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DECEMBER 31, 2018

SOUTHWEST VIRGINIA BANKSHARES INC.
MARION, VA
INCORPORATED IN VIRGINIA
ORGANIZATION CHART Y-6

SOUTHWEST VIRGINIA BANKSHARES, INC
" "NolEl -
MARION, VA
INCORPORATED IN VIRGINIA

(100% Ownership)

THE BANK OF MARION
LE| #254900V7NEEOM236MZ98
MARION, VA
INCORPORATED IN VIRGINIA



Shareholders of record as of December 31, 2018 and DURING the year that directly or indirectly
own, control or hold with power to vote five percent or more of any class of voting securities of
Southwest Virginia Bankshares, Inc

SHAREHOLDER ADDRESS #OF SHARES PERCENTAGE
OWNED

NONE



Results: A list of branches for your depository institution: BANX (1F 24 . THE(ID RSSD: 858528,
This depository institution is held by SDLTHWEST VIRGINIA BANKSHARES, [NC_ (1132391 of MARIOK, ¥4
The data are as of 12/31/%18, Data reflects information that was received and processed through 0/

1 In the Data Actlon column of each branch row, enter one or more of the actions specified below
2 If required, enter the date in the Effective Date column

Actlons.

OK: If the branch information is correct, enter ‘0K’ in the Data Action calumn.

Change: If the branch information is incorrect or incomplete, revise the data, enter (nsngz' in the Data Action column and the date when this information first became valid in the Effective Date column.
Close: If a branch listed was sold or closed, enter ‘Close’ in the Data Actlon column and the sale or closure date in the Effective Date column.

Delete: If a branch listed was never owned by this depository institution, enter 'Gelese’ in the Data Action column,

Add: If areportable branch is missing, insert a row, add the branch data, and enter 'Add  in the Data Action column and the opening or acquisition date in the Effective Date column,

W printing this MY, you may beed to adist your page setup in MS Excel, Try using landscape orientation, page scaling, and/or legal sized paper.

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

Note:
To satisfy the FR Y-10 reporting requirements, you must also submit FR Y-10 Domestic Branch Schedules for each branch with a Data Action of
The FR Y-10 report may be submitted in a hardcopy format or via the FR Y-10 Online application - https://y10cnline federalreserve.gov.

znge, Clase, Delete, or Add

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

Branch o Nams Streat Addeess State Lot FOIC UNINUM® | Office Number® | Head Offica Hesd Office 10,

o% Full Service [Hesd Officnl L BANK M, THE 107 WEST MAIN STREET MARION Vi 24354 H UNITED STATES |Hot Hot BANK OF MARION, THE $55578
|ox Full Service Y7300 YR-CITY COMMUNITY g OF THE OF MARION 2857 BOONES CHEER ROAD OHNSON.CITY | TH 31615 I WASHENGTON |UNITED STATES |Not & Mot OF L, THE 8585738
[ ox Full Service IB1ATT I BANK OF THE: OF THE BANK OF MARYON SO1 VALLEY STREET NE ABNGTON VA 24310 TON | UNITED STATES [Not Mot BANE OF THE 38578
| oK iofl Service 19043 oL 7 CLEAR CREER ROAD BAT VA 24703 |DAISTOL CITY | UNITED STATES | Not A Mot BANK OF MARION, THE 858528

o Futl Service. DAt OF CHILHOWIEL THEBRAMCH OF THE BANK. 1155 EAST LEE HIGHWAY CHEHOWIE VA SAAYTH UNITED STATES INat Regusred 1Mot EANK 1o, B58528

[=3 Full Seveice JO57I] BANK OF DAMASCUS, THE-BRANCH OF THE BANK OF T8 NORTH DAM AVENUE SUTEA | BAMASCUS VA 24335 1) ON ITED STATES |Not Mot BANK OF MARION, THE 858528

OK Full Servicy #2377 1 SCOYT COUNTY GATE THE-RRANCH OF THE BANK OF MA 181 EAST JACKESON 5T GATE CTY V& 1 1ScoTY STATES {hat Mot B BANK OF MARION, THE S38528

=3 Full Service 188 | BANK OF SERING, THE-SRANCH OF THE BANK OF MARION 656 MONTE VISTA DRIVE GIADESPRING VA 24340 |WASHINGTON |UNITED STATES [Not Reguired | Not lleouired | BANK OF MARION, THE 258538

O Full Service 605722 | BANK OF A THESHANCH OF THE BANK OF MANION 36 LEBRARY DRTVE R VA 18165 BUSSELL {TED STATES [Not e BANK OF MARION, THE 585

ox Full Service 8849231 ROYAL CAK BRANCH-BRANCH OF TRE BANK OF MARION 1600 N MAIN STREET VA 4354 [SMYTH UNITED STATES Not BANK OF MARION, THE 838538

oK Full Service 759223 | WASHINGTON AVENUE BRANCH-SRANCH OF THE BANK OF MARION 1076 SOUTH MAIN STHEET MARION VA 25358 JSMVTH UNITED STATES | Net Reguired  INot od [ BANK OF MARION, THE

[ Eull Service FOAT BRANCH BRANCH OF THE BANK OF MARION ¥y CHISWELL SUITET MAX VA 24360 |WTHE UNITED STATES |Not Not. ed | BANX OF MAJION, THE

o Full Sereice. 3732211 BANK OF RETREAT, THE-BRANCH OF THE BANK OF MARIOH S12 NORTH MAIN STREET I RUBAL RETREAT | VA 24368 [WNTHE UNITED STATES Neguired | Not Beguived [ BANK OF MAZION, THE

ox |n:l&-rm TIEDATEIBANK OF SAL] TiE. OF THE BANK OF MARION 101 BANK ST SALTVILE VA 24300 UNITED STATS ot Aogui BANY, OF MARION, THE 855528

ox Full Service. SOETIE| BANK OF SCOTY COUNTY. THE - WERER CITY-BRANCH OF THE BANK OF MARION 2768 US WIGHWAY 73 NORTH WEBEN CITY VA 300 [3COTT (UNITED STATES |tot Resulied | Mot BANE OF THE




South! Virginia Banksh: , Inc,
Directors and Officers (a)e
December 31, 2018 List names of
FRYS
Report Itam # 4 (Includes
partnerships)
(3)c It 25% or more of
Title & Position {4)(b) voling securilles ore
{3)(b) with Other (4)(a) Percentage of held (LIst names
(1) 2) (3)(a) Titfe & Position Businesses Percentage of Voting Shares In__|of companies and
Names & Principal upation if | Title & Posltion |with les (include names Voting Shares In Sub les p ge of
Address other than with Bank with Bank (Include names of other Bank Holding (Include names voting securltles
(City, State, Country) |Holding Company Holding Co. of subsidiarles) b ) Compsany Notes of subsidlarles) held) Shares
John E. Stringer N/A Director & Ditector & NIA 0.8044 | *Owned |oinily with Cynthia H. Stringer (wife} N/A N/A 8,165
Marion, VA USA Presidenl/CEO Presi ICEQ 0.1154|*P: st Fil ial Services FBO 1,042
The Bank of Marion John E. Stringer
Estelle C Johnson Retired Educator Director Direclor NIA 0.0221 NA NA 200
Bluefield VA USA The Bank of Marion
E C Johnson Revocable 0.7806 7.047
Declaration of Trust
Don Taylor Relired Businessman Director Director Board of Director - H,S, Williams Co,, Inc N/A H.S. Williams Co., Inc. - 46%
Marion, VA USA The Bank of Marion | Pariner - Cregger & Taylor 1.08|*Owned by Don and Barbara Taylor Cregger & Taylor - 50% 9.750,
Evarettee Umbarger Dairy Famier Director Diractor 0.1929 NIA 1,742
Marion, VA USA = v The Bank of Marion
Thomas E. Copenh Radic Broadeasting S y Director President - Laura Copenhaver Induslries 0.4021 NIA Laura Copenhaver Induslries - 100% 3,630
Marion, VA USA Tower O hip ‘The Bank of Marian | Owner - TECO Structures T.E.C.0. Broadcasting - 100%
Cameron L. Wolle, Jr.  |Architect Director Direclor Owner- Cameron L Wolfe Jr Architect 0.0912 N/A Cameron L Wolfe JR AIA-100% 824
Marion, VA USA The Bank of Marion 1.6239|*Camem L. Woife & Nancy D. Wolle 14,660
0.2361|*Owned by Cameron L. Welle, Jr. ot Caitlin Taylor 2,132
Wolle (grandchild) or Cameron Tyler Wolle
0.0706{*Camem L Wolle & Cameron Jay Wolle (son) 638
Perry D. Mowbray, Jr. | Retired Orth Director Direcior P D M y Jr DDS LTD-President 01711 N/A 1,545
Marion, VA USA The Barik of Marion | Littrell Mowbray Bldg *Owned by Parry D. Mowbray, Jr. DDS, LTD P D Mowbray Jr DDS LTD - 100.00
3.164| Employees Profil Sharing Plan 28,562
Lintrelt & Mowbrary - S0%
Charles C, Clark, Jr. Farmer Direclor Director Qwnaer - C.C. Clark, Jr. Farms 1,0169/ N/A 9,180
Saltvillo, VA USA The Bank ol Marion 0.0887|*Owned by Charles Champ Clark Ill (son) & 891
Jane P Clark (wife) © C.C. Clark, Jr, Farms - 100%
Bob Shulls CPA Director Director President - Shulls, Kiser & A P.C. 0.2326 N/A Shults, Kiser & P.C.-60% 2,100
| Marion, VA USA The Bank of Marion
Joseph S Tate Retired Judge Director Directot Retired 0.1342} Joseph S Taie/Jerilyn B Tale NA N/A 1,212
Marion VA USA i The Bank of Marlon 0.0287 | Cetara Inv Services FBOD 260
Kyra Bishop C.PA Direclor Director Bishop Rentals, LLC 0.0137 NA Bishops Rentals LLC -50%
Chilhowie VA USA The Bank of Marion | Berry Enterp Inc NA Enlerprises Inc-97% 124
Oakstone Proparties Inc NA Oaksl Properties-28%
West VA Racyceling WVA Recycing Inc--29.7%
Cameron Bell Altormey Director Director Virginia Highlands Brewery Co 0.0132 Virginia Highlands Brewery Co--33.3% 120

Abingdon VA USA

The Bank of Marion

Woilte's Den LLC

Wolle's Den LLC 33.3%




SOUTHWEST VIRGINIA BANKSHARES, INC.
AND SUBSIDIARIES
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INDEPENDENT AUDITOR’S REPORT

To the Board of Directors and Stockholders
Southwest Virginia Bankshares, Inc.

and Subsidiaries
Marion, Virginia

We have audited the accompanying consolidated financial statements of Southwest Virginia
Bankshares, Inc., and Subsidiaries, which comprise the consolidated statements of financial condition as
of December 31, 2018 and 2017, and the related consolidated statements of income, comprehensive
income, changes in stockholders’ equity, and cash flows for the years then ended, and the related notes
to the consolidated financial statements.

Management’s Responsibility for the Financial Statements

Management is responsible for the preparation and fair presentation of these consolidated financial
statements in accordance with accounting principles generally accepted in the United States of America;
this includes the design, implementation, and maintenance of internal control relevant to the preparation
and fair presentation of consolidated financial statements that are free from material misstatement,
whether due to fraud or error.

Auditor’s Responsibility

Our responsibility is to express an opinion on these consolidated financial statements based on our audit.
We conducted our audits in accordance with auditing standards generally accepted in the United States
of America. Those standards require that we plan and perform the audits to obtain reasonable assurance
about whether the consolidated financial statements are free of material misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and disclosures in
the consolidated financial statements. The procedures selected depend on the auditor’s judgment,
including the assessment of the risks of material misstatement of the consolidated financial statements,
whether due to fraud or error. In making those risk assessments, the auditor considers internal control
relevant to the entity’s preparation and fair presentation of the consolidated financial statements in order
to design audit procedures that are appropriate in the circumstances, but not for the purpose of
expressing an opinion on the effectiveness of the entity’s internal control. Accordingly, we express no
such opinion. An audit also includes evaluating the appropriateness of accounting policies used and the
reasonableness of significant accounting estimates made by management, as well as evaluating the
overall presentation of the consolidated financial statements.

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for
our audit opinion.

Your Success is Our Focus
217 E. New Street » Kingsport, Tennessee 37660 « 423-246-6104 « Fax: 423-378-4109 « www.BEcpas.com



Opinion

In our opinion, the consolidated financial statements referred to above present fairly, in all material
respects, the financial position of Southwest Virginia Bankshares, Inc. and Subsidiaries as of
December 31, 2018 and 2017, and the results of their operations and their cash flows for the years then
ended in accordance with accounting principles generally accepted in the United States of America.

ééom,%w %,444

CERTIFIED PUBLIC ACCOUNTANTS

Kingsport, Tennessee
March 5, 2019



SOUTHWEST VIRGINIA BANKSHARES, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF FINANCIAL CONDITION

December 31,2018 and 2017

ASSETS
Cash and due from banks
Federal funds sold

Total cash and cash equivalents

Investment securities available-for-sale
Annuity investments

Equity investments, at cost

Interest bearing time deposits in banks
Loans, net

Foreclosed assets

Premises and equipment, net

Accrued interest receivable

Income tax receivable

State tax credit

Deferred income taxes, net

Bank owned life insurance

Other assets

Total assets

LIABILITIES AND STOCKHOLDERS’ EQUITY
LIABILITIES
Deposits
Interest bearing
Noninterest bearing

Total deposits

Federal funds purchased
Accrued interest and other liabilities

Total liabilities
STOCKHOLDERS’ EQUITY

Common stock, par value $5 per share, 2,000,000 shares

authorized; 902,717 and 923,138 outstanding, net of
297,283 and 276,862 treasury shares at par in
2018 and 2017 respectively
Surplus '
Retained earnings
Accumulated other comprehensive income (loss)
Net unrealized gain (loss) on securities

Total stockholders’ equity
Total liabilities and stockholders’ equity

2018 2017

§ 8,169,556 $ 6,262,473
12,479 835,000
8,182,035 7,097,473
110,195,563 127,142,928
1,247,685 1,242,447
521,450 493,350
3,572,000 14,824,000
229,996,256 211,416,707
231,000 206,500
. 1,303,131 7,138,809
1,887,887 1,901,221

434,837 -

589,149 -
1,159,816 527,976
11,123,467 10,762,170
597,761 597,016

$ 377,042,037

$ 383,350,597

$ 263,099,779

$ 270,150,399

65,640,593 66,810,889
328,740,372 336,961,288
1,274,000 -

3,622,390 3,330,694
333,636,762 340,291,982
4,513,585 4,615,690
1,234,440 1,234,440
38,745,200 36,554,050
(1,087,950) 654,435
43,405,275 43,058,615

$ 377,042,037

$ 383,350,597

The Notes to Consolidated Financial Statements are an integral part of these statements.



SOUTHWEST VIRGINIA BANKSHARES, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF INCOME
Years Ended December 31, 2018 and 2017

2018 2017
INTEREST INCOME
Interest and fees on loans $ 11,818,972 $ 10,728,635
Interest on available-for-sale securities 3,300,530 2,937,124
Interest on other investments 183,673 414,594
Total interest income 15,303,175 14,080,353
INTEREST EXPENSE
Interest on deposits 746,588 682,919
Interest federal funds purchased and FHLB advances 142,089 22,213
Total interest expense 888,677 705,132
Net interest income 14,414,498 13,375,221
Provision for loan losses 1,100,000 940,000
Net interest income, after provision for loan losses 13,314,498 12,435,221
NONINTEREST INCOME
Debit card interchange income 1,066,774 799,545
Service charges on deposit accounts 67,589 67,443
Net nonsufficient fund income 2,073,868 1,906,797
Income from bank owned life insurance 318,845 323,823
Net gains (losses) on sale of securities available for sale (109,484) 8,468
Investment services income 236,651 199,779
Other income: 265,961 253,396
Total noninterest income 3,920,204 3,559,251
NONINTEREST EXPENSE
Salaries and wages 5,248,101 4,931,240
Pensions and other employee benefits 1,425,652 1,388,125
Occupancy expenses 646,275 594,620
Equipment depreciation and maintenance 1,077,856 912,179
Advertising and marketing 561,782 578,981
Director fees : 266,906 254,888
Other taxes 313,117 283,713
Debit and credit card processing fees 565,129 338,656
Professional and consulting fees 439,164 604,678
Lending expense and real estate fees 345,026 97,782
Impairment of tax credit investment 333,032 -
Other operating expenses 1,505,724 1,484,156
Total noninterest expenses 12,727,764 11,469,018
INCOME BEFORE INCOME TAXES 4,506,938 4,525,454
Income taxes 108,253 1,525,435
NET INCOME $ 4,398,685 $ 3,000,019

The Notes to Consolidated Financial Statements are an integral part of these statements.
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SOUTHWEST VIRGINIA BANKSHARES, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME
Years Ended December 31, 2018 and 2017

2018 2017
NET INCOME $ 4,398,685 $ 3,000,019
OTHER COMPREHENSIVE INCOME (LOSS), BEFORE TAX
Unrealized holding gains (losses) arising during the period for
securities available-for-sale (2,315,035) 1,127,478
Reclassification adjustment for gains included in net gains on sale of
securities in net income 109,484 (8,468)
(2,205,551) 1,119,010
INCOME TAX EFFECT RELATED TO ITEMS OF .
OTHER COMPREHENSIVE INCOME (LOSS) 463,166 (255,461)
OTHER COMPREHENSIVE INCOME (LOSS), NET OF TAX $ (1,742,385) $ 863,549
COMPREHENSIVE INCOME $ 2,656,300 $ 3,863,568

The Notes to Consolidated Financial Statements are an integral part of these statements.
5



SOUTHWEST VIRGINIA BANKSHARES, INC. AND SUBSIDIARIES

STATEMENTS OF CHANGES IN STOCKHOLDERS’ EQUITY
Years Ended December 31, 2018 and 2017

Accumulated
Other Total
Common Retained Comprehensive Stockholders’
Stock Surplus Earnings Income (Loss) Equity
BALANCE, December 31, 2016 $ 4,708,620 $  1.234,440 $ 35.395,790 $ (191,803)  § 41,147,047
Net income - - 3,000,019 - 3,000,019
Other comprehensive income,
net of tax - - - 863,549 863,549
Tax rate change effect - - 17.311 (17,311) -
Purchase of treasury shares of
Southwest Virginia Bankshares,
Inc. (18,586 shares) (92,930) - (743,440) - (836,370)
Cash dividends ($1.20 per
common share) - - (1.115,630) - (1,115,630)
BALANCE, December 31, 2017 4,615,690 1,234,440 36,554,050 654,435 43,058,615
Net income - - 4,398,685 - 4,398,685
Other comprehensive loss,
net of tax - - B (1,742,385) (1,742,385)
Purchase of treasury shares of
Southwest Virginia Bankshares, )
Inc. (20,421 shares) (102,105) - (843.814) - (945,919)
Cash dividends ($1.50 per
common share) - - (1,363,721) - (1,363,721)
BALANCE, December 31, 2018 $ 4,513,585 $ 1,234,440 $ 38,745,200 $ (1,087,950) § 43,405,275

The Notes to Consolidated Financial Statements are an integral part of these statements.
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SOUTHWEST VIRGINIA BANKSHARES, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS
Years Ended December 31, 2018 and 2017

OPERATING ACTIVITIES
Net income
Adjustments to reconcile net income to net cash
provided by operating activities:
Depreciation
Loss on sale of foreclosed assets
(Gain) on sale of premises and equipment
Net amortization of securities
Realized loss (gain) on sales of available-for-sale securities, net
Provision for loan losses ’
Increase in cash value of life insurance
Deferred income tax expense (benefit)
(Increase) decrease in:
Income tax receivable
State tax credit
Accrued interest receivable
Other assets
Increase (decrease) in:
Accrued interest and other liabilities

Net cash provided by operating activities

INVESTING ACTIVITIES

Activity in available-for-sale securities:

Sales

Maturities, prepayments, and calls

Purchases
Decrease in interest-bearing time deposits in other banks
(Increase) in annuities
(Increase) decrease in equity investments at cost
Loan originations and principal collections, net
Proceeds from sales of foreclosed assets
Proceeds from sales of premises and equipment
Additions to premises and equipment

Net cash provided by (used in) investing activities

(Continued)

2018 2017
$ 4398685 $ 3,000,019
459,738 410,611
6,060 649
(18,000) (11,500)
738,691 886,672
109,484 (8,468)
1,100,000 940,000
(361,297) (916,275)
(168,674) 169,191
(434,837) 733,517
(589,149) :
13,334 (274,597)
(745) (88,374)
291,696 708,68
5,544,986 5,550,126
28,719,062 12,105,460
7,317,940 3,713,056
(22,143,363) (38,531,422)
11,252,000 9,660,000
(5,238) (1,242,447)
(28,100) 2,700
(20,030,549) (12,710,648)
320,440 417,751
18,000 11,500
(624,060) (655,612)
4,796,132 (27,229,662)

The Notes to Consolidated Financial Statements are an integral part of these statements.
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SOUTHWEST VIRGINIA BANKSHARES, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS
Years Ended December 31,2018 and 2017

2018 2017
FINANCING ACTIVITIES
Net (decrease) increase in deposits $ (8220916) $ 21,365,601
Purchase of Southwest Virginia Bankshares, Inc. treasury stock (945,919) (836,370)
Dividends paid (1.363,721) (1,115,630)
Increase in federal funds purchased 1,274,000 -
Net cash (used in) provided by financing activities (9,256,556) 19,413,601
Increase (decrease) in cash and cash equivalents 1,084,562 (2,265,935)
CASH AND CASH EQUIVALENTS
Beginning 7,097,473 9,363,408
Ending $ 8,182,035 $ 7,097,473
NON-CASH TRANSACTIONS
Transfer of loans to foreclosed assets $ 351,000 $ 161,500
SUPPLEMENTAL DISCLOSURES OF
Cash paid for interest $ 891,456 $ 703,282
Cash paid for income taxes $ 998,982 $ 825,000

The Notes to Consolidated Financial Statements are an integral part of these statements.
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Note 1.

SOUTHWEST VIRGINIA BANKSHARES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31,2018
Nature of Business and Significant Accounting Policies
The accounting and reporting policies of Southwest Virginia Bankshares, Inc. and Subsidiaries
(collectively the “Company™) conform to accounting principles generally accepted in the United
States of America and accepted accounting and reporting practices within the banking industry. The

significant accounting policies are summarized as follows:

Nature of operations

Southwest Virginia Bankshares, Inc. is a bank holding company whose principal activity is the
ownership and management of its wholly-owned subsidiary, The Bank of Marion. BOM
Investments, Inc., a wholly owned subsidiary of The Bank of Marion, was formed in 2017 with a
specific and separate business purpose of acquiring and managing certain municipal bond investments
with the input of an investment advisor. BOM Tax Credits, LLC, a wholly owned subsidiary of The
Bank of Marion, was formed in 2018 with a specific and separate business purpose of investing in a
partnership to purchase and obtain benefits from federal and state historic tax credits.

The Bank provides a variety of financial services throughout locations within its primary lending area
in Southwest Virginia and East Tennessee. The Bank’s primary source of revenue is from real estate

and consumer loans within the Bank’s primary market.

Principles of consolidation

The consolidated statements include the accounts of Southwest Virginia Bankshares, Inc., and each of
its subsidiaries described above. All significant intercompany balances and transactions have been
eliminated in consolidation.

Use of estimates

The 'preparation of consolidated financial statements in conformity with accounting principles
generally accepted in the United States requires management to make estimates and assumptions that
affect the reported amounts of assets and liabilities and disclosure of contingent assets and liabilities
at the date of the financial statements and the reported amounts of revenues and expenses during the
reporting period. Actual results could differ from those estimates. Material estimates that are
particularly susceptible to significant change relate to the determination of the allowance for losses on
loans, the valuation of foreclosed real estate, the valuation of deferred tax assets, other-than-
temporary impairments of securities, and the fair value of financial instruments.

Cash and cash equivalents

For purposes of the consolidated statements of cash flows, cash and cash equivalents include cash and
balances due from banks, interest-bearing deposits in other banks, cash items in process of clearing,
and federal funds sold, all of which mature within ninety days. Accounts in financial institutions are
insured by the Federal Deposit Insurance Corporation (FDIC) up to $250,000. At times, cash
balances may exceed these limits; however, the Company does not believe it is subject to any
significant credit risk as a result of these deposits. Excess cash reserves are held at the Community
Bankers Bank.

(Continued)
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Note 1.

SOUTHWEST VIRGINIA BANKSHARES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2018
Nature of Business and Significant Accounting Policies (Continued)

Investment securities

The Bank’s investments in securities are classified and accounted for as follows:

Available-for-sale: Government and government agency bonds, notes, and certificates are
classified available-for-sale when the Bank anticipates that the securities could be sold in
response to rate changes, prepayment risk, liquidity, availability of and the yield on alternative
investments and other market and economic factors. Securities available-for-sale are carried at
fair value with unrealized gains and losses reported in other comprehensive income. Realized
gains (losses) on securities available-for-sale are included in noninterest income and reported as a
reclassification adjustment, net of tax, in other comprehensive income. Gains and losses on sales
of securities are determined on the specific-identification method.

Declines in the fair value of individual available-for-sale securities below their cost that are other
than temporary, result in write-downs of the individual securities to their fair value. The related
write-downs are included in earnings as realized losses. In estimating other-than-temporary
impairment losses, management considers (1) the length of time and the extent to which the fair
value has been less than cost, (2) the financial condition and near-term prospects of the issuer,
and (3) the intent and ability of the Bank to retain its investment in the issuer for a period of time
sufficient to allow for any anticipated recovery in fair value.

Annuity investments: Investments in annuities are carried at initial cost of the investment plus
accumulated earnings, as reported by the issuer of the contract.

Loans

The Bank’s primary market is Southwest Virginia and East Tennessee. The Bank grants commercial,
consumer, and real estate loans to its customers, most of whom are located within the Bank’s primary
market. Although the Bank has a diversified loan portfolio, a substantial portion of its debtors’ ability
to honor their contracts is dependent upon the Bank’s primary market economic conditions,
particularly in the real estate sector. The concentration of credit in the regional economy is taken into
consideration by management in determining the allowance for loan losses.

Loans are either secured or unsecured based on the type of loan and the financial condition of the
borrower. The loans are generally expected to be repaid from cash flow or proceeds from the sale of
selected assets of the borrower; however, the Bank is exposed to risk of loss on any or all loans due to
the borrower’s difficulties, which can arise from any number of factors including problems within the
respective industry or economic conditions within the Bank’s primary market. '

Loans that management has the intent and ability to hold for the foreseeable future or until maturity or
pay-off generally are reported at their outstanding unpaid principal balances, less the allowance for
loan losses and net deferred loan fees and unearned discounts. Interest income is accrued on the
unpaid principal balance. Unearned discounts on installment loans are recognized as income over the
term of the loans using a method that approximates the interest method.

(Continued)
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Note 1.

SOUTHWEST VIRGINIA BANKSHARES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2018

Nature of Business and Significant Accounting Policies (Continued)
Loans (Continued)

Loan origination and commitment fees, as well as certain direct origination costs, are deferred and
amortized as a yield adjustment over the lives of the related loans using the interest method.
Amortization of deferred loan fees is discontinued when a loan is placed on nonaccrual status.

The accrual of interest on loans of $25,000 or more is discontinued at the time the loan is ninety days
past due unless the credit is well-secured and in process of collection. Past due status is based on
contractual terms of the loan. In all cases, 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 until qualifying for return to accrual. 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 as losses are estimated to have occurred through a
provision for loan losses charged to earnings. Loan losses are charged against the allowance when
management believes the uncollectability of a loan balance is confirmed. Subsequent recoveries, if
any, are credited to the allowance.

The allowance for loan losses is evaluated on a regular basis by management and is based upon
management’s periodic review of the collectability of the loans in light :of historical experience, the
nature and volume of the loan portfolio, adverse situations that may affect the borrower’s ability to
repay, estimated value of any underlying collateral, and prevailing economic conditions. This
evaluation is inherently subjective as it requires estimates that are susceptible to significant revision
as more information becomes available.

The allowance consists of specific, general, and unallocated components. The specific component
relates to loans that are classified as doubtful, substandard, or special mention. For such loans that
are also considered impaired, an allowance is established when the discounted cash flows or collateral
value or observable market price of the impaired loan is lower than the carrying value of that loan.
The general component covers non-classified loans and is based on historical loss experience adjusted
for qualitative factors. An unallocated component is maintained to cover uncertainties that could
affect management’s estimate of probable losses. The unallocated component of the allowance
reflects the margin of imprecision inherent in the underlying assumptions used in the methodologies
for estimating specific and general losses in the portfolio.

(Continued)
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Note 1.

SOUTHWEST VIRGINIA BANKSHARES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31,2018

Nature of Business and Significant Accounting Policies (Continued)

Allowance for loan losses (Continued)

A loan is considered impaired when, based on current information and events, it is probable that the
Bank will be unable to collect the scheduled payments of principal or interest when due according to
the contractual terms of the loan agreement. Factors considered by management in determining
impairment include payment status, collateral value, and the probability of collecting scheduled
principal and interest payments when due. Loans that experience insignificant payment delays and
payment shortfalls generally are not considered impaired. Management determines the significance
of payment delays and payment shortfalls on a case-by-case basis, taking into consideration all of the
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. 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 Bank does not separately identify individual consumer and residential loans for
impairment disclosures, unless such loans are the subject of a restructuring agreement.

Off-balance sheet credit related financial instruments

In the ordinary course of business, the Bank has entered into commitments to extend credit, including
commitments under credit card arrangements, commercial letters of credit, and standby letters of
credit. Such financial instruments are recorded when they are funded. -

Premises and equipment

Land is carried at cost. Premises and equipment are stated at cost less accumulated depreciation.
Depreciation is computed principally by thestraight-line methods. Maintenance and repairs are
expensed as incurred while major additions and improvements are capitalized. Gains and losses on
dispositions are included in current operations:

Premises and equipment are depreciated over the following lives:

Buildings and improvements : 5-40 years
Furniture, equipment, and software 3-10 years

Bank owned life insurance

The Bank is the owner and beneficiary of life insurance policies on bank officers and members of the
Board of Directors. These policies are carried at their cash surrender value.

(Continued)
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Note 1.

SOUTHWEST VIRGINIA BANKSHARES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31,2018
Nature of Business and Significant Accounting Policies (Continued)

Foreclosed assets

Foreclosed assets consist of other real estate owned (OREQO). OREO represents real estate properties
acquired through or in lieu of loan foreclosure. OREO is held for sale and is initially recorded at the
fair value less estimated selling cost at the date of foreclosure. Any write-down based on the asset’s
fair value at the time of transfer to OREO is charged to the allowance for loan losses. Property is
evaluated regularly to ensure the recorded amount is supported by its current fair value, with charges
to operations, if necessary, to reduce the carrying value of a property to the lower of its cost or fair
value less cost to sell. Costs of significant property improvements are capitalized; whereas, costs
relating to holding property are expensed.

Advertising costs

Advertising costs are expensed in the period incurred.

Compensated absences

Compensated absences for sick day and personal time have not been accrued since they cannot be
reasonably estimated. The Bank’s policy is to recognize these costs when actually paid.

Retirement plan

The Bank provides for its employees a defined contribution pension plan, as well as a deferred
compensation plan for directors.

Income taxes

Current income tax reflects taxes to be paid or refunded for the current period by applying the
provisions of the enacted tax law to taxable income or loss. Deferred taxes relate primarily to
differences between the tax and book bases of certain assets and liabilities. The deferred tax assets
and liabilities represent the future tax return consequences of those differences, which will either be
taxable or deductible when the assets and liabilities are settled. Deferred tax assets and liabilities are
reflected at 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
liabilities are adjusted through the provision for income taxes. The Company files consolidated
income tax returns with its subsidiaries.

Deferred tax assets are reduced by a valuation allowance if it is more likely than not that the tax
benefits will not be realized. The Company has not identified any uncertain income tax provisions.
In the event of an adjustment to previously filed income tax returns, interest is recognized in interest
expense and penalties, if any, are classified as other noninterest expense.

(Continued)
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Note 1.

SOUTHWEST VIRGINIA BANKSHARES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2018

Nature of Business and Significant Accounting Policies (Continued)

Comprehensive income (loss)

Comprehensive income (loss) consists of the total of all components of comprehensive income (loss)
including net income (loss). Other comprehensive income (loss) refers to revenues, expenses, gains,
and losses under U.S. generally accepted accounting principles that are included in comprehensive
income (loss) but excluded from net income (loss). Currently, the Company’s other comprehensive
income (loss) consists of unrealized gains and losses on securities available-for-sale, net of deferred
tax expense (benefit).

Subsequent events

Management has evaluated the accompanying consolidated financial statements for subsequent events
and transactions through March 5, 2019, the date these financial statements were available for issue.

Reclassifications

Certain prior year amounts have been reclassified to conform with present year presentations.

Recent accounting pronouncements

In May 2014, the FASB issued ASU No. 2014-09, Revenue from Contracts with Customers (Topic
606). ASU 2014-09 is a comprehensive new revenue recognition model that requires a company to
recognize revenue to depict the transfer of goods or services to a customer at an amount that reflects
the consideration it expects to receive in exchange for those goods or services. 4ASU 2014-09 also
requires additional disclosure about the nature, amount, timing, and uncertainty of revenue and cash
flows arising from customer contracts, including significant judgments and changes in judgments and
assets recognized from costs incurred to obtain or fulfill a contract. ASU 2014-09 was effective
for annual reporting periods beginning after December 15, 2017. ASU No. 2015-14 issued in
August 2015 deferred the effective date of this Update to annual reporting periods beginning after
December 15, 2018. Earlier application is permitted only as of annual reporting periods beginning
after December 15, 2016, including interim reporting periods within that reporting period. The
adoption of this ASU is not expected to have a material effect on the Bank’s current financial position
or results of operations; however, it may impact future financial statement disclosures.

In January 2016, ASU No. 2016-01 Financial Instruments — Overall (Subtopic 825-10) was issued by
the FASB. The amendments address certain aspects of recognition, measurement, presentation, and
disclosure of financial instruments. The amendments will be effective for fiscal years beginning after
December 15, 2018. The Bank is currently evaluating the impact of these amendments on its
financial statements.

(Continued)
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Note 1.

Note 2.

SOUTHWEST VIRGINIA BANKSHARES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2018
Nature of Business and Significant Accounting Policies (Continued)

Recent accounting pronouncements (Continued)

In June 2016, ASU No. 2016-13 Financial Instruments — Credit Losses (Topic 326) was issued by the
FASB. This standard is commonly referred to as CECL, because it employs the Current Expected
Credit Loss model. The ASU is intended to improve financial reporting by requiring timelier
recording of credit losses on loans and other financial instruments held by financial institutions
and other organizations. The ASU is effective for the Bank in fiscal years beginning after
December 15, 2021. Early application will be permitted for all organizations for fiscal years, and
interim periods within those fiscal years, beginning after December 15, 2018. The Bank is currently
evaluating the effect that implementation of the new standard will have on its financial position,
results of operations, and cash flows.

Other accounting standards have been issued by the FASB that are not currently applicable to the
Bank or are not expected to have a material impact on its financial statements.

Investment Securities

Available-for-sale

The amortized cost and fair value of securities are as follows:

7 2018
Gross Gross
Amortized Unrealized Unrealized
Cost Gains Losses Fair Value
U.S. Government agencies . $ 60,309,621 $ 18,739 $  (854,015) $ 59,474,345
Corporations 1,992,006 = (191,308) 1,800,698
States and political subdivisions 30,271,057 304,197 (89,522) 30,485,732
Mortgage-backed securities 17,850,008 454 (521,625) 17,328,837
Brokered CDs 1,150,021 - (44,070) 1,105,951

$111,572,713 § 323,350 § (1,700,540) §$ 110,195,563

2017
Gross Gross
Amortized Unrealized Unrealized
Cost Gains Losses Fair Value
U.S. Government agencies $ 68,662,039 § 217,092 § (303,368) $ 68,575,763
Corporations 2,991,140 8,611 (69,417) 2,930,334
States and political subdivisions 31,775,387 1,188,798 (21,494) 32,942,691
Mortgage-backed securities 21,230,501 39,309 (203,078) 21,066,732
Brokered CDs 1,655,462 - (28,054) 1,627,408

$126,314,529 $§ 1,453,810 $§  (625411) $127,142,928

(Continued)
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SOUTHWEST VIRGINIA BANKSHARES, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31,2018

Note 2. Investment Securities (Continued)

The amortized cost and fair value of securities as of December 31, 2018, by expected cash flow date,
are as follows:

Debt Securities
Available-For-Sale

Amortized Cost Fair Value
One year of less $ 1,117,303  $ 1,009,915
After one year through five years 29,017,178 28,686,669
After five years through ten years 58,553,050 58,155,412
After ten years 5,035,174 5,014,730
93,722,705 92,866,726
Mortgage backed securities 17,850,008 17,328,837

$ 111,572,713 § 110,195,563

The cash flow time period in the above table considers the likelihood of the cash being received on
the call date given the current market interest rates versus the actual maturity date of the bond. The
table also considers the pre-refunded status of the bond when determining the cash flow date.

The Company’s unrealized losses on the above investments were the result of changes in market
interest rates. The severity and duration of these unrealized losses will fluctuate with interest rates
and the economy. Because the securities are issued by governments and their agencies and the
Company has the ability and intent to hold them for a period of time sufficient to allow for an
anticipated recovery, they are not considered to be other than temporarily impaired. The Company
did not recognize any other-than-temporary impairment in 2018 and 2017. Previously recognized
other-than-temporary impairments, related to securities still held by the Company, totaled
approximately $1,250,000.

(Continued)
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SOUTHWEST VIRGINIA BANKSHARES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31,2018

Note 2. Investment Securities (Continued)

Information pertaining to securities with gross unrealized losses as of December 31, 2018 and 2017,

aggregated by investment category and length of time that individual securities have been in a
continuous loss position is shown in the table below.

December 31, 2018
Less Than 12 Months 12 Months or Greater Total
Gross Gross Gross
Unrealized Unrealized Unrealized
Fair Value Losses Fair Value Losses Fair Value Losses

U.S. Government agencies $ 5747476 % (13,872) $ 47,707,466 $ (840,142) § 53.454,942 § (854.014)

Corporations - - 1,800,698 (191,308) 1,800,698 (191,308)
State and political subdivisions 4,443,130 (63,749) 1,184,184 (25,773) 5.627.314 (89.522)
Mortgage-backed securities 1,441,487 (18,496) 15,808,822 (503,130) 17,250,309 (521.626)
Brokered CDs - - 1.105.950 (44,070) 1.105.950 (44.070)

$ 11.632.093 § (96,117) $ 67,607,120 $ (1.604,423) $ 79.239.213 § (1,700,540)

December 31, 2017

Less Than 12 Months 12 Months or Greater Total
Gross Gross Gross
Unrealized Unrealized Unrealized
Fair Value Losses Fair Value Losses Fair Value Losses

U.S. Government agencies $ 40,779.991 § (241,575) $ 1,995477 § (61,793) $ 42.775.468 §  (303.368)

Corporations - - 930,583 (65.417) 930,583 (69.417)
State and political subdivisions 498.110 (1,889) 697.681 (19.605) 1,195,791 (21,494)
Mortgage-backed securities 15.484.631 (143,148) 1.894.856 (59,930) 17,379,487 (203.078)
Brokered CDs 245.580 (1.419) 1.381.827 (26.635) 1.627.407 (28.054)

$ 57.008,312 $ (388.031) $ 6,900,424 $ (237.380) $ 63,908,736 §  (625.411)

During 2018, sales, calls, and maturities of securities available-for-sale resulted in gross realized
gains of $103,568 and gross realized losses of $213,052, with a net realized loss of $109,484. During
2017, sales, calls, and maturities of securities available-for-sale resulted in gross realized gains of
$46,786 and gross realized losses of $38,318, with a net realized gain of $8,468.

Securities with a carrying value of $54,535,081 and $52,335,000 were pledged at December 31, 2018

and 2017, respectively, to secure certain deposits and for other purposes as required or permitted by
law. '

(Continued)
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SOUTHWEST VIRGINIA BANKSHARES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2018
Note 2. Investment Securities (Continued)

Annuity investments

Activity in annuity investments was as follows:

2018 2017
January 1 $ 1,242,447  $ -
Purchases - 1,132,251
Accumulated earnings on investments- 5,238 110,196
December 31 - $ 1,247,685 § 1,242,447

Investments. at cost

The Bank is required to hold a minimum number of shares of stock in the Federal Home Loan Bank
(FHLB) and the Federal Reserve Bank (FRB). These are considered restricted investments and are
carried at cost on the balance sheet. Additional restricted investments the Bank is required to
maintain and also carried at cost include Community Bankers Bank stock. The carrying amount of
the restricted investments, at cost, are as follows:

2018 2017
Federal Home Loan Bank $ 351,700 $ 323,600
Federal Reserve Bank 45,000 45,000
Community Bankers Bank . 124,750 124,750

$ 521,450  $ 493,350

(Continued)
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SOUTHWEST VIRGINIA BANKSHARES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2018
Note 3. Loans and Allowance for Loan Losses

The Bank’s loan portfolio consists of the following:

2018 2017
Real estate loans:

Residential 1-4 family $§ 127,902,649 § 119,219,996
Nonresidential and multifamily 69,584,165 62,853,633
Construction and development 862,191 882,652
198,349,005 182,956,281

Commercial 20,128,859 17,095,058
Consumer and other 14,240,216 13,284,884
Total loans 232,718,080 213,336,223
Less: allowance for loan losses (2,683,539) (1,874,981)
Less: allowance for overdraft losses (38,285) (44,535)
Loans, net $ 229,996,256 $ 211,416,707

The Bank’s consumer loans include $418,829 and $358,589 in overdrafts as of December 31, 2018
and 2017, respectively.

Loans are presented at the net of any unamortized deferred loan fees and origination costs, which
consist of the following at December 31, 2018 and 2017:

2018 2017
Deferred loan fees $ (39,445) $ (25,531)
Deferred loan costs 201,741 182,515
Net deferred loan fees and costs $ 162,296 § 156,984

Impaired loans

Loan impairment and any valuation allowances are determined under the provisions established by
Accounting Standards Codification Topic 310, Receivables. Impaired loans without a valuation
allowance represent loans for which management believes that the discounted cash flows, collateral
value, or observable market price of the impaired loan is higher than the carrying value of the loan.

(Continued)
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SOUTHWEST VIRGINIA BANKSHARES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2018

Note 3. Loans and Allowance for Loan Losses (Continued)

Impaired loans (Continued)

The following table presents impaired loans individually evaluated by class of loans at
December 31,2018 and 2017:

2018 ]
Unpaid Average Interest
Recorded Principal Specific Recorded Income
Investment Balance Allowance Investment Recognized
With no related allowance recorded:
Residential 1-4 family $ 334,641 $ 334,641 $ - $ 330,354 §$ 15,408
Nonresidential and multifamily 631,500 631,500 - 1,146,002 46,662
Construction and development - - - - -
Commercial 349,476 349,476 - 374,868 19,024
Consumer and other - - - - -
With an allowance recorded:
Residential 1-4 family - - - - -
Nonresidential and multifamily 2,469,152 2,469,152 1,120,00 2,486,300 71,754
Construction and development - - = = =
Commercial - - - - -

Consumer and other “ = = - -

Total impaired loans,
individually evaluated $ 3,784,765 § 3.784,769 § 1,120,000 $ 4,337,524 § 152,848

2017
Unpaid Average Interest
Recorded Principal Specific Recorded Income
Investment Balance Allowance Investment Recognized
With no related allowance recorded:
Residential 1-4 family $ 348482 § 248,482 §$ - $ 345,404 $ 14,843
Nonresidential and multifamily 2,319,352 2,319,352 - 2,357,828 98,883
Construction and development - - = = o
Commercial 48,769 48,769 - 63,214 2,845
Consumer and other - - - - -
With an allowance recorded:
Residential 1-4 family - B - - -
Nonresidential and multifamily 1,404,748 1,404,748 83,200 1,396,506 56,073
Construction and development - - - - -
Commercial 347,799 347,799 350,000 344,168 14,848

Consumer and other - = - & i

Total impaired loans,
individually evaluated $ 4,469,150 $ 4,469,150 $ 433,200 § 4,507,120 § 187,492

(Continued)
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SOUTHWEST VIRGINIA BANKSHARES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2018
Note 3. Loans and Allowance for Loan Losses (Continued)

Allowance for loan loss

The following table outlines the changes in the allowance for loan losses by portfolio, the allowances
for loans individually and collectively evaluated for impairment, and the year end balance of the loans
individually and collectively evaluated for impairment as of December 31, 2018 and 2017:

December 31, 2018
Nonresidential Construction
Residential and and
1-4 Family Multifamily  Development Commercial Consumer Unallocated Total

Allowance for loan losses
Beginning balance, January 1,2018  § 388,401 $ 417,098 § 4315 § 373,259 § 281,642 $ 410,266 $§ 1,874,981
Charge-offs (111,294) (50,817) - (2,618) (245,514) - (410,243)
Recoveries 4,178 - 12,573 - 102,050 - 118,801
Provision 137.336 1,173,215 (9,615) (338,594) 159,551 (21,893) 1,100,000
Ending balance, December 31, 2018 § 418,621 $§ 1,539496 $§ 7273 $ 32,047 § 297,729 § 388,373 § 2,683,539
Portion of ending balance
Individually evaluated for

impairment $ - $ 1,120,000 $ - $ - $ - $ - $ 1,120,000
Collectively evaluated for

impairment : 418,621 419,496 7,273 32,047 297,729 388,373 1,563,539
Total ALLL evaluated for impairment § 418,621 $ 153949 $§ 7273 .§ 32,047 § 297,729 § 388373 $§ 2,683,539
Loans Receivable
Ending balance, December 31,2018 § 127,902,649 § 69,584,165 $ 862,191 § 20,128859 § 14.240216 N/A § 232,718,080
Portion of ending balance
Individually evaluated for

impairment $ 334641 $§ 3,100,652 § - 349476 $ - N/A § 3,784,769
Collectively evaluated for impairment 127,568,008 66,483,513 862,191 19,779,383 14,240,216 N/A 228933311
Total loans evaluated for impairment $ 127,902,649 $ 69,584,165 $ 862,191 § 20,128,859 §$ 14,240,216 N/A  § 232,718,080

(Continued)
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Note 3.

SOUTHWEST VIRGINIA BANKSHARES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31,2018
Loans and Allowance for Loan Losses (Continued)

Allowance for loan loss (Continued)

December 31, 2017
Nonresidential Construction
Residential and and
1-4 Family Multifamily  Development  Commercial Consumer Unallocated Total
Allowance for loan losses
Beginning balance, January 1,2017 § 359,705 $ 335,727 $ 5622 § 75,946 $ 280,376 $ 189,201 $ 1,246,577
Charge-offs (43,342) - - (8,230) (341,524) - (393,096)
Recoveries 271 - - 5,000 76,229 - 81,500
Provision 71,767 81,371 (1,307) 300,543 266,561 221,065 940,000
Ending balance, December 31,2017 § 388,401 §$ 417,098 $ 4315 § 373259 $ 281,642 § 410,266 § 1,874,981
Portion of ending balance
Individually evaluated for
impairment $ - 8 83,200 $ - 8 350,000 $ - 8 - $ 433,200
Collectively evaluated for
impairment 388,401 333,898 4,315 23,259 281,642 410266 1,441,781
Total ALLL evaluated for impairment § 388,401 § 417,098 $ 4315 § 373,259 § 281,642 § 410266 $ 1.874,98]
Loans Receivable
Ending balance, December 31,2017 § 119219996 § 62853,633 § 882,652 §$ 17.095058 §$ 13284884 § N/A  § 213,336,223
Portion of ending balance
Individually evaluated for
impairment $ 348,482 § 3,724,100 $ - $ 396,568 $ - N/A § 4,469,150
Collectively evaluated for impairment 118,871,514 59,129,533 882,652 16,698,490 13,284,884 N/A 208,867,073
Total loans evaluated for impairment § 119219996 $ 62,853,633 $ 882,652 $§ 17,095,058 § 13,284,884 N/A  $ 213,336,223

Credit quality indicators

The Bank utilizes five classifications to rate loans: pass, special mention, substandard, doubtful, and
loss. “Pass assets” have at least a reasonable credit risk. “Special mention assets” are those assets
with a higher risk than normal with a potential weakness that need management attention; however,
the concerns have not yet warranted a reclassification to substandard. “Substandard assets” have
unsatisfactory characteristics that cause a more than acceptable level of risk and have one or more
well-defined weaknesses that could jeopardize the repayment of the debt. “Doubtful assets” contain
weaknesses such that collection or liquidation in full is questionable. Doubtful loans are normally
placed on the non-accrual list, regardless of past due status. “Loss assets” are considered
uncollectible and of such little value that their continuance as an active bank asset is not warranted.
The Bank does not rate every loan. For those loans not rated, they have been classified as performing
or nonperforming. A nonperforming loan is one that is 90 or greater days past due.
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Note 3.

Credit quality indicators (Continued)

Loans and Allowance for Loan Losses (Continued)

The following tables outline the category of the loans that receive a risk rating and the status of the
loans that are not rated as of December 31, 2018 and 2017:

Credit Quality Indicators for Rated Loans

Special

Pass Mention Substandard Doubtful Loss Total
December 31,2018
Residential 1-4 family $ 18.265.740 § - $ 712,848 $ - $ $ 18,978,588
Nonresidential and
multifamily 59,850,679 - 3,565,996 - 63,416,675
Construction and
development 806,583 - - - 806,583
Commercial 19.446.419 349,476 - - 19.795.895
Consumer and other 7.112 - 68.564 - 75.676
$ 98.376.533 $ 349476 § 4347408 §$ - $ $103.073.417
December 31, 2017
Residential 1-4 family $ 18,152,355 § 132,538 § 1,269,776 $ - $ $ 19.554.669
Nonresidential and ‘
multifamily 58,389,654 - 3,724,099 - 62,113,753
Construction and ‘
development 818,990 - - - 818.990
Commercial 12,015,417 396,568 - - 12,411,985
Consumer and other 11.995 - 48.803 - 60.798
$ 89388411 § 529.106 $ 5.042.678 $ - $ $ 94.960.195
Non-Rated Loans
Performing  Nonperforming Total
December 31,2018

Residential 1-4 family

Nonresidential and multifamily

Construction and development
Commercial
Consumer and other

December 31, 2017
Residential 1-4 family

Nonresidential and multifamily
Construction and development

Commercial
Consumer and other

$ 108,251,855 $ 672,206 $ 108,924,061
6,167,490 & 6,167,490
55,608 : 55,608
328,662 4,302 332,964
14,164,540 - 14,164,540

$ 128,968,155 $ 676,508 $ 129,644,663
$ 99,096,200 $ 569,127 $ 99,665,327
739,880 : 739,880
63,662 . 63,662
4,677,028 6,045 4,683,073
13,202,452 21,634 13,224,086

$ 117,779222 $ 596,806 $ 118,376,028
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Note 3. Loans and Allowance for Loan Losses (Continued)

Past due loans

The following tables present an aged analysis of past due loans and loans on nonaccrual status by loan

type as of December 31, 2018 and 2017:

Recorded
Investment >
30-59Days 60— 89 Days 90+ Days Non-Accrual 90 Days and
Current Past Due Past Due Past Due Total Past Due  Total Loans Loans Accruing
December 31, 2018
Residential 1-4 family $ 122637900 § 2355164 $ 1,524,531 § 1385054 $ 5264,749 § 127,902,645 § - $  1.385054
Nonresidential and multifamily 67,390,312 443 981 580,651 1,169,221 2,193,853 69,584,165 1,169.221 -
Construction and development 853,574 8,617 - - 8,617 862,191 - -
Commercial 19,934 415 159,977 30,165 4302 194,444 20,128,859 - 4,302
Consumer and other 13,830,547 225,923 116.878 66.868 409.669 14.240.216 - 66,868

$ 224646748 §  3.193662 § 2252225 § 2625445 $ 8071332 § 232,718,080 §

1,169.221 §  1.456.224

December 31, 2017

Residential 1-4 family $ 113,497,993 § 2,194,127 § 1,688973 § 1838903 § 5722003 $ 119,219,996 §
Nonresidential and multifamily 60,607,198 1,482,831 601,906 161,698 2,246,435 62,853,633
Construction and development 882,652 - - - - 882,652
Commercial 16,954,199 131,703 3,111 6,045 140,859 17,095,058
Consumer and other 12,862,335 218,380 133,232 70,437 422,549 13,284,884

- § 1,838,903
104,817 56,881
- 6,045
- 70,437

$ 204804377 § 4027041 § 2427722 § 2077083 S 8531846 $ 213336223 §

104,817 § 1972266

Troubled debt restructuring

A modification of a loan constitutes a troubled debt restructuring (“TDR™)

when a borrower is

experiencing financial difficulty and the modification constitutes a concession. By granting the
concession, the Bank expects to increase the probability of collection by more than would be
expected by not granting the concession. The Bank’s determination of whether a modification is a
TDR considers the facts and circumstances surrounding each respective modification. The following
represents information related to loans modified as TDR as of December 31, 2018.

Pre- Post-

Modification Modification

Outstanding Outstanding

Number of Recorded Recorded

Contracts Investment Investment

Residential 1-4 family - . 1 $ 489,901 $ 489,901
Nonresidential and multifamily 3 68,128 68,128
4 $ 558,029 § 558,029
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Loans and Allowance for Loan Losses (Continued)

Troubled debt restructuring (Continued)

The four TDR loans were modified during 2017 and were all part of the same borrower relationship.
In 2017, the borrower discontinued operations with plans to sell enough assets to pay off the above
loans. For that reason, the Bank converted all four loans to single-pay notes and moved them to TDR
status. The largest loan, having a balance of $489,901 as of December 31, 2018, has a 90% USDA
guarantee and sufficient collateral value, reducing the risk of a loss to the Bank.

Premises and Equipment

Premises and equipment are as follows:

‘ 2018 2017
Land $ 3,025,768  $ 3,025,768
Building and improvements 6,540,382 6,425,200
Furniture, equipment, and software 3,715,122 3,758,434
13,281,272 13,209,402
Less: accumulated depreciation (5,978,141) (6,070,593)

$  7303,131 $ 7,138,809

Depreciation and amortization expense of premises and equipment for 2018 and 2017 was $459,738
and $410,611, respectively.

Foreclosed Assets
Foreclosed properties as of December 31, 2018 included four residential real estate properties with a

total carrying amount of $141,000 and one commercial real estate property with a total carrying
amount of $90,000.

As of December 31, 2018, there was one residential real estate property with a carrying amount of
$62,226 for which the foreclosure process had begun but had yet to be completed.

Lease Agreements

The Bank leases three of its office facilities. One of the leases is on a month-to-month basis.

Minimum annual rental commitments under the other two leases as of December 31, 2018 are as
follows:

2019 $ 51,828
2020 51,828
2021 51,828
2022 51,828
2023, 46,988
$ 254,300

(Continued)
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Note 6. Lease Agreements (Continued)
The Bank has renewal options to renew these leases at the end of the lease terms.

Total rent expense under the operating leases was $60,756 and $60,111 for the years ended
December 31, 2018 and 2017, respectively.

Note 7.  Deposits

The composition of deposits as of December 31, 2018 and 2017 is as follows:

2018 2017
Demand $ 178,274,755 $ 180,865,863
Savings 71,647,738 69,951,016
Time certificates, $250,000 or more 20,600,550 20,405,390
Other time certificates 58,217,329 65,739,019

$ 328,740,372 § 336,961,288

As of December 31, 2018, the scheduled maturities of time deposits are as follows:

2019 $ 34,832,031
2020 11,864,256
2021 8,157,489
2022 7,785,245
2023 16,036,536
Thereafter 142,322

$ 78,817,879

Note 8. Advances from the Federal Ijlome Loan Bank

The Bank has agreements with the Federal Home Loan Bank of Atlanta (FHLB) that are
collateralized by all of the Bank’s stock in the FHLB and by all of the Bank’s loans secured by first
mortgages on 1-4 family residential properties. Under the agreements, the Bank had an additional

approximately $36 million available to borrow as of December 31, 2018. There were no FHLB
advances as of December 31, 2018 and 2017.
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Income Taxes

The provision for income taxes consists of the following:

2018 2017
Current tax expense $ 276,927 $§ 1,356,244
Deferred tax expense ~ (168,674) 169,191

$ 108,253 § 1,525,435

The provision for federal income taxes differs from that computed by applying federal statutory rates
to income before federal income tax expense, as indicated in the following analysis:

2018 2017
Amount Percentage Amount Percentage

Expected tax § 946,457 21.00 % $ 1,538,745 34.00 %
Tax effect of:

Tax exempt income (320,137) (7.10) (428,832) (27.87)

Tax law change - - 451,845 29.36

Tax credits (471,319) (10.46) - -

Other (46,748) (1.04) (36,323) (2.36)
Income taxes $ 108,253 2.40 % $ 1,525,435 33.13 %

Historic tax credit investment

In 2018, the Company entered into a historic tax credit transaction through its wholly owned
subsidiary BOM Tax Credits, LLC. The transaction consisted of an investment of $848,375 in 2018
in the historic project, of which approximately $127,000 remains payable at December 31, 2018. The
investment was initially carried at cost. The investment’s purpose is principally to secure federal and
state tax credits of approximately $1.06 million.

The project was placed in service in late 2018; therefore in 2018 the Company recognized federal tax
credits of $471,319 as a reduction to income tax expense, with an accompanying write off of the
corresponding investment of $333,032 through other expense, for a net gain of $138,287.

The remainder of the investment has been recognized by recording state tax credits of $589,149. The
net gain of $117,830 related to the state credits has been deferred in other liabilities and will be
recognized over the approximately ten year period in which the state credit is expected to be
recognized through a reduction to Virginia franchise taxes.
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The net deferred tax asset consists of the following:

2018 2017
Deferred tax assets:
Allowance for loan losses $ 341,929 $ 230,984
Deferred compensation 419,607 384,666
Deferred loan interest income 20,794 22,309
Non-accrual interest income 6,931 568
Other than temporary impairment of assets held 262,500 262,500
Unrealized loss on securities available-for-sale 289,202 -
Historic tax credit investments 62,638 -
1,403,601 901,027
Deferred tax liabilities:
Premises and equipment 180,663 134,696
Accretion on investment securities 29,040 31,518
Deferred loan costs, net 34,082 32,873
Unrealized gain on securities available-for-sale - 173,964
243,785 373,051

$ 1,159,816 § 527,976

At December 31, 2018, the Bank did not have a valuation allowance. Realization of deferred tax
benefits is dependent upon sufficient future taxable income during the period that deductible
temporary differences and carryforwards are expected to be available to reduce taxable income.

The Bank of Marion is exempt from state income taxes in Virginia as are all other banks in the State.
Instead, banks are assessed a franchise tax based on an adjusted capital calculation. The
Bank franchise tax expense was approximately $289,000 and $272,000 for the years ended
December 31, 2018 and 2017, respectively. The Bank includes such accrued payable in other
liabilities and the expense is included in noninterest expense as other taxes.

On December 22, 2017, President Trump signed into law new U.S. tax reform legislation. The Act
makes significant changes to U.S. corporate income tax laws including a decrease in the corporate tax
rate to 21% effective for tax years beginning after December 31, 2017. As a result of the change in
tax rate, a deferred tax expense of $451,845 was recorded in 2017.

In February 2018, FASB issued Accounting Standards Update 2018-02 Income Statement —
Reporting Comprehensive Income (Topic 22): Reclassification of Certain Tax Effects from
Accumulated Other Comprehensive Income. The standard is intended to help organizations reclassify
certain stranded income tax effects in accumulated other comprehensive income results from the Tax
Cuts and Jobs Act of 2017 (the “Act”). As such the Company has reclassified $17,311 from
accumulated other comprehensive income to retained earnings as of December 31, 2017.
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Minimum Regulatory Capital Requirements

Banks and bank holding companies are subject to regulatory capital requirements administered by
federal banking agencies. Capital adequacy guidelines and, additionally for banks, prompt
corrective action regulations, involve quantitative measures of assets, liabilities, and certain off-
balance-sheet items calculated under regulatory accounting practices. Capital amounts and
classifications are also subject to qualitative judgments by regulators. Failure to meet capital
requirements can initiate regulatory action. The final rules implementing Basel Committee on
Banking Supervision’s capital guidelines for U.S. banks (Basel III rules) became effective for the
Company on January 1, 2015 with full compliance with all of the requirements being phased in over
a multi-year schedule, and fully phased in by January 1, 2019. Under the Basel III rules, the
Company must hold a capital conservation buffer above the adequately capitalized risk-based capital
ratios. The capital conservation buffer is being phased in at the rate of 0.625% per year from
-0-% in 2015 to 2.50% on January I, 2019. The capital conservation buffer for 2018 is 1.875% and
for 2017 is 1.25%. The net unrealized gain or loss on available-for-sale securities is not included in
computing regulatory capital. Management believes as of December 31, 2018, the Bank met all
capital adequacy requirements to which it is subject. The Company is exempt from consolidated

capital requirements as those requirements do not apply to certain companies with assets under
$1 billion.

Prompt corrective action regulations provide five classifications: well capitalized, adequately
capitalized, undercapitalized, significantly undercapitalized, and critically undercapitalized,
although these terms are not used to represent overall financial condition. If adequately capitalized,
regulatory approval is required to accept brokered deposits. If undercapitalized, capital distributions
are limited, as is asset growth and expansion, and capital restoration plans are required. At year end
2018 and 2017, the most recent regulatory notifications categorized the Bank as well capitalized
under the regulatory framework for prompt corrective action. There are no conditions or events
since that notification that management believes have changed the institution’s category.
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The Company’s and the Bank’s actual capital amounts and ratios as of December 31, 2018 and 2017
are as follows (in thousands):

To Be Well Capitalized
For Capital Under Prompt Corrective
Actual Adequacy Purposes Action Provisions
Amount Ratio Amount Ratio Amount Ratio
December 31, 2018
Total capital to risk ‘
weighted assets $ 47,044 20.82% $ 18,079 8.00% $§ 22,599 10.00%
Consolidated 47,178 20.88 18,079 8.00 N/A
Tier 1 capital to risk
weighted assets 44,360 19.63 13,559 6.00 18,079 8.00
Consolidated 44,360 19.63 13,559 6.00 N/A
Tier I leverage to average
assets 44,360 11.62 15,270 4.00 19,087 5.00
Consolidated 44,360 11.61 15,281 4.00 N/A
Common equity Tier I to:
Risk weighted assets 44,360 19.63 10,170 4.50 14,689 6.50
Consolidated 44,494 19.69 10,170 4.50 N/A
December 31, 2017
Total capital to risk
weighted assets 43,836 20.81 16,853 8.00 21,067 10.00
Consolidated 44,279 21.02 16,853 8.00 N/A
Tier I capital to risk
weighted assets 41,961 19.92 12,640 6.00 16,853 8.00
Consolidated 41,961 19.92 12,640 6.00 N/A
Tier I leverage to average
assets 41,961 11.02 15,227 4.00 19,033 5.00
Consolidated 41,961 11.01 15,240 4.00 N/A
Common equity Tier I to:
Risk weighted assets 41,961 19.92 9,480 4.50 13,693 6.50
Consolidated ‘ 42,404 20.13 9,480 4.50 N/A
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Dividend Payments and Regulatory Requirements

The payment of dividends by the Company depends to a great extent on the ability of the Bank to pay
dividends to the Holding Company. The Bank, as a Virginia banking corporation, may pay dividends
only out of its retained earnings. The payment of dividends by any bank is dependent upon its
earnings and financial condition and subject to the statutory power of certain federal and state
regulatory agencies to act to prevent what they deem unsafe or unsound banking practices. Moreover,
the Federal Reserve Board, the Comptroller of the Currency and the FDIC have issued policy
statements which provide that bank holding companies and insured depository institutions generally
should only pay dividends out of current operating earnings. The approval of the regulatory agency is
required if the dividends declared in any year exceed net income for that year combined with the
retained net income of the two preceding years. The payment of dividends by the Bank may also be
affected or limited by other factors, such as the requirement to maintain adequate capital above
regulatory guidelines. As of December 31, 2018, there was $2,186,620 of retained earnings available
by the Bank for future dividend declaration without prior regulatory approval.

Retirement Plan

The Bank provides a defined contribution 401(k) plan for substantially all employees at date of
employment. Participants may contribute up to 15% of compensation per year. The Bank matches
100% of each participant’s contribution into the plan annually (an amount not to exceed 4% of
the participant’s compensation). Costs totaled $124,883 and $125,130 for the years ended
December 31, 2018 and 2017, respectively.

Director’s Deferred Compensation Plan

The Bank has entered into deferred compensation agreements with certain members of the Bank’s
board of directors. Under the terms of the agreements, compensation which those directors would
have received for services was deferred until a certain age as determined by the contract. At that
time, the participant begins receiving monthly payments over 10 to 15 years.

The source of funds for these payments is provided through life insurance policies on the life of each
director. The Bank is the owner and beneficiary of each life insurance policy. During the years
ended December 31, 2018 and 2017, $58,956 and $64,688 was charged to expense under these plans,
respectively. The deferred compensation arrangements are all for past director services, with no new
amounts being deferred. The present value of the remaining payments is calculated using a discount
rate of 8%, and is included in other liabilities. Such accruals amounted to approximately $693,000
and $759,000 at December 31, 2018 and 2017, respectively.

The Bank also provides supplemental retirement plans, including a phantom book value stock plan
and an annuity based supplemental executive retirement plan for certain executive officers of the
Bank. Under the terms of the phantom book value stock plan, these officers are awarded shares of
phantom stock. Increases or decreases in the book value of the phantom shares are measured and
paid out to participants upon retirement. The Bank also provides an intermediate phantom book value
stock plan whereby certain officers are granted phantom shares of stock issued over five year
incremental periods, each payable in cash at the end of a five-year vesting period. Under these plans,
$232,793 and $143,725 was charged to expense for 2018 and 2017, respectively. Such accruals
amounted to approximately $1,305,000 and $1,072,000 at December 31, 2018 and 2017, respectively.
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Financial instruments with off-balance-sheet risk

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

The Bank’s exposure to credit loss in the event of nonperformance by the other party to the financial
instrument for commitments to extend credit and standby letters of credit is represented by the
contractual amount of those instruments. The Bank uses the same credit policies in making
commitments and conditional obligations as for on-balance-sheet instruments. A summary of the
Bank’s commitments as of December 31 is as follows:

2018 2017
Commitments to extend credit $ 45,106,896 $ 47,214,351
Standby letters of credit 393,491 337,722

$ 45,500,387 § 47,552,073

Commitments to exfend credit are agreements to lend to a customer as long as there is no violation of
any condition established in the contract. Since many of the commitments are expected to expire
without being drawn upon, the total commitment amounts do not necessarily represent future cash
requirements. The Bank evaluates each customer’s credit worthiness on a case-by-case basis. The
amount of collateral obtained, if deemed necessary by the Bank upon extension of credit, is based on
management’s credit evaluation of the party. Collateral held varies, but may include accounts
receivable, crops, livestock, inventory, property and equipment, residential real estate and income-
producing commercial properties.

Standby letters of credit are conditional commitments issued by the Bank to guarantee the
performance of a customer to a third party. Those guarantees are primarily issued to support public
and private borrowing arrangements. The credit risk involved in issuing letters of credit is essentially
the same as that involved in extending loan facilities to customers. Collateral held varies as specified
above and is required in instances which the Bank deems necessary.

Concentrations of credit risk

All the Bank’s loans, commitments to extend credit, and standby letters of credit have been granted to
customers in the Bank’s market area. The distribution of commitments to extend credit approximates
the distribution of loans outstanding. Standby letters of credit were granted primarily to commercial
borrowers. Although the Bank has a diversified loan portfolio, a substantial portion of its debtors’
ability to honor their contracts is dependent upon the manufacturing and agriculture economic sectors.

(Continued)
32



Note 14.

Note 15.

SOUTHWEST VIRGINIA BANKSHARES, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2018
Commitments and Contingencies

Restrictions on cash and due from banks

Under agreements with correspondent banks, the Bank maintains deposit balances with the
correspondents to cover various bank processing charges. In addition, the Bank must maintain
average reserve balances related to customers’ deposit balances as required by the Federal Reserve
and a $250,000 minimum balance as required by the Community Banker’s Bank of Virginia.

As of December 31, 2018 and 2017, approximately $3.8 million and $2.3 million, respectively, of the
cash and due from banks balance represents the deposits required to be maintained with the

correspondent banks.

Legal contingencies

In the normal course of business, the Bank is involved in various legal proceedings. In the opinion of
management, any liability resulting from such proceedings would not have a material adverse effect
on the Bank’s financial statements.

Fair Value Disclosures

The Company uses fair value measurements to record: fair value adjustments to certain assets and
liabilities and to determine fair value disclosures. In accordance with FASB ASC 820, Fair Value
Measurements and Disclosures, the fair value of a financial instrument is the price that would be
received to sell an asset or paid to transfer a liability in an orderly transaction between market
participants at the measurement date. Fair value is best determined based upon quoted market prices.
However, in many instances, there are no quoted market prices for the Company’s various financial
instruments.. In cases where quoted market prices are not available, fair values are based on estimates
using present value techniques or other valuation models or processes that use primarily market-based
or independently-sourced market data, including interest rate yield curves, option volatilities and third
party information.

In accordance with this guidance, the Company groups its financial assets and financial liabilities
generally measured at fair value in three levels, based on the markets in which the assets and
liabilities are traded and the reliability of the assumptions used to determine fair value.

e Level | — Valuation is based on quoted prices in active markets for identical assets or liabilities
that the Company has the ability to access at the measurement date. Level 1 assets and liabilities
generally include debt and equity securities that are traded in an active exchange market.
Valuations are obtained from readily available pricing sources for market transactions involving
identical assets or liabilities.

e Level 2 — Valuation is based on inputs other than quoted prices included within Level 1 that are
observable for the asset or liability, either directly or indirectly. The valuation may be based on
quoted prices for similar assets or liabilities; quoted prices in markets that are not active; or other
inputs that are observable or can be corroborated by observable market data for substantially the
full term of the asset or liability. "
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Fair Value Disclosures (Continued)

e Level 3 — Valuation is based on unobservable inputs that are supported by little or no market
activity and that are significant to the fair value of the assets or liabilities. Level 3 assets and
liabilities include financial instruments whose value is determined using pricing models,
discounted cash flow methodologies, or similar techniques, as well as instruments for which
determination of fair value requires significant management judgment or estimation.

Assets and liabilities measured at fair value on a recurring basis as of December 31, 2018 and
December 31, 2017 are as follows:

Fair Value Measurement at

Reporting Date Using
December 31, 2018 Fair Value Level 1 Level 2 Level 3
Available-for-sale securities:
U.S. government agencies $ 59,474,345 § - $ 59,474,345 $ -
Corporations 1,800,698 - 1,800,698 -
State and political subdivisions 30,485,732 - 30,485,732 -
Mortgage-backed securities 17,328,837 - 17,328,837 -
Brokered CDs 1,105,951 - 1,105,951 -
$110,195,563 $ - $110.195.563 § -
Fair Value Measurement at
Reporting Date Using
December 31, 2017 Fair Value Level 1 Level 2 Level 3
Available-for-sale securities:
U.S. government agencies $ 68,575,763 $ 1,967,174 $§ 66,608,589 § -
Corporations 2,930,334 - 2,930,334 -
State and political subdivisions 32,942,691 - 32,942,691 -
Mortgage-backed securities 21,066,732 - 21,066,732 -
Brokered CDs 1,627,408 - 1,627,408 -

$127,142928 § 1,967,174 §$125.175,754 § %
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Assets and liabilities measured at fair value on a nonrecurring basis as of December 31, 2018 and
2017 are as follows:

Fair Value Level 1 Level 2 Level 3

December 31, 2018
Impaired loans $ 3,784,769 §$ - $ - $ 3,784,769
Foreclosed assets 231,000 - B 231,000
$ 4,015,769 $ - $ = $ 4,015,769

December 31, 2017
Impaired loans $ 4,469,150 $ - $ - $ 4,469,150
Foreclosed assets 206,500 - - 206,500
$ 4,675,650 % - $ - $ 4,675,650

The eétimated fair values of the Bank’s financial instruments are as follows:

December 31, 2018 December 31, 2017
Carrying Carrying
Amount Fair Value Amount Fair Value
Financial assets:
Cash and cash equivalents $ 8,182,035 $ 8,182,035 $§ 7097473 § 7,097,473
Interest bearing deposits in banks 3,572,000 3,507,346 14,824,000 14,708,627
Securities available-for-sale 110',1-95,563 110,195,563 127,142,928 127,142,928
Annuity investments 1,247,685 1,247,685 1,242,447 1,242,447
Loans, net 229,996,256 239,318,718 211,416,707 219,794,559
Accrued interest receivable 1,887,887 1,887,887 1,901,221 1,901,221
Bank owned life insurance 11,123,467 11,123,467 10,762,170 10,762,170
Financial liabilities:
.Deposits 328,740,372 328,480,207 336,961,288 337,144,437
Accrued interest payable 32,444 32,444 35,224 35,224

The following methods and assumptions were used by the Bank in estimating fair value disclosures
for financial instruments, along with a description of the valuation methodologies used for those
instruments measured at fair value.

Cash and cash equivalents

The carrying amounts of cash and short-term instruments approximate fair value.

(Continued)
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Fair Value Disclosures (Continued)

Interest-bearing deposits in banks

The carrying amounts of interest-bearing deposits maturing within ninety days approximate their fair
values. Fair values of other interest-bearing deposits are estimated using discounted cash flow
analyses based on current rates for similar types of deposits.

Securities

The Bank obtains fair value measurements from an independent pricing service using quoted prices if
available. If quoted market prices are not available, then fair value is estimated by using quoted
prices of securities with similar characteristics; quoted prices in markets that are not active, or, other
inputs that are observable or can be corroborated by observable market data from substantially the full
term of the asset or liability.

The carrying value of the Federal Home Loan Bank (FHLB), Federal Reserve Bank (FRB), and
Community Banker’s Bank (CBB) stock approximate fair value based on redemption provisions.

Annuity investments are carried at initial cost of the investment plus accumulated earnings, which
approximates fair value.

Loans receivable

For variable-rate loans that re-price frequently and with no significant change in credit risk, fair
values are based on carrying values. Fair values for certain mortgage loans (e.g., one-to-four family
residential), credit card loans, and other consumer loans are based on quoted market prices of similar
loans sold 'in conjunction with securitization transactions, adjusted for differences in loan
characteristics. Fair values for other loans (e.g., commercial real estate and investment property
mortgage loans, commercial and industrial loans) are estimated using discounted cash flow analyses,
using interest rates currently being offered for loans with similar terms to borrowers of similar credit

quality.
Impaired loans

The Bank does not record loans at fair value on a recurring basis. However, from time to time, a loan
is considered impaired and an allowance for loan losses is established. Loans for which it is probable
that payment of interest and principal will not be made in accordance with the contractual terms of the
loan agreement are considered impaired. Once a loan is identified as individually impaired, its fair
value is estimated using several methods including collateral value, observable market value, and
discounted cash flows.

(Continued)
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Fair Value Disclosures (Continued)

Impaired loans (Continued)

As of December 31, 2018, substantially all of the total impaired loans were evaluated (or impaired
loans were primarily evaluated) based on the fair value of collateral. Impaired loans where an
allowance is established based on the fair value of collateral require classification in the fair value
hierarchy. When the fair value of the collateral is based on the observable market price or a current
appraised value, the Bank records the impaired loan as nonrecurring Level 2. When an appraised
value is not available or management determines the fair value of the collateral is further impaired
below the appraised value and there is no observable market price, the Bank records the impaired loan
as nonrecurring Level 3. Most of the impaired loans at December 31, 2018 and 2017 were measured
using an appraisal, with some discount applied and these are considered Level 3 measurements.

Deposit liabilities

The fair values disclosed for demand deposits (e.g., interest and non-interest checking, passbook
savings, and certain types of money market accounts) are, by definition, equal to the amount payable
on demand at the reporting date (i.e., their carrying amounts). The carrying amounts of variable-rate,
fixed-term money market accounts, and certificates of deposit approximate their fair values at the
reporting date. Fair values for fixed-rate certificates of deposit are estimated using a discounted cash
flow calculation that applies interest rates currently being offered on certificates to a schedule of
aggregated expected monthly maturities on time deposits.

Short-term borrowings

The carrying amounts of federal funds purchased, borrowings under repurchase agreements, and other
short-term borrowings maturing within ninety days approximate their fair values. Fair values of other
short-term borrowings with fixed rates are estimated using discounted cash flow analyses based on
the Bank’s current incremental borrowing rates for similar types of borrowing arrangements.

Accrued interest

The carrying amounts of accrued interest approximate fair value.
Transactions with Related Parties

The Bank has had, and may be expected to have in the future, banking transactions in the ordinary
course of business with directors, principal officers, their immediate families and affiliated companies
in which they are principal stockholders (commonly referred to as related parties), all of which have
been, in the opinion of management, on the same terms, including interest rates and collateral, as
those prevailing at the time for comparable transactions with others.

The Bank has entered into transactions with certain directors, executive officers, stockholders, and
their affiliates. Such transactions were made in the ordinary course of business on substantially the
same terms and conditions, including interest rates and collateral, as those prevailing at the same time
for comparable transactions with other customers and did not, in the opinion of management, involve
more than normal credit risk or present other unfavorable features. The aggregate amount of loans to
such related parties as of December 31, 2018 and 2017 was $5,730,569 and $3,110,595, respectively.
During 2018, new loans made to such related parties amount to $3,246,148 and payments amounted
to $626,174. Total related party deposits held by the Bank as of December 31, 2018 and 2017 were
$3,256,387 and $3,551,266, respectively.
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