Edgar Filing: NATIONAL BANKSHARES INC - Form 10-Q

NATIONAL BANKSHARES INC
Form 10-Q
November 09, 2011




Edgar Filing: NATIONAL BANKSHARES INC - Form 10-Q

UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
Washington, D. C. 20549

FORM 10-Q

[xXJQUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934

For the quarterly period ended September 30, 2011

[ ITRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934

For the transition period from to
Commission File Number 0-15204

NATIONAL BANKSHARES, INC.
(Exact name of registrant as specified in its charter)

Virginia 54-1375874
(State or other jurisdiction of incorporation or (I.R.S. Employer Identification No.)
organization)

101 Hubbard Street
P. O. Box 90002
Blacksburg, VA 24062-9002
(Address of principal executive offices) (Zip Code)

(540) 951-6300
(Registrant’s telephone number, including area code)

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

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if
any, every Interactive Data File required to be submitted and posted pursuant to Rule 405 of Regulation S-T
(§232.405 of this chapter) during the preceding 12 months (or for such shorter period that the registrant was required
to submit and post such files). [x] Yes [ ] No

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

Large accelerated filer [ |  Accelerated filer [x] = Non-accelerated filer [ ] Smaller reporting company [ ]
(Do not check if a smaller reporting company)

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act).
[1Yes [x]No
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Indicate the number of shares outstanding of each of the issuer’s classes of common stock, as of the latest practicable
date.

Class Outstanding at October 31, 2011
Common Stock, $1.25 Par Value 6,937,974

(This report contains 50 pages)




Part I — Financial

Information

Item 1

Item 2

Item 3
Item 4

Part IT — Other
Information

Item 1
Item 1A
Item 2
Item 3
Item 4

Item 5

Edgar Filing: NATIONAL BANKSHARES INC - Form 10-Q

NATIONAL BANKSHARES, INC. AND SUBSIDIARIES

Form 10-Q
Index

Financial Statements

Consolidated Balance Sheets. September 30, 2011 (Unaudited) and
December 31. 2010

Consolidated Statements of Income for the Three Months Ended September
30,2011 and 2010 (Unaudited)

Consolidated Statements of Income for the Nine Months Ended September
30,2011 and 2010 (Unaudited)

Consolidated Statements of Changes in Stockholders’ Equity for the Nine
Months Ended September 30. 2011 and 2010 (Unaudited)

Consolidated Statements of Cash Flows for the Nine Months Ended
September 30. 2011 and 2010 (Unaudited)

Notes to Consolidated Financial Statements (Unaudited)

Management’s Discussion and Analysis of Financial Condition and Results
of Operations

Quantitative and Qualitative Disclosures About Market Risk

Controls and Procedures

Legal Proceedings
Risk Factors
Unregistered Sales of Equity Securities and Use of Proceeds

Defaults Upon Senior Securities

Reserved

Other Information

5-6

7-8

10-11

12-34

35-44

44

44

44

44

44

44

44

45



Item 6 Exhibits

Signatures

Index of Exhibits

Certifications

Edgar Filing: NATIONAL BANKSHARES INC - Form 10-Q

45

45

46 — 47

48 - 50




Edgar Filing: NATIONAL BANKSHARES INC - Form 10-Q

Part I
Financial Information
Item 1. Financial Statements
National Bankshares, Inc. and Subsidiaries
Consolidated Balance Sheets

(Unaudited)
September
30,

$ in thousands, except per share data 2011
Assets
Cash and due from banks $ 12,530
Interest-bearing deposits 69,902
Securities available for sale, at fair value 180,126
Securities held to maturity (fair value approximates $145,609 at September 30, 2011 and
$129,913 at December 31, 2010) 138,148
Mortgage loans held for sale 1,108
Loans:
Real estate construction loans 47,346
Real estate mortgage loans 169,827
Commercial and industrial loans 298,816
Loans to individuals 81,392
Total loans 597,381
Less unearned income and deferred fees (965)
Loans, net of unearned income and deferred fees 596,416
Less allowance for loan losses (8,719)
Loans, net 587,697
Premises and equipment, net 10,328
Accrued interest receivable 6,359
Other real estate owned, net 1,759
Intangible assets and goodwill 10,730
Other assets 23,435
Total assets $ 1,042,122
Liabilities and Stockholders' Equity
Noninterest-bearing demand deposits $ 140,609
Interest-bearing demand deposits 381,571
Savings deposits 59,395
Time deposits 312,660
Total deposits 894,235
Accrued interest payable 207
Other liabilities 5,860
Total liabilities 900,302

Commitments and contingencies -

December

$

31,
2010

9,858
69,400
184,907

131,000
2,460

46,169
173,533
269,818

87,868
577,388

(945)
576,443

(7,664)

568,779
10,470
6,016
1,723
11,543

26,082

$ 1,022,238

$

131,540
365,040
55,800
332,203
884,583
257
8,211
893,051
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Stockholders' Equity
Preferred stock, no par value, 5,000,000 shares authorized; none issued and outstanding - -—
Common stock of $1.25 par value. Authorized 10,000,000 shares; issued and outstanding

6,937,974 shares at September 30, 2011 and 6,933,474 shares at December 31, 2010 8,672 8,667
Retained earnings 132,638 123,161
Accumulated other comprehensive income(loss), net 510 (2,641)
Total stockholders' equity 141,820 129,187
Total liabilities and stockholders' equity $ 1,042,122 $ 1,022,238

See accompanying notes to consolidated financial statements.
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National Bankshares, Inc. and Subsidiaries
Consolidated Statements of Income
Three Months Ended September 30, 2011 and 2010
(Unaudited)

$ in thousands, except per share data
Interest Income

Interest and fees on loans

Interest on interest-bearing deposits
Interest on securities — taxable
Interest on securities — nontaxable
Total interest income

Interest Expense

Interest on time deposits of $100,000 or more
Interest on other deposits

Total interest expense

Net interest income

Provision for loan losses

Net interest income after provision for loan losses

Noninterest Income

Service charges on deposit accounts
Other service charges and fees
Credit card fees

Trust income

BOLI income

Other income

Realized securities gains (losses), net
Total noninterest income

Noninterest Expense

Salaries and employee benefits
Occupancy and furniture and fixtures
Data processing and ATM

FDIC assessment

Credit card processing

Intangible assets amortization

Net costs of other real estate owned
Franchise taxes

Other operating expenses

Total noninterest expense

Income before income taxes
Income tax expense

Net Income

September  September
30, 30,
2011 2010
9,184 $ 9,284
37 36
1,740 1,325
1,616 1,642
12,577 12,287
485 855
1,797 1,871
2,282 2,726
10,295 9,561
643 710
9,652 8,851
692 706
57 63
805 745
264 316
189 197
125 72
(3) 2
2,129 2,101
2,834 2,695
349 451
416 414
353 273
639 588
271 270
52 120
162 241
811 774
5,887 5,826
5,894 5,126
1,385 1,129
4,509 $ 3,997
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Basic net income per share $ 0.65
Fully diluted net income per share $ 0.65
Weighted average number of common

shares outstanding — basic 6,937,974
Weighted average number of common

shares outstanding — diluted 6,945,174
Dividends declared per share $ ===

See accompanying notes to consolidated financial statements.

$

0.58
0.58

6,933,474

6,942,919

10
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National Bankshares, Inc. and Subsidiaries
Consolidated Statements of Income
Nine Months Ended September 30, 2011 and 2010
(Unaudited)

$ in thousands, except per share data
Interest Income

Interest and fees on loans

Interest on interest-bearing deposits
Interest on securities — taxable
Interest on securities — nontaxable
Total interest income

Interest Expense

Interest on time deposits of $100,000 or more
Interest on other deposits

Total interest expense

Net interest income

Provision for loan losses

Net interest income after provision for loan losses

Noninterest Income

Service charges on deposit accounts
Other service charges and fees
Credit card fees

Trust income

BOLI income

Other income

Realized securities losses, net

Total noninterest income

Noninterest Expense

Salaries and employee benefits
Occupancy and furniture and fixtures
Data processing and ATM

FDIC assessment

Credit card processing

Intangible assets amortization

Net costs of other real estate owned
Franchise taxes

Other operating expenses

Total noninterest expense

Income before income taxes
Income tax expense

Net Income

September
30,
2011

$ 27386 $

104
5,115
4,912

37,517

1,551
5,456
7,007
30,510
2,196
28,314

1,952
174
2,365
817
559
293
(7
6,153

8,561
1,207
1,289
1,049
1,871
813
281
619
2,306
17,996
16,471
3,722
$ 12,749

September
30,
2010

27,720
85
4,234
4,835
36,874

2,695
5,860
8,555
28,319
2,209
26,110

2,192
214
2,171
846
558
215
(1)
6,195

8,205
1,419
1,120
805
1,680
812
180
722
2,364
17,307
14,998
3,236
11,762

11
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Basic net income per share $ 1.84
Fully diluted net income per share $ 1.83
Weighted average number of common

shares outstanding — basic 6,936,100
Weighted average number of common

shares outstanding — diluted 6,951,155
Dividends declared per share $ 0.48

See accompanying notes to consolidated financial statements.

$

1.70
1.69

6,933,474

6,947,460
0.44

13
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National Bankshares, Inc. and Subsidiaries
Consolidated Statements of Changes in Stockholders’ Equity
Nine Months Ended September 30, 2011 and 2010

(Unaudited)
Accumulated
Other
Common Retained  Comprehensive Comprehensive
$ in thousands Stock Earnings  Income (Loss) Income
Balances at December 31, 2009 $8,667 $113,901 $ (492 )
Net income - 11,762 --- $ 11,762
Dividends $0.44 per share (3,051 )
Other comprehensive income, net of tax:
Unrealized gain on securities available for
sale, net of income tax $979 e o - 1,818
Reclass adjustment, net of tax $5 -— -— - 9
Other comprehensive income, net of tax
$984 --- - 1,827 1,827
Comprehensive income -— -— - $ 13,589
Balances at September 30, 2010 $8,667 $122,612 $ 1,335
Balances at December 31, 2010 $8,667 $123,161 $ (2,641 )
Net income - 12,749 --- $ 12,749
Dividends $0.48 per share (3,329 )
Stock options exercised 5 57 -
Other comprehensive income, net of tax:
Unrealized gain on securities available for
sale, net of income tax $1,689 - - --- 3,137
Reclass adjustment, net of tax $8 -—- -—- - 14
Other comprehensive income, net of tax
$1,697 - --- 3,151 3,151
Comprehensive income -—- -—- - $ 15,900
Balances at September 30, 2011 $8,672 $132,638 $ 510

See accompanying notes to consolidated financial statements.

Total
$122,076
11,762
(3,051 )

1,827
$132,614
$129,187

12,749

(3,329 )
62

3,151

$141,820

14
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National Bankshares, Inc. and Subsidiaries
Consolidated Statements of Cash Flows
Nine Months Ended September 30, 2011 and 2010
(Unaudited)

$ in thousands

Cash Flows from Operating Activities

Net income

Adjustments to reconcile net income to net cash provided by operating activities:
Provision for loan losses

Depreciation of bank premises and equipment
Amortization of intangibles

Amortization of premiums and accretion of discounts, net
(Gains) losses on disposal of fixed assets

Losses on sales and calls of securities available for sale, net
Gains on calls of securities held to maturity, net

Losses and write-downs on other real estate owned

Net change in:

Mortgage loans held for sale

Accrued interest receivable

Other assets

Accrued interest payable

Other liabilities

Net cash provided by operating activities

Cash Flows from Investing Activities
Net change interest-bearing deposits

Proceeds from calls, principal payments, sales and maturities of securities available for

sale

Proceeds from calls, principal payments and maturities of securities held to maturity
Purchases of securities available for sale

Purchases of securities held to maturity

Purchases of loan participations

Collections of loan participations

Loan originations and principal collections, net
Proceeds from disposal of other real estate owned
Recoveries on loans charged off

Additions to bank premises and equipment

Proceeds from disposal of bank premises and equipment
Net cash used in investing activities

Cash Flows from Financing Activities

Net change in time deposits

Net change in other deposits

Cash dividends

Stock options exercised

Net cash provided by (used in) financing activities

September
30,
2011

$12,749

2,196
601
813
167

1

22
(15
137

1,352
(343
1,006
(50
(2,351
16,285

(502

52,025
15,958
42,574
(23,158
41

159
(22,787
1,318
64

(464

4
(19,998

(19,543
29,195
(3,329
62
6,385

)

)

)

)

)

September
30,
2010
$11,762
2,209
671
812
227
A3 )
14
13 )
67
(1,606 )
250
(433 )
(32 )
(170 )
13,755
(22,637 )
58,257
29,000
(42,619 )
(27,160 )
3,093
1,231
563
118
(648 )
(802 )
(23,848 )
13,592
(3,051 )
(13,307 )

15
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Net change in cash and due from banks
Cash and due from banks at beginning of period
Cash and due from banks at end of period

10

2,672
9,858
$12,530

(354
12,894
$12,540

)

16
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Supplemental Disclosures of Cash Flow Information
Interest paid on deposits and borrowed funds
Income taxes paid

Supplemental Disclosure of Noncash Activities
Loans charged against the allowance for loan losses
Loans transferred to other real estate owned
Unrealized gains on securities available for sale

See accompanying notes to consolidated financial statements.

11

$7,057
2,783

$1,205
1,491
4,848

$8,587
4,308

$1,459
1,530
2,811

17
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National Bankshares, Inc. and Subsidiaries
Notes to Consolidated Financial Statements
September 30, 2011
(Unaudited)

$ in thousands, except share and per share data
Note 1: General

The consolidated financial statements of National Bankshares, Inc. (“NBI”) and its wholly-owned subsidiaries, The
National Bank of Blacksburg (“NBB”) and National Bankshares Financial Services, Inc. (“NBFS”) (collectively, the
“Company”), conform to accounting principles generally accepted in the United States of America and to general
practices within the banking industry. The accompanying interim period consolidated financial statements are
unaudited; however, in the opinion of management, all adjustments consisting of normal recurring adjustments, which
are necessary for a fair presentation of the consolidated financial statements, have been included. The results of
operations for the three and the nine months ended September 30, 2011 are not necessarily indicative of results of
operations for the full year or any other interim period. The interim period consolidated financial statements and
financial information included in this Form 10-Q should be read in conjunction with the notes to consolidated
financial statements included in the Company’s 2010 Form 10-K. The Company posts all reports required to be filed
under the Securities and Exchange Act of 1934 on its web site at www.nationalbankshares.com.

Subsequent events have been considered through the date when the Form 10-Q was issued.

Note 2: Stock-Based Compensation

The Company had a stock option plan, the 1999 Stock Option Plan, that was adopted in 1999 and that was terminated
on March 9, 2009. From 1999 to 2005, incentive stock options were granted annually to key employees of NBI and its
subsidiaries. None have been granted since 2005. All of the outstanding stock options are vested. Because there have
been no options granted in 2011 and all options were fully vested at December 31, 2008, there is no expense included
in net income for the periods presented.

Weighted
Weighted Average
Average Remaining  Aggregate
Exercise =~ Contractual  Intrinsic

Options Shares Price Term Value
Outstanding at January 1, 2011 109,500 $22.14

Exercised 4,500 14.09

Forfeited or expired 26,000 22.08

Outstanding September 30, 2011 79,000 $22.62 4.83 $119
Exercisable at September 30, 2011 79,000 $22.62 4.83 $119

During the nine months ended September 30, 2011, there were 4,500 shares exercised with an intrinsic value of $42.
During the first nine months of 2010, there were no stock options exercised.

Note 3: Allowance for Loan Losses, Nonperforming Assets and Impaired Loans
The allowance for loan losses methodology incorporates individual evaluation of impaired loans and collective
evaluation of groups of non-impaired loans. The Company performs ongoing analysis of the loan portfolio to

determine credit quality and to identify impaired loans. Credit quality is rated based on the loan’s payment history, the
borrower’s current financial situation and value of the underlying collateral.

18



Edgar Filing: NATIONAL BANKSHARES INC - Form 10-Q

Impaired loans are those loans that have been modified in a troubled debt restructure (“TDR” or “restructure”) and larger,
non-homogeneous loans that are in nonaccrual or exhibit payment history or financial status that indicate the
probability that collection will not occur according to the loan’s terms. Generally, impaired loans are risk rated
“classified” or “other assets especially mentioned.” Impaired loans are measured at the lower of the invested amount or
the fair market value. Impaired loans with an impairment loss are designated nonaccrual. Please refer to Note 1 of the
Company’s 2010 Form 10-K, “Summary of Significant Accounting Policies” for additional information on evaluation of
impaired loans and associated specific reserves, and policies regarding nonaccruals, past due status and charge-offs.

12

19



Edgar Filing: NATIONAL BANKSHARES INC - Form 10-Q

Troubled debt restructurings impact the determination of the appropriate level of the allowance for loan losses. If the
restructuring included forgiveness of a portion of principal or accrued interest, the charge-off is included in the
historical charge-off rates applied to the collective evaluation methodology. Further, restructured loans are
individually evaluated for impairment, with amounts below fair value accrued in the allowance for loan losses. TDRs
that experience a payment default are examined to determine whether the default indicates collateral dependency or
cash flows below those that were included in the fair value measurement. TDRs that are determined to be collateral
dependent or for which decreased cash flows indicate a decline in fair value are charged down to fair value.

Using a risk-based perspective, the Company determined five major categories, called segments, within the
non-impaired portfolio. Characteristics of loans within portfolio segments are further analyzed to determine
sub-groups. These characteristics include collateral type, repayment sources, and (if applicable) the borrower’s
business model. Subgroups with total balances exceeding 5% of Tier I and Tier II Capital are designated as loan
classes.

The Company’s segments consist of real estate secured consumer loans, non-real estate secured consumer loans,
commercial real estate, commercial and industrial loans and construction, development and land loans. Consumer real
estate is composed of loans to purchase or build a primary residence as well as equity lines secured by a primary
residence. Consumer non-real estate contains credit cards, automobile and other installment loans, and deposit
overdrafts. Commercial real estate is composed of all commercial loans that are secured by real estate. The
commercial and industrial segment is commercial loans that are not secured by real estate. Construction, development
and other land loans are composed of loans to developers of residential and commercial properties.

The Company’s segments and classes are as follows:

Consumer Real Estate Commercial Real Estate
Equity lines College housing
Closed-end consumer real estate Office/Retail space
Consumer construction Nursing homes

Hotels

Consumer, Non-Real Estate Municipalities
Credit cards Medical professionals
Consumer, general Religious organizations
Consumer overdraft Convenience stores

Entertainment and sports

Commercial & Industrial Nonprofits

Commercial & industrial Restaurants
General contractors

Construction, Development and Land Other commercial real estate
Residential
Commercial

Risk factors are analyzed for each class to estimate collective reserves. Factors include allocations for the historical
charge-off percentage and changes in national and local economic and business conditions, in the nature and volume
of the portfolio, in loan officers’ experience and in loan quality. Increased allocations for the risk factors applied to
each class are made for special mention and classified loans. The Company allocates additional reserves for “high risk”
loans, determined to be junior lien mortgages, high loan-to-value loans and interest-only loans.

The Company collects and discloses data in compliance with accounting guidance in effect for the year disclosed. In
December 2010, the Company adopted accounting guidance for disclosures on the allowance for loan
losses. Information for periods prior to December 31, 2010 is presented according to guidance in effect for those
periods, while disclosures required by the 2010 guidance are made for periods ending December 31, 2010 and
forward.

20
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A detailed analysis showing the allowance roll-forward by portfolio segment and related loan balance by segment

follows:

Balance, June 30,
2011

Charge-offs
Recoveries
Provision for loan
losses

Balance,
September 30,
2011

Balance,
December 31,
2010

Charge-offs
Recoveries
Provision for loan
losses

Balance,
September 30,
2011

Individually
evaluated for
impairment

Activity in the Allowance for Loan Losses by Segment for the three months ended September 30,

2011
Construction,
Consumer Commercial Development
Consumer  Non-Real Commercial & & Other
Real Estate Estate Real Estate  Industrial Land Unallocated Total
$1,371 $483 $4,333 $1,348 $ 636 $323 $8,494
217 ) (58 ) (41 ) (30 ) (100 ) - (446
- 28 - - - === 28
61 8 339 (76 ) 515 (204 ) 643
$1,215 $461 $4,631 $1,242 $ 1,051 $119 $8,719

Activity in the Allowance for Loan Losses by Segment for the nine months ended
September 30, 2011

Construction,
Consumer Commercial Development
Consumer  Non-Real Commercial & & Other
Real Estate Estate Real Estate  Industrial Land Unallocated Total
$1,059 $586 $4,033 $1,108 $ 749 $129 $7,664
(429 ) (208 ) (301 ) (167 ) (100 ) - (1,205
7 56 - 1 == - 64
578 27 899 300 402 (10 ) 2,196
$1,215 $461 $4,631 $1,242 $ 1,051 $119 $8,719
Allowance for Loan Losses by Segment and Evaluation Method as of
September 30, 2011
Construction,
Consumer Development
Consumer Non-Real Commercial Commercial & Other
Real Estate Estate Real Estate & Industrial Land Unallocated Total
$--- $--- $766 $554 $ 509 $--- $1,829

22



Collectively

evaluated for

impairment 1,215
Total $1,215
14
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461
$461

3,865
$4,631

688
$1,242

542
$ 1,051

119
$119

6,890
$8,719

23
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Consumer

Real Estate
Individually evaluated
for impairment
Collectively evaluated

$256

for impairment 110,611

Total $110,867
Consumer
Real Estate

Individually evaluated

for impairment $27

Collectively evaluated

for impairment 1,032

Total $1,059
Consumer
Real Estate

Individually evaluated

for impairment $505

Collectively evaluated

for impairment 108,855

Total $109,360

15

Loans by Segment and Evaluation Method as of
September 30, 2011

Construction,
Consumer Development
Non-Real Commercial Commercial & Other
Estate Real Estate & Industrial Land Unallocated Total
$--- $5,414 $581 $3,789 $--- $10,040
30,319 365,074 39,792 40,580 — 586,376
$30,319 $370,488 $40,373 $44,369 $--- $596,416
Allowance for Loan Losses by Segment and Evaluation Method as of
December 31, 2010
Construction,
Consumer Development
Non-Real Commercial Commercial & Other
Estate Real Estate & Industrial Land Unallocated Total
$--- $565 $508 $ 100 $--- $1,200
586 3,468 600 649 129 6,464
$586 $4,033 $1,108 $ 749 $129 $7,664
Loans by Segment and Evaluation Method as of
December 31, 2010
Construction,
Consumer Development
Non-Real Commercial Commercial & Other
Estate Real Estate & Industrial Land Unallocated Total
$--- $5,151 $698 $2,437 $--- $8,791
35,679 343,780 36,374 42,964 — 567,652
$35,679 $348,931 $37,072 $45,401 $--- $576,443

24
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A summary of ratios for the allowance for loan losses follows:

Nine Months ended Year ended
September 30, December 31,
2011 2010 2010
Ratio of allowance for loan losses to the end of period loans, net
of unearned income and deferred fees 1.46% 1.34% 1.33%
Ratio of net charge-offs to average loans, net of unearned
income and deferred fees(1) 0.26% 0.31% 0.46%

(1) Net charge-offs are on an annualized basis.

A summary of nonperforming assets follows:

December
September 30, 31,
2011 2010 2010
Nonperforming assets:
Nonaccrual loans $1,263 $7,639 $1,938
Restructured loans in nonaccrual 3,081 -— 6,133
Total nonperforming loans 4,344 7,639 8,071
Other real estate owned, net 1,759 3,026 1,723
Total nonperforming assets $6,103 $10,665 $9,794
Ratio of nonperforming assets to loans, net of unearned income and
deferred fees, plus other real estate owned 1.02 % 1.82 % 1.69 %
Ratio of allowance for loan losses to nonperforming loans(1) 200.71 % 102.03 % 94.97 %

(1) The Company defines nonperforming loans as total nonaccrual and restructured loans that are nonaccrual. Loans
90 days past due and still accruing and accruing restructured loans are excluded.

A summary of loans past due 90 days or more and impaired loans follows:

December
September 30, 31,

2011 2010 2010
Loans past due 90 days or more and still accruing $339 $533 $1,336
Ratio of loans past due 90 days or more and still accruing to loans, net
of unearned income and deferred fees 0.06 % 0.09 % 0.23 %
Accruing restructured loans 5,524 - 350
Impaired loans:
Total impaired loans $10,040 $7,207 $8,791
Impaired loans with no valuation allowance $2,286 $--- $1,115
Impaired loans with a valuation allowance $7,754 $7,207 $7.,676
Valuation allowance (1,829 ) (1,148 ) (1,200 )
Impaired loans, net of allowance $8.211 $6,059 $6,476
Average recorded investment in impaired loans(1) $7,834 $7,928 $7,526
Income recognized on impaired loans, after designation as impaired $90 $15 $17

25
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Amount of income recognized on a cash basis $--- $--- $---
(1) Recorded investment includes principal and accrued interest.

Nonaccrual loans that meet the Company’s balance thresholds are designated as impaired. Total nonaccrual loans at
September 30, 2011 were $4,344, of which $4,229 were impaired, compared with $7,639 in nonaccruals at September

30, 2010, of which $7,207 were impaired. As of December 31, 2010 nonaccruals totaled $8,071, of which $7,612

were impaired. No interest income was recognized on nonaccrual loans for the nine months ended September 30,

2011 or September 30, 2010.
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Loans past due greater than 90 days that continue to accrue interest totaled $339 at September 30, 2011, compared
with $1,336 at December 31, 2010, and $533 at September 30, 2010.

A detailed analysis of investment in impaired loans, associated reserves and interest income recognized, segregated by
loan class follows:

Impaired Loans as of September 30, 2011

Recorded Recorded
Investment(1)Investment(1)

in (A) for in (A) for

(A) Which Which
Unpaid Total There is No  There is a
Principal Recorded Related Related Related

Balance Investment(1) Allowance Allowance Allowance
Consumer Real Estate(2)

Closed-end Consumer Real Estate $256 $ 256 $256 $--- $i==-
Commercial Real Estate(2)

Hotels 3,432 3,434 279 3,155 125
Medical Professionals 71 71 --- 71 71
College Housing 366 373 373 - -
Undeveloped Land 252 254 254 - -
Other Commercial Real Estate 1,165 1,175 - 1,175 487
General Contractors 128 131 --- 131 83

Commercial & Industrial(2)
Commercial & Industrial 581 581 - 581 554

Construction, Development and Land(2)
Residential 3,789 3,811 1,256 2,555 509

Total $10,040 $ 10,086 $2,418 $7,668 $1,829

(1) Recorded investment includes the unpaid principal balance and any accrued interest and deferred fees.
(2) Only classes with impaired loans are shown.
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Average Investment and Interest Income for Impaired

Loans
For the Three Months For the Nine Months
Ended September 30, Ended September 30,
2011 2011
Average Interest Average Interest
Recorded Income Recorded Income

Investment(1) Recognized Investment(l) Recognized

Closed-end Consumer Real Estate $476 $1 $520 $2

Commercial Real Estate(2)

Hotels 3,438 24 3,464 39
Medical Professionals 73 2 67 9
College Housing 373 6 260 13
Undeveloped Land 254 2 254 8
Other Commercial Real Estate 1,175 13 1,150 25
General Contractors 131 2 46 5
Commercial & Industrial(2)

Commercial & Industrial 585 - 593 ---
Construction, Development and Land(2)

Residential 2,278 -—- 1,480 22
Total $8,783 $50 $7,834 $123

(1) Recorded investment includes the unpaid principal balance and any accrued interest and deferred fees.
(2) Only classes with impaired loans are shown.
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Consumer Real Estate(2)
Closed-end Consumer Real Estate

Commercial Real Estate(2)
Office & Retail

Hotel

Convenience stores

Other commercial real estate

Commercial & Industrial(2)
Commercial & Industrial

Construction, Development and Land(2)
Residential

Commercial

Total

Unpaid
Principal
Balance

$505

3,509
577
1,065
698
2,185

252

$8,791

Impaired Loans as of December 31, 2010

(A)
Total
Recorded
Investment(1)

$ 505

3,509
592
1,066
698
2,185

253

$ 8,808

Recorded Recorded
Investment(1)Investment(1)
in (A) for in (A) for
Which Which
Thereis No  Thereis a
Related Related Related
Allowance Allowance Allowance
$--- $505 $26
287 3,222 267
592 - -—
- 1,066 299
- 698 508
- 2,185 100
253 - -—
$1,132 $7,676 $1,200

(1) Recorded investment includes the unpaid principal balance and any accrued interest and deferred fees.
(2) Only classes with impaired loans are shown.
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Average Investment and
Interest Income of
Impaired Loans For the
Year Ended
December 31, 2010
Average Interest
Recorded Income
Investment(1) Recognized
Consumer Real Estate(2)
Closed-end Consumer Real Estate $337 $i-—-

Commercial Real Estate(2)

Office & retail 253 -
Hotel 2,767 -
Convenience stores 49 -
Other commercial real estate 337 15
1
Commercial & Industrial(2)
Commercial & Industrial 1,183 -
Construction, Development and Land(2)
Residential 2,579 -
Commercial 21 1
Total $7,526 $17

(1) Recorded investment includes the unpaid principal balance and any accrued interest and deferred fees.
(2) Only classes with impaired loans are shown.
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An analysis of past due and nonaccrual loans follows:
September 30, 2011

30 -89
Days Past
Due
Consumer Real Estate
Equity Lines $---
Closed-ended Consumer Real Estate 1,807
Consumer Construction ---

Consumer Non-Real Estate

Credit Cards 15
Consumer General 276
Consumer Overdraft 155

Commercial Real Estate

College Housing 704
Office/Retail -
Nursing Homes —
Hotels 619
Municipalities —
Medical Professionals -
Religious Organizations —
Convenience Stores -
Entertainment and Sports —
Nonprofits -
Restaurants -
General Contractors -
Other Commercial Real Estate 1,406

Commercial and Industrial
Commercial and Industrial 84

Construction, Development and Land

Residential ---
Commercial ---
Total $5,066

21

90 or More
Days Past
Due

$mn
466

475

1,604

$3,568

90 Days
Past Due
and Still
Accruing

$mn
285

33

$339

Nonaccruals
(Including
Impaired
Nonaccruals)

581

1,604

$ 4,344
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December 31, 2010

Consumer Real Estate

Equity Lines

Closed-ended Consumer Real Estate
Consumer Construction

Consumer Non-Real Estate
Credit Cards

Consumer General
Consumer Overdraft

Commercial Real Estate
College Housing
Office/Retail

Nursing Homes

Hotels

Municipalities

Medical Professionals
Religious Organizations
Convenience Stores
Entertainment and Sports
Nonprofits

Restaurants

General Contractors
Other Commercial Real Estate

Commercial and Industrial
Commercial and Industrial

Construction, Development and Land
Residential

Commercial

Total

30-89
Days Past
Due

$69
1,868

740

25
$4,312

90 or More
Days Past
Due

609

2,185

$6,102

90 Days
Past Due
and Still
Accruing

$mn
612

81

$1,336

Nonaccruals

(Including
Impaired

Nonaccruals)

$ -

783

879

2,185

$ 8,071

The estimate of credit risk for non-impaired loans is obtained by applying allocations for internal and external
factors. The allocations are increased for loans that exhibit greater credit quality risk.
Credit quality indicators, which the Company terms risk grades, are assigned through the Company’s credit review
function for larger loans and selective review of loans that fall below credit review thresholds. Loans that do not
indicate heightened risk are graded as “pass.” Loans that appear to have elevated credit risk because of frequent or
persistent past due status, which is less than 75 days, or that show weakness in the borrower’s financial condition are

risk graded “special mention.” Loans with frequent or persistent delinquency exceeding 75 days or that have a higher
level of weakness in the borrower’s financial condition are graded “classified.” Classified loans have regulatory risk
ratings of “substandard” and “doubtful.” Allocations are increased by 50% and by 100% for loans with grades of “special

mention” and “classified,” respectively.
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Determination of risk grades was completed for the portfolio as of September 30, 2011 and 2010.
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The following displays non-impaired loans by credit quality indicator:

September 30, 2011

Consumer Real Estate

Equity Lines

Closed-end Consumer Real Estate
Consumer Construction

Consumer Non-Real Estate
Credit Cards

Consumer General
Consumer Overdraft

Commercial Real Estate
College Housing
Office/Retail

Nursing Homes

Hotels

Municipalities

Medical Professionals
Religious Organizations
Convenience Stores
Entertainment and Sports
Nonprofits

Restaurants

General Contractors
Other Commercial Real Estate

Commercial and Industrial
Commercial and Industrial

Construction, Development and Land
Residential

Commercial

Total

23

Pass

$16,259
89,945
2,072

6,508
23,433
252

88,705
74,155
15,521
22,810
20,996
17,382
16,604
9,747
7,148
6,755
6,742
4,984
63,840

39,579

15,096
22,390

$570,923

Special
Mention

$9
767

174

2,961

$6,833

Classified
(Excluding
Impaired)

.
1,559

133

$8,620
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December 31, 2010

Classified
Special (Excluding
Pass Mention Impaired)
Consumer Real Estate
Equity Lines $15,735 $--- $119
Closed-ended Consumer Real Estate 85,313 731 2,969
Consumer Construction 3,988 -—- -
Consumer Non-Real Estate
Credit Cards 6,446 -— 14
Consumer General 28,730 392 94
Consumer Overdraft 3 --- ---
Commercial Real Estate
College Housing 88,110 461 1,016
Office/Retail 60,540 3,500 848
Nursing Homes 28,018 -—- -
Hotel 10,689 1,878 625
Municipalities 16,979 -—- -
Medical Professionals 17,111 -— 181
Religious Organizations 12,643 - -
Convenience Stores 9,010 9 -—
Entertainment and Sports 7,694 -—- -
Nonprofit 6,421 -— -—
Restaurants 6,740 -—- 153
General Contractors 6,175 -— 240
Other Commercial Real Estate 63,679 111 951
Commercial and Industrial
Commercial and Industrial 34,826 129 1,419
Construction, Development and Land
Residential 25,760 -—- 2,633
Commercial 14,405 -— 164
Total $549,015 $7,211 $11,426

Sales, Purchases and Reclassification of Loans

The Company finances mortgages under “best efforts” contracts with mortgage purchasers. The mortgages are
designated as held for sale upon initiation. There have been no major reclassifications from portfolio loans to held for
sale. Occasionally, the Company purchases or sells participations in loans. All participation loans purchased met the
Company’s normal underwriting standards at the time the participation was entered. Participation loans are included in
the appropriate portfolio balances to which the allowance methodology is applied.
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Troubled Debt Restructurings

The Company modified loans that were classified troubled debt restructurings during the nine months ended
September 30, 2011. The following tables present restructurings by class that occurred during the three and
nine-month periods ended September 30, 2011.

Note: only classes with restructured loans are presented.
Restructurings that occurred during the three months ended

September 30, 2011
Pre-Modification Post-Modification

Number Outstanding Outstanding
of Recorded Recorded Impairment

Contracts Investment Investment Accrued
Construction, Development and Land
Residential 1 $ 2,400 $ 2,300 $507
Commercial Real Estate
General contractors 2 128 128 15
Other commercial real estate 1 392 392 291
Total 4 $ 2,920 $ 2,820 $813

Restructurings that occurred during the nine months ended
September 30, 2011
Pre-Modification Post-Modification

Number Outstanding Outstanding
of Recorded Recorded Impairment

Contracts Investment Investment Accrued
Consumer Real Estate
Closed-ended Consumer Real Estate 1 $ 75 $ 75 $---
Commercial and Industrial 1 50 50 50
Construction, Development and Land
Residential 2 2,634 2,534 510
Commercial Real Estate
College housing 2 422 332 -
Medical professionals 3 73 73 71
General contractors 2 128 128 15
Other commercial real estate 3 696 688 476
Total 14 $ 4,078 $ 3,880 $1,122

The modifications included providing payment relief by temporarily changing amortizing loans to interest only
payments, extending the maturity, changing a letter of credit to a single-payment note, partial forgiveness of principal,
or a combination of these modifications.
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Partial charge-offs on two loans to separate borrowers totaled $215. Restructured loans are designated impaired and
measured for impairment. The impairment measurement resulted in $1,122 accrued to the allowance for loan
losses. The impairment for restructured loans secured by real estate is based upon the fair value (reduced by selling
costs) of the underlying collateral. The full amount of restructured loans that are not secured by real estate is accrued
to the allowance for loan losses.
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The following tables present restructured loans that were modified within the past three and nine months and that
subsequently experienced payment default. The company defines default as one or more payments that occur more
than 30 days past the due date.

Troubled Debt Restructurings that Subsequently Defaulted

Restructurings that occurred during the
three months ended September 30, 2011
Number of  Recorded  Impairment
Contracts Investment Accrued
Commercial Real Estate

General contractors 2 $128 $---
Other commercial real estate 1 392 291
Total 3 $520 $291

Restructurings that occurred during the
nine months ended September 30, 2011
Number of  Recorded  Impairment
Contracts Investment Accrued
Construction, Development and Land
Residential 1 $234 $3

Commercial Real Estate

College housing 1 255 -
General contractors 2 131 15
Other commercial real estate 3 700 476
Total 7 $1,320 $494

The above restructured loans that experienced a payment default are all secured by real estate. The impairment
measurement is based upon the fair value of the underlying collateral and as such, was not significantly affected by
the payment default. Restructured loans that become more than 90 days past due are designated
nonaccrual. Nonaccrual levels are factored into allowance methodology for collectively-evaluated loans.
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Note 4: Securities

The amortized costs, gross unrealized gains, gross unrealized losses and fair values for securities available for sale by
major security type as of September 30, 2011 are as follows:

September 30, 2011

Gross Gross
Amortized Unrealized Unrealized Fair
Costs Gains Losses Values

Available for sale:
U.S. Treasury $2,011 $159 $--- $2,170
U.S. Government agencies 93,912 1,642 2 95,552
Mortgage-backed securities 8,058 604 - 8,662
States and political subdivisions 50,533 2,109 26 52,616
Corporate 16,864 427 86 17,205
Federal Home Loan Bank stock 1,601 - --- 1,601
Federal Reserve Bank stock 92 --- --- 92
Other securities 2,356 34 162 2,228
Total $175,427 $4,975 $276 $180,126

The amortized costs, gross unrealized gains, gross unrealized losses and fair values for securities held to maturity by
major security type as of September 30, 2011 are as follows:

September 30, 2011

Gross Gross
Amortized Unrealized Unrealized Fair
Costs Gains Losses Values

Held to maturity:
U.S. Government agencies $15,060 $621 $--- $15,681
Mortgage-backed securities 957 100 - 1,057
States and political subdivisions 120,474 6,725 3 127,196
Corporate 1,657 19 1 1,675
Total $138,148 $7,465 $4 $145,609

Information pertaining to securities with gross unrealized losses at September 30, 2011 and December 31, 2010,
aggregated by investment category and length of time that individual securities have been in a continuous loss
position, follows:

September 30, 2011

Less Than 12 Months 12 Months or More
Fair Unrealized Fair Unrealized
Value Loss Value Loss
Temporarily impaired securities:
U.S. Government agencies $999 $1 $--- $---
States and political subdivisions 2,000 29 -— -—
Corporate 5,928 88 -—- -—-
Other securities --- --- 142 162
Total $8,927 $118 $142 $162
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December 31, 2010

Less Than 12 Months 12 Months or More
Fair Unrealized Fair Unrealized
Value Loss Value Loss
Temporarily impaired securities:
U.S. Government agencies $64.,850 $3,127 $--- $---
States and political subdivisions 65,640 2,605 2,528 258
Corporate 969 31 - -
Other securities --- --- 247 246
Total $131,459 $5,763 $2,775 $504

The Company had 12 securities with a fair value of $9,069 which were temporarily impaired at September 30,
2011. The total unrealized loss on these securities was $280. Of the temporarily impaired total, one security with a
fair value of $142 and an unrealized loss of $162 has been in a continuous loss position for twelve months or more.
The Company has determined that these securities are temporarily impaired at September 30, 2011 for the reasons set
out below.

U.S. Government agencies. The unrealized losses in this category of investments were caused by interest rate and
market fluctuations. The contractual terms of the investments do not permit the issuer to settle the securities at a price
less than the cost basis of each investment. Because the Company does not intend to sell any of the investments and it
is not likely that the Company will be required to sell any of these investments before recovery of its amortized cost
basis, which may be at maturity, the Company does not consider these investments to be other-than-temporarily
impaired.

States and political subdivisions. This category’s unrealized losses are primarily the result of interest rate and market
fluctuations and also a certain few ratings downgrades brought about by the impact of the economic downturn on
states and political subdivisions. The contractual terms of the investments do not permit the issuer to settle the
securities at a price less than the cost basis of each investment. Because the Company does not intend to sell any of the
investments and it is not likely that the Company will be required to sell any of the investments before recovery of its
amortized cost basis, which may be at maturity, the Company does not consider these investments to be
other-than-temporarily impaired.

Corporate debt securities. The Company’s unrealized losses in corporate debt securities are related to interest rate and
market fluctuations and to ratings downgrades for a limited number of securities. The contractual terms of the
investments do not permit the issuer to settle the securities at a price less than the cost basis of each investment.
Because the Company does not intend to sell any of the investments before recovery of its amortized cost basis, which
may be at maturity, the Company does not consider these investments to be other-than-temporarily impaired.

Other. The Company holds an investment in an LLC and a small amount of community bank stock. The value of these
investments has been negatively affected by market conditions. Because the Company does not intend to sell these
investments before recovery of amortized cost basis, the Company does not consider these investments to be
other-than-temporarily impaired.

As a member of the Federal Reserve and the Federal Home Loan Bank (“FHLB”) of Atlanta, NBB is required to
maintain certain minimum investments in the common stock of those entities. Required levels of investment are based
upon NBB’s capital and a percentage of qualifying assets. In addition, NBB is eligible to borrow from the FHLB with
borrowings collateralized by qualifying assets, primarily residential mortgage loans and NBB’s capital stock
investment in the FHLB. Redemption of FHLB stock is subject to certain limitations and conditions. At its discretion,
the FHLB may declare dividends on the stock. Management reviews for impairment based upon the ultimate
recoverability of the cost basis of the FHLB stock, and at September 30, 2011, management did not consider there to
be any impairment.

Management regularly monitors the credit quality of the investment portfolio. Changes in ratings are noted and
follow-up research on the issuer is undertaken when warranted. Management intends to carefully follow any changes
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in bond quality. Refer to “Securities” in this report for additional information.
Note 5: Recent Accounting Pronouncements

In January 2010, the Financial Accounting Standards Board (FASB) issued Accounting Standards Update (ASU)
2010-06, “Fair Value Measurements and Disclosures (Topic 820): Improving Disclosures about Fair Value
Measurements.” ASU 2010-06 amends Subtopic 820-10 to clarify existing disclosures, require new disclosures, and
includes conforming amendments to guidance on employers’ disclosures about postretirement benefit plan assets. ASU
2010-06 is effective for interim and annual periods beginning after December 15, 2009, except for disclosures about
purchases, sales, issuances, and settlements in the roll forward of activity in Level 3 fair value measurements. Those
disclosures are effective for fiscal years beginning after December 15, 2010 and for interim periods within those fiscal
years. The adoption of the new guidance did not have a material impact on the Company’s consolidated financial
statements.
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In July 2010, the FASB issued ASU 2010-20, “Receivables (Topic 310) — Disclosures about the Credit Quality of
Financing Receivables and the Allowance for Credit Losses.” The new disclosure guidance significantly expands the
existing requirements and will lead to greater transparency into an entity’s exposure to credit losses from lending
arrangements. The extensive new disclosures of information as of the end of a reporting period became effective for
both interim and annual reporting periods ending on or after December 15, 2010. Specific disclosures regarding
activity that occurred before the issuance of the ASU, such as the allowance roll forward and modification disclosures,
were required for periods beginning on or after December 15, 2010. The Company has included the required
disclosures in its consolidated financial statements.

In December 2010, the FASB issued ASU 2010-28, “Intangible — Goodwill and Other (Topic 350) — When to Perform
Step 2 of the Goodwill Impairment Test for Reporting Units with Zero or Negative Carrying Amounts.” The
amendments in this ASU modify Step 1 of the goodwill impairment test for reporting units with zero or negative
carrying amounts. For those reporting units, an entity is required to perform Step 2 of the goodwill impairment test if
it is more likely than not that a goodwill impairment exists. The amendments in this ASU are effective for fiscal
years, and interim periods within those years, beginning after December 15, 2010. Early adoption is not
permitted. The adoption of the new guidance did not have a material impact on the Company’s consolidated financial
statements.

In December 2010, the FASB issued ASU 2010-29, “Business Combinations (Topic 805) — Disclosure of
Supplementary Pro Forma Information for Business Combinations.” The guidance requires pro forma disclosure for
business combinations that occurred in the current reporting period as though the acquisition date for all business
combinations that occurred during the year had been as of the beginning of the annual reporting period. If
comparative financial statements are presented, the pro forma information should be reported as though the
acquisition date for all business combinations that occurred during the current year had been as of the beginning of the
comparable prior annual reporting period. ASU 2010-29 is effective for business combinations for which the
acquisition date is on or after the beginning of the first annual reporting period beginning on or after December 15,
2010. Early adoption is permitted. The adoption of the new guidance did not have a material impact on the
Company’s consolidated financial statements.

The Securities Exchange Commission (SEC) issued Final Rule No. 33-9002, “Interactive Data to Improve Financial
Reporting.” The rule requires companies to submit financial statements in extensible business reporting language
(XBRL) format with their SEC filings on a phased-in schedule. Large accelerated filers and foreign large accelerated
filers using U.S. GAAP were required to provide interactive data reports starting with their first quarterly report for
fiscal periods ending on or after June 15, 2010. All remaining filers are required to provide interactive data reports
starting with their first quarterly report for fiscal periods ending on or after June 15, 2011. The Company complied
with this Rule beginning with the filing of the June 30, 2011 Form 10-Q.

In March 2011, the SEC issued Staff Accounting Bulletin (SAB) 114. This SAB revises or rescinds portions of the
interpretive guidance included in the codification of the Staff Accounting Bulletin Series. This update is intended to
make the relevant interpretive guidance consistent with current authoritative accounting guidance issued as a part of
the FASB’s Codification. The principal changes involve revision or removal of accounting guidance references and
other conforming changes to ensure consistency of referencing through the SAB Series. The effective date for SAB
114 is March 28, 2011. The adoption of the new guidance did not have a material impact on the Company’s
consolidated financial statements.

In April 2011, the FASB issued ASU 2011-02, “Receivables (Topic 310) — A Creditor’s Determination of Whether a
Restructuring Is a Troubled Debt Restructuring.” The amendments in this ASU clarify the guidance on a creditor’s
evaluation of whether it has granted a concession to a debtor. They also clarify the guidance on a creditor’s evaluation
of whether a debtor is experiencing financial difficulty. The amendments in this ASU are effective for the first
interim or annual period beginning on or after June 15, 2011. Early adoption is permitted. Retrospective application
to the beginning of the annual period of adoption for modifications occurring on or after the beginning of the annual
adoption period is required. As a result of applying these amendments, an entity may identify receivables that are
newly considered to be impaired. For purposes of measuring impairment of those receivables, an entity should apply
the amendments prospectively for the first interim or annual period beginning on or after June 15, 2011. The
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Company has adopted ASU 2011-02 and included the required disclosures in its consolidated financial statements.

In April 2011, the FASB issued ASU 2011-03, “Transfers and Servicing (Topic 860) — Reconsideration of Effective
Control for Repurchase Agreements.” The amendments in this ASU remove from the assessment of effective control
(1) the criterion requiring the transferor to have the ability to repurchase or redeem the financial assets on substantially
the agreed terms, even in the event of default by the transferee and (2) the collateral maintenance implementation
guidance related to that criterion. The amendments in this ASU are effective for the first interim or annual period
beginning on or after December 15, 2011. The guidance should be applied prospectively to transactions or
modifications of existing transactions that occur on or after the effective date. Early adoption is not permitted. The
Company is currently assessing the impact that ASU 2011-03 will have on its consolidated financial statements.

In May 2011, the FASB issued ASU 2011-04, “Fair Value Measurement (Topic 820) — Amendments to Achieve
Common Fair Value Measurement and Disclosure Requirements in U.S. GAAP and IFRSs.” This ASU is the result of
joint efforts by the FASB and IASB to develop a single, converged fair value framework on how (not when) to
measure fair value and what disclosures to provide about fair value measurements. The ASU is largely consistent
with existing fair value measurement principles in U.S. GAAP (Topic 820), with many of the amendments made to
eliminate unnecessary wording differences between U.S. GAAP and IFRSs. The amendments are effective for interim
and annual periods beginning after December 15, 2011 with prospective application. Early application is not
permitted. The Company is currently assessing the impact that ASU 2011-04 will have on its consolidated financial
statements.
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In June 2011, the FASB issued ASU 2011-05, “Comprehensive Income (Topic 220) — Presentation of Comprehensive
Income.” The objective of this ASU is to improve the comparability, consistency and transparency of financial
reporting and to increase the prominence of items reported in other comprehensive income by eliminating the option
to present components of other comprehensive income as part of the statement of changes in stockholders’ equity. The
amendments require that all non-owner changes in stockholders’ equity be presented either in a single continuous
statement of comprehensive income or in two separate but consecutive statements. The single statement of
comprehensive income should include the components of net income, a total for net income, the components of other
comprehensive income, a total for other comprehensive income, and a total for comprehensive income. In the
two-statement approach, the first statement should present total net income and its components followed consecutively
by a second statement that should present all the components of other comprehensive income, a total for other
comprehensive income, and a total for comprehensive income. The amendments do not change the items that must be
reported in other comprehensive income, the option for an entity to present components of other comprehensive
income either net of related tax effects or before related tax effects, or the calculation or reporting of earnings per
share. The amendments in this ASU should be applied retrospectively. The amendments are effective for fiscal years
and interim periods within those years beginning after December 15, 2011. Early adoption is permitted because
compliance with the amendments is already permitted. The amendments do not require transition disclosures. The
Company is currently assessing the impact that ASU 2011-05 will have on its consolidated financial statements.

In August 2011, the SEC issued Final Rule No. 33-9250, “Technical Amendments to Commission Rules and Forms
related to the FASB’s Accounting Standards Codification.” The SEC has adopted technical amendments to various
rules and forms under the Securities Act of 1933, the Securities Exchange Act of 1934, and the Investment Company
Act of 1940. These revisions were necessary to conform those rules and forms to the FASB Accounting Standards
Codification. The technical amendments include revision of certain rules in Regulation S-X, certain items in
Regulation S-K, and various rules and forms prescribed under the Securities Act, Exchange Act and Investment
Company Act. The Release was effective as of August 12, 2011. The adoption of the release did not have a material
impact on the Company’s consolidated financial statements.

In September 2011, the FASB issued ASU 2011-08, “Intangible — Goodwill and Other (Topic 350) — Testing Goodwill
for Impairment.” The amendments in this ASU permit an entity to first assess qualitative factors related to goodwill to
determine whether it is more likely than not that the fair value of the reporting unit is less than its carrying amount as a
basis for determining whether it is necessary to perform the two-step goodwill test described in Topic 350. The
more-likely-than-not threshold is defined as having a likelihood of more than 50 percent. Under the amendments in
this ASU, an entity is not required to calculate the fair value of a reporting unit unless the entity determines that it is
more likely than not that its fair value is less than its carrying amount. The amendments in this ASU are effective for
annual and interim goodwill impairment tests performed for fiscal years beginning after December 15, 2011. Early
adoption is permitted, including for annual and interim goodwill impairment tests performed as of a date before
September 15, 2011, if an entity’s financial statements for the most recent annual or interim period have not yet been
issued. The Company is currently assessing the impact that ASU 2011-08 will have on its consolidated financial
statements.

Note 6: Defined Benefit Plan
Components of Net Periodic Benefit Cost:

Pension Benefits

Nine Months ended
September 30,
2011 2010
Service cost $327 $300
Interest cost 528 516
Expected return on plan assets (609 ) (456 )
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Amortization of prior service cost (75 ) (75
Amortization of net obligation at transition - €
Recognized net actuarial loss 219 186
Net periodic benefit cost $390 $462
30

46



Edgar Filing: NATIONAL BANKSHARES INC - Form 10-Q

2011 Plan Year Employer Contribution

Without considering the prefunding balance, NBI’s minimum required contribution to the National Bankshares, Inc.
Retirement Income Plan (the “Plan”) is $816. Considering the prefunding balance, the 2011 minimum required
contribution is $0. The Company elected to contribute $612 to the Plan in the quarter ended September 30, 2011.

2010 Plan Year Employer Contributions

On March 29, 2011, NBI made an additional 2010 plan year contribution of $2,500 to the Plan. Taken together with

the $585 the Company previously contributed to the defined benefit plan, the total 2010 plan year contribution was

$3,085. The Company accrues a liability for pension plan contributions based on actuarial calculations. The 2010

additional contribution was made from the accrued liability and had no material effect on the Company’s income
statement, capital ratios or liquidity.

Note 7: Fair Value Measurements

The Company records fair value adjustments to certain assets and liabilities and determines fair value disclosures
utilizing a definition of fair value of assets and liabilities that states that fair value is an exit price, representing the
amount that would be received to sell an asset or paid to transfer a liability in an orderly transaction between market
participants. Additional considerations come into play in determining the fair value of financial assets in markets that
are not active.
The Company uses a hierarchy of valuation techniques based on whether the inputs to those valuation techniques are
observable or unobservable. Observable inputs reflect market data obtained from independent sources, while
unobservable inputs reflect the Company’s market assumptions. The three levels of the fair value hierarchy based on
these two types of inputs are as follows:
Level Valuation is based on quoted prices in active markets for identical assets and liabilities.
1-—
Level Valuation is based on observable inputs including quoted prices in active markets for similar
2 - assets and liabilities, quoted prices for identical or similar assets and liabilities in less active
markets, and model-based valuation techniques for which significant assumptions can be derived
primarily from or corroborated by observable data in the market.
Level Valuation is based on model-based techniques that use one or more significant inputs or
3- assumptions that are unobservable in the market.
The following describes the valuation techniques used by the Company to measure certain financial assets and
liabilities recorded at fair value on a recurring basis in the financial statements:

Securities Available for Sale

Securities available for sale are recorded at fair value on a recurring basis. Fair value measurement is based upon
quoted market prices, when available (Level 1). If quoted market prices are not available, fair values are measured
utilizing independent valuation techniques of identical or similar securities for which significant assumptions are
derived primarily from or corroborated by observable market data. Third party vendors compile prices from various
sources and may determine the fair value of identical or similar securities by using pricing models that consider
observable market data (Level 2). The carrying value of restricted Federal Reserve Bank and Federal Home Loan
Bank stock approximates fair value based upon the redemption provisions of each entity and is therefore excluded
from the following table.

The following table presents the balances of financial assets and liabilities measured at fair value on a recurring basis:
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Description
U.S. Treasury
U.S. Government agencies and corporations
States and political subdivisions
Mortgage-backed securities
Corporate debt securities
Other securities
Total securities available for sale

31

Balance as
of
September
30,
2011

$2,170
95,552
52,616
8,662
17,205
2,228

$178,433

Fair Value Measurements at Se