we have focused on reducing expenses that don't affect the quality of service to our clients. As we start 2008 with
a clean slate, we are prepared to do well in what many see as a challenging environment.

Midldleburg Financial Corporation has always been privileged to have a Board of Directors that provides invaluable direction and advice. At
the end of 2007 one of our most valuable Board members, Edward T. Wright, retired after more than 50 years of service to the company, and
James R. Treptow joined the board. The management team greatly appreciates the Board's direction and guidance as we have taken the
necessary steps to build a dedicated and skilled staff of financial professionals who know their clients, their markets and their products. Those
strengths position us better than any other financial institution in our markets to take our business to the next level while delivering a good
return for our shareholders. We look forward to a successful 2008.

Cordially,

IR0 oAbt
Joseph L. Boling Gary R.. Shook

Chairman of the Board & CEQ President



Years Ended December 31,
2007 2006 2005 2004 2003
(In thousands, except ratios and per share amounts)

Balance Sheet Data:
Assets (1) $841,400 $772,305 $739,911 $606,121 $500,404
Loans, net 638,692 564,750 520,511 345,406 258,112
Securities 129,142 135,435 149,501 174,388 194,581
Deposits 588,769 570,599 551,432 424 879 369,986
Shareholders’ equity 77,904 77.898 53,746 51,562 47,327
Average shares outstanding, basic (2) 4,506 4,132 3,803 3,804 3,770
Average shares outstanding, diluted (2) 4 578 4,223 3,906 3,920 3,867
Income Statement Data:
Interest income $49,628 $45,398 $36,212 $26,667 $24,780
Interest expense 22,441 18,487 11,596 6,033 5,576
Net mterest income 27,187 26,911 24,616 20,634 19,204
Prowvision for loan losses 1,786 499 1,744 796 575
Net interest mcome
after provision for loan losses 25,401 26,412 22,872 19,838 18,629
Noninterest income 7,702 8,115 9,021 8,504 9,021
Noninterest expense 29,455 23,210 21,920 18,559 16,887
Income before income taxes 3,648 11,317 9,973 9,873 11,663
Net ncome 3,064 8,018 7,174 7,002 8,219

Per Share Data:®

Net income, basic $0.63 $1.94 $1.89 $1.86 $2.18
Net income, diluted 0.67 1.90 1.84 1.81 213
Cash dividends 0.76 0.76 0.76 0.76 0.69
Book value at period end 17.21 17.29 14.05 13.54 12.44
Tangible book value at period end 16.06 16.06 12,50 11.90 10.72
Asset Quality Ratios:

Non-performing loans

to pertod end loans 1.03% 0.00% 0.02% 0.00% 0.14%
Non-performing loans to total assets 0.79% 0.00% 0.00% 0.00% 0.07%
Net charge-offs {recoveries)

to average loans 0.04% 0.01% 0.00% (0.01%) 0.11%
Allowance for loan losses to loans

outstanding at end of pertod 1.10% 0.98% 0.98% 0.98% 1.00%

Selected Ratios:

Return on average assets 0.38% 1.05% 1.05% 1.29% 1.78%
Return on average equity 3.83% 12.25% 13.65% 14.31% 18.27%
Dividend payout 111.76% 39.41% 40.21% 40.76% 31.69%
Efficiency (3) 81.25% 63.85% 63.32% 61.92% 57.00%
Net interest margin (4) 377% 3.97% 4.11% 4.29% 4.75%
Equity to assets 9.26% 10.09% 7.23% 8.51% 9.30%
Tier 1 risk-based capital 11.55% 12.79% 11.10% 14.20% 14.40%
Total nsk-based capital 12.59% 13.70% 12.00% 15.10% 15.60%
Leverage 9.44% 10.26% 8.70% 10.20% 11.30%

(1) Adjusted to reflect the application of FASB Interpretation No. 46R. The common equity portion of the Trust Preferred entities
has been deconsolidated and is included in Assets for all years reported.

(2) Adjusted for the two-for-one stock split effective October 17, 2003.

(3) Computed by dividing noninterest expense by the sum of net interest income on a tax equivalent basis and noninterest income,
net of securities gains or losses.

{4) Net interest margin is calculated by dividing tax equivalent net interest income by total average earning assets.




Financial planning is no longer the exclusive domain of affluent households in America. The average family today finds itself
awash in financial decisions and products, often accompanied by large price tags, complex terminology, and risks. They are
frequently confronted with a number of advisors and sales people vying for their business and attention. Few of those advisors
or sales people look at the overall financial situation of their clients. The result is a myriad of products and services competing
for limited funds and even working in opposition. The cost in money and time and worry can be substantial. The solution is to
bring the complete financial experience together in one place.

THE COMPLETE FINANCIAL EXPERIENCE COMES TOGETHER

Several years ago, Middleburg Financial Corporation began to plan for serving the needs of a client base that would require more
than basic banking services. We knew that in order to serve client needs and thrive as a company
we would have to build an infrastructure unlike any in the region. We began by expanding .-
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our products and services based on what our clients told us they needed. We acquired

two wealth management companies that became Middleburg Investment Advisors and -

Middleburg Trust Company. We entered the home mortgage business and acquired
an. interest in Southern Trust Mortgage. We began to market stocks and bonds and
insurance products. More products followed including cash management services,
electronic banking, equity lines and loans, and many others. Today, Middleburg Financial
Corporation and its affiliate companies offer an extensive list of products and services to
meet the needs of an increasingly diverse client base. Equally important we offer them all at one
place and coordinated by skilled financial professionals.




Like financial planning, private banking 1s no longer the exclusive domain of the aitluent. | he average household needs a
person who can be the focal point of their financial management. Of course, it is neither necessary nor practical to expect an
individual to be expert in every financial service that might be required by each client. That’s why our personal bankers
at Middleburg Bank are trained to select the optimal combination of skilled advisors for each client from all the financial
disciplines, from banking to investments to mortgages. Clients have the advantage of several trained professionals, all
coordinated by one person who knows them and their individual needs. The result is savings in both time and money and the
peace of mind that comes with having a financial plan that works today and in the future.

IT'S NOT A BANK. IT'S A FINANCIAL CENTER

Qur new Financial Centers look different than a typical bank branch because they are different. In many of our offices, you
won't see a lineup of tellers poised to accept deposits and cash checks.You will find a unique environment that is
designed to serve basic banking needs efficiently and one that will also meet most other financial needs in a respectful,
professional surrounding. Of course, routine banking occurs thousands of times each day at all of our offices. But many
of our clients now make appointments and meet in one of our conveniently located Northern Virginia Financial

Centers so that the appropriate advisors are there to help.

Ashburn Financial Center




Everyone’s financial needs are different. That's why Middleburg Bank never

uses a “‘cookie cutter” approach to designing a client’s financial plan. With client
participation (and often their accountant’s too), we assemble a total financial summary of
each client’s current situation. We evaluate their needs based on their plans, not ours. And we
su:-vey the complete menu of products that we offer to determine which are needed and when. Middleburg Bank and its affiliate
companies offer an extensive list of products and services. Obviously nobody needs them all. But from a selection of that magnitude,

cliznts can be assured of finding everything they need.

PURPOSEFUL INTEGRATION OF FINANCIAL SERVICES

Financial plans don't just happen. They require a partnership between a client and a trusted advisor who can make unbiased
recommendations without regard to any financial self-interest or corporate pressure. That’s why it makes so much sense to work
wih a Middleburg Bank financial planner to bring a complete financial plan together. Our primary focus is to produce a plan that
wi.l serve clients well now and over the long term regardless of what that mix turns out to be. By having an overall view of each

cliznt's finances, we can do the best job of integrating the products and services required to achieve individual financial goals.
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In today’s hectic world, many people feel like their finances are out of control. Or that there is no coordinated plan to what

they are doing. Fortunately, many are discovering the great peace of mind that comes with knowing and understanding their
current financial situation and setting financial goals for the years ahead. Middleburg Financial Corporation has built the

infrastructure, the products and the staffing required to bring our clients that peace of mind. And we can deliver it now.
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PART 1

[TEM I. BUSINESS
General

Middleburg Financial Corporation (the “Company”) is a bank holding company that was incorporated

,under Virginia law in 1993. The Company conducts its primary operations through two wholly owned

subsidiaries, Middleburg Bank (the “Bank”) and Middleburg Investment Group, Inc., both of which are

chartered under Virginia law. The Company has one other wholly owned subsidiary, MFC Capital Trust II,

which is a Delaware Business Trust that the Company formed in connection with the issuance of trust preferred
debt in December 2003.

Middleburg Bank

The Bank opened for business on July I, 1924 and has continuously offered banking products and
services to surrounding communities since that date. The Bank has seven full service facilities and two limited
service facilities., The main office is located at 111 West Washington Street, Middleburg, Virginia 20117. The
Bank has two full service facilities and one limited service facility in Leesburg, Virginia. Other full service
facilities are located in Ashburn, Purcellville, Reston and Warrenton, Virginia. The Bank has a limited service
facility located in Marshall, Virginia. In January 2008, the Bank relocated its Financial Service Center within
the community of Ashburn.

The Bank serves the Virginia counties of Loudoun, Fairfax and Fauquier. Loudoun County is in
northwestern Virginia and included in the Washington-Baltimore metropolitan statistical area. According to the
Loudoun County Department of Economic Development, the county’s population was approximately 279,000 as
of January 1, 2008, with nearly one-half of the population located in the Company’s markets. The local
economy is driven by service industries, including but not limited to, professional and technical services
requiring a high skill level, federal, state and local government, construction and retail trade. Fairfax County is
in northern Virginia and is included in the Washington-Baltimore metropolitan statistical area. According to the
latest data on Fairfax County’s Web Site, the county’s population was approximately 1,077,920 as of January 1,
2008. The local economy is driven by service industries and federal, state and local governments. Fauquier
County is in northern Virginia and is included in the Washington-Baltimore metropolitan statistical area.
Fauquier County’s population was approximately 64,600, according to the latest data published as of September
1, 2007. The local economy is driven by service industries and agriculture.

The Bank has one wholly owned subsidiary, Middleburg Bank Service Corporation. Middleburg Bank
Service Corporation is a partner in a limited liability company, Bankers Title Shenandoah, LLC, which sells title
insurance through its members. Middleburg Bank Service Corporation has also invested in two other limited
liability companies, Virginia Bankers Insurance Center, LLC and Bankers Investment Group, LLC. Virginia
Bankers Insurance Center, LLC acts as a broker for insurance sales for its member banks and Bankers
Investment Group acts as a broker dealer for sales of investment products to clients of its member banks.

The Bank owns 42.3% of the issued and outstanding membership interest units of Southern Trust
Mortgage, LLC. The Bank acquired the membership interest units in equal proportion from the six members of
Southern Trust Mortgage, all of who own, in the aggregate, the remaining issued and outstanding units of
Southern Trust Mortgage. Southern Trust Mortgage is a regional mortgage lender headquartered in Norfolk,
Virginia and has offices in Virginia, Maryland, North Carolina and South Carolina.

Middleburg Investment Group

Middleburg Investment Group is a non-bank holding company that was formed in the fourth quarter of
2005. In December 2005, the Company transferred its investments in Tredegar Trust Company and Gilkison
Patterson Investment Advisors, Inc. to Middleburg Investment Group. As part of the transfer, the names of both
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subsidiary companies were changed. Tredegar Trust Company became Middleburg Trust Company, and
Gilkison Patterson Investment Advisors, Inc. became Middleburg Investment Advisors, Inc. Both subsidiaries
are wholily owned by Middleburg Investment Group.

Middleburg Trust Company is chartered under Virginia law and opened for business in January 1994.
Its main office is located at 821 East Main Street, Richmond, Virginia, 23219. Middleburg Trust Company
serves primarily the greater Richmond area including the counties of Henrico, Chesterfield, Hanover, Goochland
and Powhatan. Richmond is the capital of the Commonwealth of Virginia, and the greater Richmond area had
an estimated population in excess of 1.1 million in 2007 based on the 2000 U.S. Census. Middleburg Trust
Company also serves the counties of Fairfax, Fauquier and Loudoun with staff located within several of the
Bank’s facilities.

Middleburg Investment Advisors, Inc. is an investment advisor registered with the Securities and
Exchange Commission (the “SEC”). Its main office is located at 1901 North Beauregard Street, Alexandria,
Virginia, 22311. Middieburg Investment Advisors primarily serves the District of Columbia metropolitan area
including contingent markets in Virginia and Maryland but also has clients in 24 other states.

Products and Services

The Company, through its subsidiaries, offers a wide range of banking, fiduciary and investment
management setvices to both individuals and small businesses. The banking services include various types of
checking and savings deposit accounts, and the making of business, real estate, development, mortgage, home
equity, automobile and other installment, demand and term loans. Also, the Bank offers ATMs at eight facilities
and at two offsite locations, internet banking, travelers’ checks, money orders, safe deposit rentals, collections,
notary public, wire services and other traditional bank services to its customers. Middleburg Trust Company
provides a variety of investment management and fiduciary services including trust and estate settlement.
Middleburg Trust Company can also serve as escrow agent, attorney-in-fact, and guardian of property or trustee
of an IRA. Middleburg Investment Advisors provides fee based investment management services for its clients.

Employees

As of December 31, 2007, the Company had a total of 176 full time equivalent employees. The
Company considers relations with its employees to be excellent. The Company’s employees are not represented
by a collective bargaining unit.

SEC Filings

The Company maintains an internet website ai www.middleburgbank.com. Shareholders of the
Company and the public may access the Company’s periodic and current reports (including annual reports on
Form 10-K, quarterly reports on Form 10-Q and current reports on Form 8-K, and any amendments to those
reports) filed with or furnished to the SEC pursuant to Section 13(a) or 15(d) of the Securities Exchange Act of
1934, as amended, through the “Shareholder Relations” section of the Company’s website. The reports are made
available on this website as soon as practicable following the filing of the reports with the SEC. The information
is free of charge and may be reviewed, downloaded and printed from the website at any time.

Segment Reporting

The Company operates in a decentralized fashion in two principal business activities: banking services;
and trust and investment advisory services. Revenue from banking activities consists primarily of interest
earmned on loans and investment securities and service charges on deposit accounts. Through the Bank’s 42.3%
investment in Southern Trust Mortgage, the Company also recognizes its share of the net income from the
Southern Trust Mortgage investment in the other income section of the Bank’s income statement.




Revenues from trust and investment advisory activities are comprised mostly of fees based upon the
market value of the accounts under administration. The trust and investment advisory services are conducted by
the two subsidiaries of Middleburg Investment Group; Middleburg Trust Company and Middleburg Investment
Advisors,

The banking segment has assets in custody with Middleburg Trust Company and accordingly pays
Middleburg Trust Company a monthly fee. The banking segment also pays interest to both Middleburg Trust
Company and Middleburg Investment Advisors on deposit accounts each company has at the Bank. Middleburg
Investment Advisors pays the Company a management fee each month for accounting and other services
provided. Transactions related to these relationships are eliminated to reach consolidated totals.

The following tables present segment information for the years ended December 31, 2007, 2006 and

2005.
2007
Trust and Investment Intercompany

Banking Advisory Fees Eliminations Consolidated
Revenues: (In Thousands)
Interest income $ 49,599 $ 58 $ 29 $ 49,628
Trust and investment advisory fee income -~ 4.444 (89 4355
Other income 3,388 - 41) 3,347
Total operating income 52.987 4.502 {159} 57.330
Expenses:
Interest expense 22,470 -- 29) 22,441
Salaries and employee benefits 11,289 2,268 -- 13,557
Provision for loan losses 1,786 - -- 1,786
Other 14,557 1,471 (130) 15,898
Total operating expenses 50,102 3.739 (159 53.682
Income before income taxes 2,885 763 - 3,648
Provision for income taxes 251 333 -- 584
Net income 3 2.634 $ 430 3 -- 5 3.064
Total assets $ 836,899 3 6,900 (239 $ 841,400
Capital expenditures 3 3,734 L 35 $ -- 3 3,769

2006
Trust and Investment Intercompany

Banking Advisory Fees Eliminations Consolidated
Revenues: (In Thousands)
Interest income $ 45,368 3 62 $ 32) 3 45,398
Trust and investment advisory fee income - 4,200 (95) 4,114
Other income 4,041 1 (41) 4,001
Total operating income 49.409 4.272 (168) 53.513
Expenses:
Interest expense 18,519 -- (32) 18,487
Salaries and employee benefits 11,407 2,283 - 13,690
Provision for loan losses 499 -- - 499
Other 8,202 1,454 (136) 9,520
Total operating expenses 38.627 3.737 (168) 42.196
Income before income taxes 10,782 535 -- 11,317
Provision for income taxes 3,045 254 - 3,299
Net income $ 7.737 3 281 3 - $ 8.018
Total assets $ 767,185 3 7,147 5 (2,027 $ 772,305
Capital expenditures 3 909 5 49 $ -- 3 958




2005
Trust and Investment Intercompany

Banking Advisory Fees Eliminations Consolidated

Revenues: (In Thousands)

Interest income $ 36,193 $ 47 $ 28 § 36,212
Trust and investment advisory fee income - 4,045 {105) 3,940
Other income 5,127 (5) (41) 5,081
Total operating income 41.320 4.087 (174) 45.233
Expenses:

I[nterest expense 11,624 -~ (28) 11,596
Salaries and employee benefits 11,199 2,041 - 13,240
Provision for loan losses 1,744 - . 1,744
Other 7,564 1,262 (146) 8,680
Total operating exoenses 32,131 3.303 (174 35.260
Income before income taxes 9,189 784 - 9,973
Provision for income taxes 2,458 341 - 2,799
Net income % 6.731 3 443 $ -- 3 7.174
Total assets $ 733734 $ 7,557 $  (L.380) 5 739911
Capital expenditures 3 3,682 $ 3 3 - $ 3,685

Competition

The Company faces significant competition for both loans and deposits. Competition for loans comes
from commercial banks, savings and loan associations and savings banks, mortgage banking subsidiaries of
regional commercial banks, subsidiaries of national mortgage bankers, insurance companies, and other
institutional lenders. Its most direct competition for deposits has historically come from commercial banks,
credit unions, savings banks, savings and loan associations and other financial institutions. Based upon total
deposits at June 30, 2007 as reported to the Federal Deposit Insurance Corporation (the “FDIC™), the Company
has the second largest share of deposits with 16.2% market share among the banking organizations operating in
Loudoun County, Virginia. The Company’s Reston location, as of the latest FDIC report, is 0.02% of the $34.2
billion in deposits in the Fairfax County market. The Company’s Warrenton location, as of the latest FDIC
report, is 3.1% of the $1.2 billion in deposits in the Fauquier County market. The Company also faces
competition for deposits from short-term money market mutual funds and other corporate and government
securities funds.

Middleburg Trust Company competes for clients and accounts with banks, other financial institutions
and money managers. Even though many of these institutions have been engaged in the trust or investment
management business for a considerably longer period of time than Middleburg Trust Company and have
significantly greater resources, Middieburg Trust Company has grown through its commitment to quality trust
and investment management services and a local community approach to business.

Middleburg Investment Advisors competes for its clients and accounts with other money managers and
investment brokerage firms. Like the rest of the Company, Middleburg Investment Advisors is dedicated to
quality service and high investment performance for its clients. Middleburg Investment Advisors has
successfully operated in its markets for 26 years.

Lending Activities
Credit Policies

The principal risk associated with each of the categories of loans in the Bank’s portfolio is the
creditworthiness of its borrowers. Within each category, such risk is increased or decreased, depending on
prevailing economic conditions. In an effort to manage the risk, the Bank’s loan policy gives loan amount
approval limits to individual loan officers based on their position and level of experience. The risk associated
with real estate mortgage loans, commercial and consumer loans varies, based on market employment levels,
consumer confidence, fluctuations in the value of real estate and other conditions that affect the ability of




borrowers to repay indebtedness. The risk associated with real estate construction loans varies, based on the
supply and demand for the type of real estate under construction,

The Bank has written policies and procedures to help manage credit risk. The Bank utilizes an outside
third party loan review process that includes regular portfolio reviews to establish loss exposure and to ascertain
compliance with the Bank’s loan policy.

The Bank has three levels of lending authority. Individual loan officers are the first level and are
limited to their lending authority. The second level is the Officers Loan Committee, which is composed of four
officers of the Bank, including the Chairman and Chief Executive Officer, the President and the Senior Lending
Officer. The Officers Loan Committee approves loans that exceed the individual loan officers’ lending
authority and reviews loans to be presented to the Directors Loan Committee. The Directors Loan Committee is
composed of six Directors, of which five are independent Directors. The Directors Loan Committee approves
new, modified and renewed credits that exceed Officer Loan Committee authorities. The Chairman of the
Directors Loan Committee is the Chairman and Chief Executive Officer of the Bank. A quorum is reached
when four committee members are present, of which at least three must be independent Directors. An
application requires four votes to receive approval by this committee. In addition, the Directors Loan
Committee reports all new loans reviewed and approved to the Bank’s Board of Directors monthly. Monthly
reports shared with the Directors Loan Committee include names and monetary amounts of all new credits in
excess of $12,500 or which had been extended; a watch list including names, monetary amounts, risk rating and
payment status; non accruals and charge offs as recommended and a list of overdrafts in excess of $1,500 and
which have been overdrawn more than four days. The Directors Loan Committee also reviews lending policies
proposed by management.

In the normal course of business, the Bank makes various commitments and incurs certain contingent
liabilities which are disclosed but not reflected in its annual financial statements including commitments to
extend credit. At December 31, 2007, commitments to extend credit totaled $97.4 million.

Construction Lending

The Bank makes local construction loans, primarily residential, and land acquisition and development
loans. The construction loans are primarily secured by residential houses under construction and the underlying
land for which the loan was obtained. At December 31, 2007, construction, land and land development loans
outstanding were $96.6 million, or 15.0%, of total loans. Approximately 87.0% of these loans are concentrated
in the Loudoun, Fairfax and Fauquier County, Virginia markets. The average life of a construction loan is
approximately 12 months and it reprices monthly to meet the market, typically the prime interest rate plus one
percent. Because the interest rate charged on these loans floats with the market, the construction loans help the
Company in managing its interest rate risk. Construction lending entails significant additional risks, compared
with residential mortgage lending. Construction loans often involve larger loan balances concentrated with
single borrowers or groups of related borrowers. Another risk involved in construction lending is attributable to
the fact that loan funds are advanced upon the security of the land or home under construction, which value is
estimated prior to the completion of construction. Thus, it is more difficult to evaluate accurately the total loan
funds required to complete a project and related loan-to-value ratios. To mitigate the risks associated with
construction lending, the Bank generally limits loan amounts to 75% to 85% of appraised value, in addition to
analyzing the creditworthiness of its borrowers. The Bank also obtains a first lien on the property as security for
its construction loans and typically requires personal guarantees from the borrowing entity’s principal owners.

Commercial Business Loans

Commercial business loans generally have a higher degree of risk than residential mortgage loans, but
have higher yields. To manage these risks, the Bank generally obtains appropriate collateral and personal
guarantees from the borrowing entity’s principal owners and monitors the financial condition of its business
borrowers. Residential mortgage loans generally are made on the basis of the borrower’s ability to make
repayment from his employment and other income and are secured by real estate whose value tends to be readily
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ascertainable. In contrast, commercial business loans typically are made on the basis of the borrower’s ability to
make repayment from cash flow from its business and are secured by business assets, such as commercial real
estate, accounts receivable, equipment and inventory. As a result, the availability of funds for the repayment of
commercial business loans is substantially dependent on the success of the business itself. Furthermore, the
collateral for commercial business loans may depreciate over time and generally cannot be appraised with as
much precision as residential real estate. The Bank has an outside third party loan review and monitoring
process to regularly assess the repayment ability of commercial borrowers. At December 31, 2007, commercial
loans totaled $46.5 million, or 7.2% of total loans.

Commercial Real Estate Lending

Commercial real estate loans are secured by various types of commercial real estate in the Bank’s
market area, including multi-family residential buildings, commercial buildings and offices, small shopping
centers and churches, At December 31, 2007, commercial real estate loans aggregated $228.2 million, or
35.4%, of the Bank’s total loans.

In its underwriting of commercial real estate, the Bank may lend, under internal policy, up to 80% of the
secured property’s appraised value. Commercial real estate lending entails significant additional risk, compared
with residential mortgage lending. Commercial real estate loans typically involve larger loan balances
concentrated with single borrowers or groups of related borrowers. Additionally, the payment experience on
loans secured by income producing properties is typically dependent on the successful operation of a business or
a real estate project and thus may be subject, to a greater extent, to adverse conditions in the real estate market
or in the economy generally. The Bank’s commercial real estate loan underwriting criteria require an
examination of debt service coverage ratios and the borrower’s creditworthiness, prior credit history and
reputation. The Bank also evaluates the location of the security property and typically requires personal
guarantees or endorsements of the borrowing entity’s principal owners.

One-to-Four-Family Residential Real Estate Lending

Residential lending activity may be generated by the Bank’s loan originator solicitation, referrals by real
estate professionals, existing or new bank clients and purchases of whole loans from Southern Trust Mortgage.
Loan applications are taken by a Bank loan officer. As part of the application process, information is gathered
concerning income, employment and credit history of the applicant. Loans are underwritten using the Bank’s
underwriting guidelines. Security for the majority of the Bank’s residential lending is in the form of owner
occupied one-to-four-family dwellings. The valuation of residential collateral is provided by independent fee
appraisers who have been approved by the Bank’s Board of Directors.

The Bank also originates a non-conforming adjustable rate product (“ARM™) with a higher entry level
rate and margin than that of the conforming adjustable rate products. This non-conforming loan provides yet
another outlet for loans not meeting secondary market guidelines. The Bank keeps these loans in its loan
portfolio. Interest rates on ARM products offered by the Bank are tied to fixed rates issued by the Federal
Home Loan Bank of Atlanta plus a spread. The Bank’s ARM products contain interest rate caps at adjustment
periods and rate ceilings based on a cap over and above the original interest rate.

At December 31, 2007, $250.9 million, or 38.9%, of the Bank’s loan portfolio consisted of one-to four-
family residential real estate loans and home equity lines. Of the $250.9 million, $161.5 million were fixed rate
mortgages while the remaining $89.4 million were adjustable rate mortgages. The fixed rate loans are typically
3, 5, 7 or 10 year balloon loans amortized over a 30 year period. The Bank has about $75.5 million in fixed rate
loans that have maturities of 15 years or greater. Approximately $51.8 million of fixed rate loans have
maturities of 5 years or less.

In connection with residential real estate loans, the Bank requires title insurance, hazard insurance and if
required, flood insurance. Flood determination letters with life of loan tracking are obtained on all federally
related transactions with improvements serving as security for the transaction.
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Consumer Lending

The Bank offers various secured and unsecured consumer loans, including unsecured personal loans and
lines of credit, automobile loans, deposit account loans, installment and demand loans and home equity lines of
credit and loans. At December 31, 2007, the Bank had consumer loans of $20.2 million or 3.1% of gross loans.
Such loans are generally made to customers with whom the Bank has a pre-existing relationship. The Bank
currently originates all of its consumer loans in its geographic market area. Most of the consumer loans are tied
to the prime lending rate and reprice monthly.

Consumer loans may entail greater risk than residential mortgage loans, particularly in the case of
consumer loans which are unsecured, such as lines of credit, or secured by rapidly depreciable assets such as
automobiles. In such cases, any repossessed collateral for a defaulted consumer loan may not provide an
adequate source of repayment of the outstanding loan balance as a result of the greater likelihood of damage,
loss or depreciation. The remaining deficiency often does not warrant further substantial collection efforts
against the borrower. In addition, consumer loan collections are dependent on the borrower’s continuing
financial stability, and thus are more likely to be adversely affected by job loss, divorce, illness or personal
bankruptcy. Furthermore, the application of various federal and state laws, including federal and state
bankruptcy and insolvency laws, may limit the amount which can be recovered on such loans. Such loans may
also give rise to claims and defenses by a consumer borrower against an assignee of collateral securing the loan
such as the Bank, and a borrower may be able to assert against such assignee claims and defenses which it has
against the seller of the underlying collateral. Consumer loan delinquencies often increase over time as the
loans age.

The underwriting standards employed by the Bank for consumer loans include a determination of the
applicant’s payment history on other debts and an assessment of ability to meet existing obligations and
payments on the proposed loan. The stability of the applicant’s monthly income may be determined by
verification of gross monthly income from primary employment, and additionally from any verifiable secondary
income. Although creditworthiness of the applicant is of primary consideration, the underwriting process also
includes an analysis of the value of the security in relation to the proposed loan amount.

Supervision and Regulation
General

As a bank holding company, the Company is subject to regulation under the Bank Holding Company
Act of 1956, as amended, and the examination and reporting requirements of the Board of Governors of the
Federal Reserve System. As a state-chartered commercial bank, the Bank is subject to regulation, supervision
and examination by the Virginia State Corporation Commission’s Bureau of Financial Institutions. It is also
subject to regulation, supervision and examination by the Federal Reserve Board. Other federal and state laws,
including various consumer and compliance laws, govern the activities of the Bank, the investments that it
makes and the aggregate amount of loans that it may grant to one borrower.

The following description summarizes the significant federal and state laws applicable to the Company
and its subsidiaries. To the extent that statutory or regulatory provisions are described, the description is
qualified in its entirety by reference to that particular statutory or regulatory provision.

The Bank Holding Company Act

Under the Bank Holding Company Act, the Company is subject to periodic examination by the Federal

Reserve and required to file periodic reports regarding its operations and any additional information that the

Federal Reserve may require. Activities at the bank holding company level are limited to:

* banking, managing or controlling banks;
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¢ furnishing services to or performing services {or its subsidiaries; and
¢ engaging in other activities that the Federal Reserve has determined by regulation or order to be
so closely related to banking as to be a proper incident to these activities.

Some of the activities that the Federal Reserve Board has determined by regulation to be proper
incidents to the business of a bank holding company include making or servicing loans and specific types of
leases, performing specific data processing services and acting in some circumstances as a fiduciary or
investment or financial adviser.

With some limited exceptions, the Bank Holding Company Act requires every bank holding company to
obtain the prior approval of the Federal Reserve before:

e acquiring substantially all the assets of any bank;
acquiring direct or indirect ownership or control of any voting shares of any bank if after such
acquisition it would own or control more than 5% of the voting shares of such bank (unless it
already owns or controls the majority of such shares); or

s merging or consolidating with another bank holding company.

In addition, and subject to some exceptions, the Bank Holding Company Act and the Change in Bank
Control Act, together with their regulations, require Federal Reserve approval prior to any person or company
acquiring “control” of a bank holding company. Control is conclusively presumed to exist if an individual or
company acquires 25% or more of any class of voting securities of the bank holding company. Control is
rebuttably presumed to exist if a person acquires 10% or more, but less than 25%, of any class of voting
securities and either has registered securities under Section 12 of the Securities Exchange Act of 1934 (the
“Exchange Act”) or no other person owns a greater percentage of that class of voting securities immediately
after the transaction. The regulations provide a procedure for challenging this rebuttable control presumption.

In November 1999, Congress enacted the Gramm-lLeach-Bliley Act (the “GLBA™), which made
substantial revisions to the statutory restrictions separating banking activities from other financial activities.
Under the GLBA, bank holding companies that are well-capitalized and well-managed and meet other
conditions can elect to become “financial holding companies.” As financial holding companies, they and their
subsidiaries are permitted to acquire or engage in previously impermissible activities such as insurance
underwriting, securities underwriting and distribution, travel agency activities, insurance agency activities,
merchant banking and other activities that the Federal Reserve determines to be financial in nature or
complementary to these activities. Financial holding companies continue to be subject 1o the overall oversight
and supervision of the Federal Reserve, but the GLBA applies the concept of functional regulation to the
activities conducted by subsidiaries. For example, insurance activities would be subject to supervision and
regulation by state insurance authorities. Although the Company has not elected to become a financial holding
company in order to exercise the broader activity powers provided by the GLBA, the Company will likely elect
do so in the future.

Payment of Dividends

The Company is a legal entity separate and distinct from its banking and non-banking subsidiaries. The
majority of the Company’s revenues are from dividends paid to the Company by its subsidiaries. The Bank is
subject to laws and regulations that limit the amount of dividends it can pay. In addition, both the Company and
the Bank are subject to various regulatory restrictions relating to the payment of dividends, including
requirements to maintain capital at or above regulatory minirnums. Banking regulators have indicated that
banking organizations should generally pay dividends only if the organization’s net income available to
common shareholders over the past year has been sufficient to fully fund the dividends and the prospective rate
of earnings retention appears consistent with the organization’s capital needs, asset quality and overall financial
condition. The Company does not expect that any of these laws, regulations or policies will materially affect the
ability of the Bank to pay dividends. During the year ended December 31, 2007, the Bank paid $3.3 million in
dividends to the Company and the non-banking subsidiaries paid $837,000 to the Company.
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The FDIC has the general authority to limit the dividends paid by insured banks if the payment is
deemed an unsafe and unsound practice. The FDIC has indicated that paying dividends that deplete a bank’s
capital base to an inadequate level would be an unsound and unsafe banking practice.

Insurance of Accounts, Assessments and Regulation by the FDIC

The deposits of the Bank are insured by the FDIC up to the limits set forth under applicable law. The
deposiis of the Bank subsidiary are subject to the deposit insurance assessments of the Deposit Insurance Fund
(“DIF”) of the FDIC.

The FDIC has implemented a risk-based deposit insurance assessment system under which the
assessment rate for an insured institution may vary according to regulatory capital levels of the institution and
other factors, including supervisory evaluations. For example, depository institutions insured by the DIF that
are “well capitalized” and that present few or no supervisory concemns are required to pay a minimum
assessment of between .05% and .07% of assessable deposits annually for deposit insurance, while all other
banks are required to pay premiums ranging from .10% to .43% of assessable deposits. These rate schedules are
subject to future adjustments by the FDIC. In addition, the FDIC has authority to impose special assessments
from time to time.

The FDIC is authorized to prohibit any DIF-insured institution from engaging in any activity that the
FDIC determines by regulation or order to pose a serious threat to the respective insurance fund. Also, the
FDIC may initiate enforcement actions against banks, after first giving the institution’s primary regulatory
authority an opportunity to take such action. The FDIC may terminate the deposit insurance of any depository
institution if it determines, after a hearing, that the institution has engaged or is engaging in unsafe or unsound
practices, is in an unsafe or unsound condition to continue operations, or has violated any applicable law,
regulation, order or any condition imposed in writing by the FDIC. It also may suspend deposit insurance
temporarily during the hearing process for the permanent termination of insurance, if the institution has no
tangible capital. If deposit insurance is terminated, the deposits at the institution at the time of termination, less
subsequent withdrawals, shall continue to be insured for a period from six months to two years, as determined
by the FDIC. The Company is not aware of any existing circumstances that could result in termination of any of
the Bank’s deposit insurance.

Capital Requirements

The Federal Reserve Board has issued risk-based and leverage capital guidelines applicable to banking
organizations that it supervises. Under the risk-based capital requirements, the Company and the Bank are each
generally required to maintain a minimum ratio of total capital to risk-weighted assets (including certain off-
balance sheet activities, such as standby letters of credit) of 8%. At least half of the total capital must be
composed of “Tier 1 Capital,” which is defined as common equity, retained earnings and qualifying perpetual
preferred stock, less certain intangibles. The remainder may consist of “Tier 2 Capital,” which is defined as
specific subordinated debt, some hybrid capital instruments and other qualifying preferred stock and a limited
amount of the loan loss allowance. In addition, each of the federal banking regulatory agencies has established
minimum leverage capital requirements for banking organizations. Under these requirements, banking
organizations must maintain a minimum ratio of Tier 1 capital to adjusted average quarterly assets equal to 4%,
subject to federal bank regulatory evaluation of an organization’s overall safety and soundness. In sum, the
capital measures used by the federal banking regulators are:

» the Total Capital ratio, which is the total of Tier | Capital and Tier 2 Capital;
e the Tier 1 Capital ratio; and

¢ the leverage ratio.




Under these regulations, a bank will be:

o “well capitalized” if it has a Total Capital ratio of 10% or greater, a Tier 1 Capital ratio of 6% or
greater, and a leverage ratio of 5% or greater and is not subject to any written agreement, order,
capital directive, or prompt corrective action directive by a federal bank regulatory agency to
meet and maintain a specific capital level for any capital measure;

¢ “adequately capitalized” if it has a Total Capital ratio of §% or greater, a Tier 1 Capital ratio of
4% or greater, and a leverage ratio of 4% or greater — or 3% in certain circumstances — and is
not well capitalized;

e “‘undercapitalized” if it has a Total Capital ratio of less than 8%, a Tier 1 Capital ratio of less
than 4% - or 3% in certain circumstances;

s “significantly undercapitalized” if it has a Total Capital ratio of less than 6%, a Tier 1 Capital
ratio of less than 3%, or a leverage ratio of less than 3%; or

e ‘“critically undercapitalized” if its tangible equity is equal to or less than 2% of average
quarterly tangible assets.

The risk-based capital standards of the Federal Reserve Board 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 important factors to be taken into account by the agency 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 agency as a factor in evaluating a banking
organization’s capital adequacy.

The FDIC may take various corrective actions against any undercapitalized bank and any bank that fails
to submit an acceptable capital restoration plan or fails to implement a plan accepted by the FDIC. These
powers include, but are not limited to, requiring the institution to be recapitalized, prohibiting asset growth,
restricting interest rates paid, requiring prior approval of capitat distributions by any bank holding company that
controls the institution, requiring divestiture by the institution of its subsidiaries or by the holding company of
the institution itself, requiring new election of directors, and requiring the dismissal of directors and officers.
The Company and the Bank presently maintain sufficient capital to remain in compliance with these capital
requirernents.

Other Safery and Soundness Regulations

There are a number of obligations and restrictions imposed on bank holding companies and their
depository institution subsidiaries by federal law and regulatory policy that are designed to reduce potential loss
exposure to the depositors of such depository institutions and to the FDIC insurance funds in the event that the
depository institution is insolvent or is in danger of becoming insolvent. For example, under the requirements of
the Federal Reserve Board with respect to bank holding company operations, a bank holding company is
required to serve as a source of financial strength to its subsidiary depository institutions and to commit
resources to support such institutions in circumstances where it might not do so otherwise. In addition, the
“cross-guarantee” provisions of federal law require insured depository institutions under common control to
reimburse the FDIC for any loss suffered or reasonably anticipated by the FDIC as a result of the insolvency of
commonly controlled insured depository institutions or for any assistance provided by the FDIC to commonly
controlled insured depository institutions in danger of failure. The FDIC may decline to enforce the cross-
guarantee provision if it determines that a waiver is in the best interests of the deposit insurance funds. The
FDIC’s claim for reimbursement under the cross guarantee provisions is superior to claims of shareholders of
the insured depository institution or its holding company but is subordinate to claims of depositors, secured
creditors and nonaffiliated holders of subordinated debt of the commonly controlled insured depository
institutions.
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Monetary Policy

The commercial banking business is affected not only by general economic conditions but also by the
monetary policies of the Federal Reserve Board. The instruments of monetary policy employed by the Federal
Reserve Board include open market operations in United States government securities, changes in the discount
rate on member bank borrowing and changes in reserve requirements against deposits held by all federally
insured banks. The Federal Reserve Board’s monetary policies have had a significant effect on the operating
results of commercial banks in the past and are expected to continue to do so in the future. In view of changing
conditions in the national and international economy and in the money markets, as well as the effect of actions
by monetary fiscal authorities, including the Federal Reserve Board, no prediction can be made as to possible
future changes in interest rates, deposit levels, loan demand or the business and earnings of the Bank.

Federal Reserve System

In 1980, Congress enacted legislation that imposed reserve requirements on all depository institutions
that maintain transaction accounts or non-personal time deposits. NOW accounts, money market deposit
accounts and other types of accounts that permit payments or transfers to third parties fall within the definition
of transaction accounts and are subject to these reserve requirements, as are any non-personal time deposits at an
institution.  For net transaction accounts in 2008, the first $9.3 million will be exempt from reserve
requirements, compared to $8.5 million in 2007. A three percent reserve ratio will be assessed on net
transaction accounts over $9.3 million up to and including $34.6 million, compared to $8.5 million up to and
including $37.3 million in 2007. A ten percent reserve ratio will be applied above $34.6 million in 2008,
compared to $37.3 million in 2007. These percentages are subject to adjustment by the Federal Reserve Board.
Because required reserves must be maintained in the form of vault cash or in a non-interest-bearing account at,
or on behalf of, a Federal Reserve Bank, the effect of the reserve requirement is to reduce the amount of the
institution’s interest-earning assets.

Transactions with Affiliates

Transactions between banks and their affiliates are governed by Sections 23A and 23B of the Federal
Reserve Act. An affiliate of a bank is any bank or entity that controls, is controlled by or is under common
control with such bank. Generally, Sections 23A and 23B:

¢ limit the extent to which the Bank or its subsidiaries may engage in “covered transactions” with
any one affiliate to an amount equal to 10% of such institution’s capital stock and surplus, and
maintain an aggregate limit on all such transactions with affiliates to an amount equal to 20% of
such capital stock and surplus; and

e require that all such transactions be on terms substantially the same, or at least as favorable, to
the association or subsidiary as those provided to a non-affiliate.

The term “covered transaction” includes the making of loans, purchase of assets, issuance of a guarantee
and similar other types of transactions.

Loans to Insiders

The Federal Reserve Act and related regulations impose specific restrictions on loans to directors,
executive officers and principal shareholders of banks. Under Section 22(h) of the Federal Reserve Act, loans to
a director, an executive officer and to a principal shareholder of a bank, and some affiliated entities of any of the
foregoing, may not exceed, together with all other outstanding loans to such person and affiliated entities, the
bank’s loan-to-one borrower limit. Loans in the aggregate to insiders and their related interests as a class may
not exceed two times the bank’s unimpaired capital and unimpaired surplus until the bank’s total assets equal or
exceed $100,000,000, at which time the aggregate is limited to the bank’s unimpaired capital and unimpaired
surplus. Section 22(h) also prohibits loans, above amounts prescribed by the appropriate federal banking
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agency, to directors, executive officers and principal shareholders of a bank or bank holding company, and their
respective affiliates, unless such loan is approved in advance by a majority of the board of directors of the bank
with any “interested” director not participating in the voting. The FDIC has prescribed the loan amount, which
includes all other outstanding loans to such person, as to which such prior board of director approval is required,
as being the greater of $25,000 or 5% of capital and surplus (up to $500,000). Section 22(h) requires that loans
to directors, executive officers and principal shareholders be made on terms and underwriting standards
substantially the same as offered in comparable transactions to other persons.

Community Reinvestment Act

Under the Community Reinvestment Act and related regulations, depository institutions have an
affirmative obligation o assist in meeting the credit needs of their market areas, including low and moderate-
income areas, consistent with safe and sound banking practice. The Community Reinvestment Act requires the
adoption by each institution of a Community Reinvestment Act statement for each of its market areas describing
the depository institution’s efforts to assist in its community’s credit needs. Depository institutions are
periodically examined for compliance with the Community Reinvestment Act and are periodically assigned
ratings in this regard. Banking regulators consider a depository institution’s Community Reinvestment Act
rating when reviewing applications to establish new branches, undertake new lines of business, and/or acquire
part or all of another depository institution. An unsatisfactory rating can significantly delay or even prohibit
regulatory approval of a proposed transaction by a bank holding company or its depository institution
subsidiaries.

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

Fair Lending,; Consumer Laws

In addition to the Community Reinvestment Act, other federal and state laws regulate various lending
and consumer aspects of the banking business. Governmental agencies, including the Department of Housing
and Urban Development, the Federal Trade Commission and the Department of Justice, have become concerned
that prospective borrowers experience discrimination in their efforts to obtain loans from depository and other
lending institutions. These agencies have brought litigation against depository institutions alleging
discrimination against borrowers. Many of these suits have been settled, in some cases for material sums, short
of a full trial.

These governmental agencies have clarified what they consider to be lending discrimination and have
specified various factors that they will use to determine the existence of lending discrimination under the Equal
Credit Opportunity Act and the Fair Housing Act, including evidence that a lender discriminated on a prohibited
basis, evidence that a lender treated applicants differently based on prohibited factors in the absence of evidence
that the treatment was the result of prejudice or a conscious intention to discriminate, and evidence that a lender
applied an otherwise neutral non-discriminatory policy uniformly to all applicants, but the practice had a
discriminatory effect, unless the practice could be justified as a business necessity.

Banks and other depository institutions also are subject to numerous consumer-oriented laws and
regulations. These laws, which include the Truth in Lending Act, the Truth in Savings Act, the Real Estate
Settlement Procedures Act, the Electronic Funds Transfer Act, the Equal Credit Opportunity Act, and the Fair
Housing Act, require compliance by depository institutions with various disclosure requirements and
requirements regulating the availability of funds after deposit or the making of some loans to customers.
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Gramm-Leach-Bliley Act of 1999

The GLBA covers a broad range of issues, including a repeal of most of the restrictions on affiliations
among depository institutions, securities firms and insurance companies. The following description summarizes
some of its significant provisions.

The GLBA permits unrestricted affiliations between banks and securities firms. It also permits bank
holding companies to elect to become financial holding companies. A financial holding company may engage
in or acquire companies that engage in a broad range of financial services, including securities activities such as
underwriting, dealing, investment, merchant banking, insurance underwriting, sales and brokerage activities. In
order to become a financial holding company, the bank holding company and all of its affiliated depository
institutions must be well-capitalized, well-managed and have at least a satisfactory Community Reinvestment
Act rating.

The GLBA provides that the states continue to have the authority to regulate insurance activities, but
prohibits the states in most instances from preventing or significantly interfering with the ability of a bank,
directly or through an affiliate, to engage in insurance sales, solicitations or cross-marketing activities.
Although the states generally must regulate bank insurance activities in a nondiscriminatory manner, the states
may continue to adopt and enforce rules that specifically regulate bank insurance activities in specific areas
identified under the law. Under the new law, the federal bank regulatory agencies adopted insurance consumer
protection regulations that apply to sales practices, solicitations, advertising and disclosures.

The GLBA adopts a system of functional regulation under which the Federal Reserve Board is
designated as the umbrella regulator for financial holding companies, but financial holding company affiliates
are principally regulated by functional regulators such as the FDIC for state nonmember bank affiliates, the SEC
for securities affiliates, and state insurance regulators for insurance affiliates. It repeals the broad exemption of
banks from the definitions of “broker” and “dealer” for purposes of the Exchange Act, as amended. It also
identifies a set of specific activities, including traditional bank trust and fiduciary activities, in which a bank
may engage without being deemed a “broker,” and a set of activities in which a bank may engage without being
deemed a “dealer.” Additionally, the new law makes conforming changes in the definitions of “broker” and
“dealer” for purposes of the Investment Company Act of 1940, as amended, and the Investment Advisers Act of
1940, as amended.

The GLBA contains extensive customer privacy protection provisions. Under these provisions, a
financial institution must provide to its customers, both at the inception of the customer relationship and on an
annual basis, the institution’s policies and procedures regarding the handling of customers’ nonpublic personal
financial information. The law provides that, except for specific limited exceptions, an institution may not
provide such personal information to unaffiliated third parties unless the institution discloses to the customer
that such information may be so provided and the customer is given the opportunity to opt out of such
disclosure. An institution may not disclose to a non-affiliated third party, other than to a consumer reporting
agency, customer account numbers or other similar account identifiers for marketing purposes. The GLBA also
provides that the states may adopt customer privacy protections that are stricter than those contained in the act.

Bank Secrecy Act

Under the Bank Secrecy Act, a financial institution is required to have systems in place to detect certain
transactions, based on the size and nature of the transaction. Financial institutions are generally required to
report cash transactions involving more than $10,000 to the United States Treasury. In addition, financial
institutions are required to file suspicious activity reports for transactions that involve more than $5,000 and
which the financial institution knows, suspects or has reason to suspect, involves illegal funds, is designed to
evade the requirements of the BSA or has no lawful purpose. The USA PATRIOT Act of 2001, enacted in
response to the September 11, 2001 terrorist attacks, requires bank regulators to consider a financial institution’s
compliance with the BSA when reviewing applications from a financial institution. As part of its BSA program,
the USA PATRIOT Act also requires a financial institution to follow recently implemented customer
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identification procedures when opening accounts for new customers and to review lists of individuals and
entities who are prohibited from opening accounts at financial institutions.

Future Regulatory Uncertainty

Because federal regulation of financial institutions changes regularly and is the subject of constant
legislative debate, the Company cannot forecast how federal regulation of financial institutions may change in
the future and impact its operations. Although Congress in recent years has sought to reduce the regulatory
burden on financial institutions with respect to the approval of specific transactions, the Company fully expects
that the financial institution industry will remain heavily regulated in the near future and that additional laws or
regulations may be adopted further regulating specific banking practices.

Middleburg Trust Company

Middleburg Trust Company operates as a trust subsidiary of Middleburg Investment Group, which is a
subsidiary of the Company. It is subject to supervision and regulation by the Virginia State Corporation
Commission’s Bureau of Financial Institutions and the Federal Reserve Board.

State and federal regulators have substantial discretion and latitude in the exercise of their supervisory
and regulatory authority over Middleburg Trust Company, including the statutory authority to promulgate
regulations affecting the conduct of business and the operations of Middleburg Trust Company. They also have
the ability to exercise substantial remedial powers with respect to Middleburg Trust Company in the event that it
determines that Middleburg Trust Company is not in compliance with applicable laws, orders or regulations
governing its operations, is operating in an unsafe or unsound manner, or is engaging in any irregular practices.

Middleburg Investment Advisors

Middleburg Investment Advisors operates as a non-banking subsidiary of Middleburg Investment
Group, which is a subsidiary of the Company. It is subject to supervision and regulation by the Securitics and
Exchange Commission under the Investment Advisors Act of 1940. The Investment Advisors Act of 1940
requires registered investment advisers to comply with numerous and pervasive obligations, including, among
other things, record-keeping requirements, operational procedures, registration and reporting and disclosure

. obligations. State regulatory authorities also provide similar oversight and regulation.

ITEM lA. RISK FACTORS

The Company’s (“We” or “Our”) operations are subject to many risks that could adversely affect our
future financial condition and performance and, therefore, the market value of our securities. The risk factors
applicable to us are the following:

We may not be able to successfully manage our growth or implement our growth strategies, which may
adversely affect our results of operations and financial condition.

A key aspect of our business strategy is our continued growth and expansion. Our ability to continue to
grow depends, in part, upon our ability to:

¢ open new financial service centers;
e attract deposits to those locations; and

¢ identify attractive loan and investment opportunities.

We may not be able 1o successfully implement our growth strategy if we are unable to identify attractive
markets, locations or opportunities to expand in the future. Our ability to manage our growth successfully also
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will depend on whether we can maintain capital levels adequate to support our growth, maintain cost controls
and asset quality and successfully integrate any new financial service centers into our organization.

As we continue to implement our growth strategy by opening new financial service centers, we expect
to incur construction costs and increased personnel, occupancy and other operating expenses. We generally
must absorb those higher expenses while we begin to generate new deposits, and there is a further time lag
involved in redeploying new deposits into attractively priced loans and other higher yielding earning assets,
Thus, our plans to grow could depress our earnings in the short run, even if we efficiently execute this growth.

Our future success is dependent on our ability to compete effectively in the highly competitive banking
industry.

Our banking subsidiary faces vigorous competition from banks and other financial institutions,
including savings and loan associations, savings banks, finance companies and credit unions for deposits, loans
and other financial services in our market area. A number of these banks and other financial institutions are
significantly larger than we are and have substantially greater access to capital and other resources, as well as
larger lending limits and branch systems, and offer a wider array of banking services. Our non-banking
subsidiary faces competition from money managers and investment brokerage firms.

To a limited extent, our banking subsidiary also competes with other providers of financial services,
such as money market mutual funds, brokerage firms, consumer finance companies, insurance companies and
governmental organizations which may offer more favorable financing than we can. Many of our non-bank
competitors are not subject to the same extensive regulations that govern us. As a result, these non-bank
competitors have advantages over us in providing certain services. This competition may reduce or limit our
margins and our market share and may adversely affect our results of operations and financial condition.

We may incur losses if we are unable to successfully manage interest rate risk.

Our profitability will depend in substantial part upon the spread between the interest rates earned on
investments and loans and interest rates paid on deposits and other interest-bearing liabilities. Changes in
interest rates will affect our operating performance and financial condition in diverse ways including the pricing
of securities, loans and deposits, the volume of loan originations in our mortgage banking business and the value
we can recognize on the sale of mortgage and home equity loans in the secondary market. We attempt to
minimize our exposure to interest rate risk, but we will be unable to eliminate it. Based on our asset/liability
position at December 31, 2007, a rise in interest rates would reduce our net interest income in the short term.
Our net interest spread will depend on many factors that are partly or entirely outside our control, including
competition, federal economic, monetary and fiscal policies, and economic conditions generally.

Our concentration in loans secured by real estate may increase our credit losses, which would negatively
affect our financial results.

We offer a variety of secured loans, including commercial lines of credit, commercial term loans, real
estate, construction, home equity, consumer and other loans. Many of our loans are secured by real estate (both
residential and commercial) in our market area. At December 31, 2007, approximately 35.4% and 38.9% of our
$644.8 million total loan portfolio were secured by commercial and residential real estate, respectively. A major
change in the real estate market, such as deterioration in the value of this collateral, or in the local or national
economy, could adversely affect our clients’ ability to pay these loans, which in turn could negatively impact us.
While we are in one of the fastest growing real estate markets in the United States, risk of loan defaults and
foreclosures are unavoidable in the banking industry, and we try to limit our exposure to this risk by monitoring
our extensions of credit carefully. We cannot fully eliminate credit risk, and as a result credit losses may occur
in the future.




We may be adversely affected by economic conditions in our market area.

Our banking operations are located primarily in the Virginia counties of Loudoun, Fairfax and Fauquier.
Because our lending is concentrated in this market, we will be affected by the general economic conditions in
the greater Washington, D.C. metropolitan area. Changes in the economy may influence the growth rate of our
loans and deposits, the quality of the loan portfolio and loan and deposit pricing. A significant decline in
general economic conditions caused by inflation, recession, unemployment or other factors beyond our control
would impact the demand for banking products and services generally, which could negatively affect our
financial condition and performance.

A loss of our senior officers could impair our relationship with our customers and adversely affect our
business.

Many community banks attract customers based on the personal relationships that the banks’ officers
and customers establish with each other and the confidence that the customers have in the officers. We depend
on the performance of our senior officers. These officers have many years of experience in the banking industry
and have numerous contacts in our market area. The loss of the services of any of our senior officers, or the
failure of any of them to perform management functions in the manner anticipated by our board of directors,
could have a material adverse effect on our business. Our success will be dependent upon the board’s ability to
attract and retain quality personnel, including these individuals. We do not carry key man life insurance on our
senior officers.

Many of the loans in our loan portfolio are too new to show any sign of problems.

Due to the economic growth in our market area and the opening of new financial service centers, a
significant portion of our loans have been originated in the past several years, and 30.2% were originated in the
last 18 months. In general, loans do not begin to show signs of credit deterioration or default until they have
been outstanding for some period of time, a process known as ‘scasoning.” As a result, a portfolio of older
loans will usually behave more predictably than a newer portfolio. Although we believe we have conservative
underwriting standards, it is more difficult to assess the future performance of the loan porifolic due to the
recent origination of many of the loans. Thus, there can be no assurance that charge-offs in the future periods
will not exceed the allowance for loan losses or that additional increases in the allowance for loan losses will not
be required.

If we need additional capital in the future to continue nur growth, we may not be able to obtain it on
terms that are favorable. This could negatively affect our performance and the value of our common
stock.

Our business strategy calls for continued growth. We anticipate that we will be able to support this
growth through the generation of additional deposits at new branch locations as well as investment
opportunitiecs. However, we may need to raise additional capital in the future to support our continued growth
and to maintain our capital levels. Our ability to raise capital through the sale of additional securities will
depend primarily upon our financial condition and the condition of financial markets at that time. We may not
be able to obtain additional capital in the amounts or on terrs satisfactory to us. Qur growth may be constrained
if we are unable to raise additional capital as needed.

Our profitability and the value of your investment may suffer because of rapid and unpredictable
changes in the highly regulated environment in which we operate.

We are subject to extensive supervision by several governmental regulatory agencies at the federal and
state levels. Recently enacted, proposed and future banking legislation and regulations have had, and will
continue to have, or may have a significant impact on the financial services industry. These regulations, which
are intended to protect depositors and not our shareholders, and the interpretation and application of them by
federal and state regulators, are beyond our control, may change rapidly and unpredictably and can be expected
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to influence our earnings and growth. Our success depends on our continued ability to maintain compliance
with these regulations. Some of these regulations may increase our costs and thus place other financial
institutions that are not subject to similar regulation in stronger, more favorable competitive positions.

Revenue from our mortgage lending investment is sensitive to changes in economic conditions, decreased
economic activity, a slowdown in the housing market or higher interest rates and may adversely impact
our profits.

Maintaining our revenue stream from our investment in Southern Trust Mortgage is dependent upon its
ability to originate loans and sell them to investors. Loan production levels are sensitive to changes in economic
conditions and can suffer from decreased economic activity, a slowdown in the housing market or higher
interest rates. Generally, any sustained period of decreased economic activity or higher interest rates could
adversely affect Southern Trust Mortgage’s mortgage originations and, consequently, reduce its income from
mortgage lending activities. As a result, these conditions may ultimately adversely affect our net income.

Because we have less than a majority of the ownership interest in Southern Trust Mortgage, its
management may make decisions that are not in our best interest.

We, through our bank subsidiary hold, 42.3% of the ownership interest in Southern Trust Mortgage.
Because we do not own a majority of the voting rights in Southern Trust Mortgage, we are unable to control the
board of directors or management. The management of Southern Trust Mortgage may make decisions that are
not in our best interest and reduce the value of either our investment or the revenue stream that it provides
through mortgage operations. If this occurs, it may adversely affect our net income and our balance sheet.

Banking regulators have broad enforcement power, but regulations are meant to protect depositors, and
not investors.

The Company is subject to supervision by several governmental regulatory agencies. Bank regulations,
and the interpretation and application of them by regulators, are beyond our control, may change rapidly and
unpredictably and can be expected to influence earnings and growth. In addition, these regulations may limit
the Company’s growth and the return to investors by restricting activities such as the payment of dividends,
mergers with, or acquisitions by, other institutions, investments, loans and interest rates, interest rates paid on
depositors and the creation of financial service centers. Information on the regulations that impact the Company
are included in “Supervision and Regulation™ beginning on page 10 above. Although these regulations impose
costs on the Company, they are intended to protect depositors, and should not be assum