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PART1

Item 1. Business
General Description of Business

Botetourt Bankshares, Inc. (the “Company”) was incorporated as a Virginia corporation on January 17, 1997
and is the one-bank holding company for and sole shareholder of Bank of Botetourt (the “Bank”). The Bank was
acquired by the Company on September 30, 1997. The Company has no significant operations other than owning
the stock of the Bank.

History

Bank of Botetourt was founded in 1899 and currently operates ten offices in four counties of Virginia. The
main office is in Buchanan, with other Botetourt County office locations in Daleville, Eagle Rock and Troutville.
The Bank’s operations center is located in Buchanan and the Bank’s loan administration center is located in
Troutville. The Roanoke County offices are located on Challenger Avenue in east Roanoke County and on Peters
Creek Road in north Roanoke County. The Rockbridge County offices are located in Lexington, Fairfield, and
Natural Bridge Station. The Franklin County office is located at First Watch Drive in Moneta.

Location and Service Area

A substantial portion of the Company’s market is located in the larger Roanoke Valley Metropolitan
Statistical Area (“MSA”). This MSA varies widely with a medium-sized city, large rural base, mostly small
businesses in many different manufacturing and service industries, and relatively modest governmental
employment. The Roanoke MSA is the commercial center for southwest Virginia, and is located approximately
165 miles west of Richmond, Virginia, 178 miles northeast of Charlotte, North Carolina, 178 miles southeast of
Charleston, West Virginia and 222 miles southwest of Washington, D.C. Virginia Western Community College,
Roanoke College, Hollins University, Jefferson College of Health Sciences, National College, Skyline College,
Dabney S. Lancaster Community College, Virginia Military Institute, Washington and Lee University, and
Southern Virginia University are located in Bank of Botetourt’s market areas. The Roanoke Higher Education
Center along with Greenfield Education & Training Center, located in Botetourt County, makes higher education
and workforce training assessable in the region. Virginia Tech and Radford University are each a 45-minute
drive. Virginia Tech and Carilion Health Systems jointly operate a private medical school, located in downtown
Roanoke, adjacent to Carilion Roanoke Memorial Hospital.

The United States Census Bureau estimated that the Roanoke MSA population was 297,700 at the end of
2010 and is projected to grow at a pace of 4.1% to 310,000 by 2020. Unemployment in the Roancke MSA has
fared better than the national unemployment rate. As of December 2010, the Roanoke MSA had an
unemployment rate of 6.8 percent compared to 9.4 percent for the United States and 6.4 percent for the
Commonwealth of Virginia. The Roanoke MSA did not experience as severe of a recession as many other areas
in the United States but also has not seen housing statistics improve as quickly as other regions.

Over 8,600 businesses operate in the Roanoke MSA. The business community in the Roanoke MSA is
diverse and thus the region is not heavily reliant on one industry. The principal components of the economy are
government employment, health care, retail trade, and manufacturing. The Roanoke MSA’s position as a regional
center creates a strong medical, legal, and business professional community. Carilion Health Systems, Lewis-
Gale Hospital, and the Veterans Administration Hospital are among the area’s largest employers. They do not
directly affect the Company’s performance since these employers are not close to the Bank’s current branch
locations. Other large employers include Roanoke County and City government and schools, The Kroger
Company, Wells Fargo Bank, General Electric Company, Advance Stores Company, Inc., Wal-Mart, Allstate,
Norfolk Southern Corporation, WellPoint, Inc.—Anthem Blue Cross and Blue Shield, and American Electric
Power. Major employers located directly in the Bank’s branch market of Rockbridge County, Botetourt County
and northeast Roanoke County include the local school districts, Mohawk Incorporated, HSN Fulfillment, Dynax
America Corporation, Altec Industries, Inc., and Wal-Mart.
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Banking Services

The Bank operates for the primary purpose of providing an adequate return to our shareholders while safely
meeting the banking needs of individuals and small to medium sized businesses in the Bank’s service area by
developing personal, hometown associations with these customers.

The Bank offers a wide range of banking services including checking accounts, savings accounts, money
market accounts, certificates of deposit, and individual retirement accounts. All deposit accounts are insured by
the Federal Deposit Insurance Corporation (“FDIC”) up to the maximum amount allowed by law.

We offer a full range of lending services including commercial loans, commercial real estate, consumer,
residential, and agricultural and raw land. We offer non-deposit investment products and insurance products for
sale to the pubhc through Infinex Investments, Inc.

Buchanan Service Corporation provides insurance services for customers of the Bank and the public through
a minority ownership interest in Bankers Insurance, LLC. Our affiliation with the Virginia Bankers Association
allows us to participate with a consortium of banks in the Commonwealth of Virginia to offer competitive
insurance products.

Buchanan Service Corporation has an ownership interest in Rockbridge Title Services, LL.C and Mountain
Valley Title Insurance Agency, LLC. Both companies offer title insurance to our customers and the public.

Other Bank services include safe deposit boxes, notary public, Medallion signature guarantees, consumer
online banking, bill payment and e-statements, cash management services through business online banking,
VISA gift cards, wire transfers, direct deposit of payroll and social security checks and automatic drafts for
various accounts. We operate proprietary automated teller machines and offer surcharge free ATMs at Sheetz
locations and by participating in the No SUR program, a network of surcharge-free ATMs. We also offer VISA
credit and debit card services, and ID Reclaim, an identity theft protection service.

The Bank’s primary sources of revenue are interest income from its lending activities, and, to a lesser
extent, from its investment portfolio. The Bank also earns fees from lending and deposit activities. The major
expenses of the Bank are interest on deposit accounts, bad debt expense, general and administrative expenses,
such as salaries, occupancy and related expenses. The Bank does not provide trust services.

Lending Activities

The Bank’s lending products include commercial, real estate, consumer, residential, agricultural and land
loans. The loan portfolio constituted 89.71% of the earning assets of the Bank at December 31, 2010 and has
historically produced the highest interest rate spread above the cost of funds. The Bank’s lenders have the
authority to extend credit under guidelines established and approved by the Board of Directors. Any aggregate
credit that exceeds the authority of the loan officer is forwarded to the Management Loan Committee for
approval. The Management Loan Committee is composed of the Bank President and CEO, Chief Risk Officer,
Vice President—Credit Administration, senior commercial lending officers, any other officer deemed necessary,
and a committee secretary. Any aggregate credit that exceeds the authority of the Management Loan Committee
is forwarded to the Loan Committee for a decision. Voting members of the Loan Committee include the
Company Chairman and CEO, Bank President and CEO, Senior Vice President—Mortgage and Financial
Services, Senior Vice President—Business Banking and Commercial Lending, and three outside directors.
Non-voting members include the Senior Vice President and Chief Risk Officer, the Vice President of Credit
Administration, and other commercial lenders. All aggregate credits that exceed the Loan Committee’s lending
authority are presented to the full Board of Directors for ultimate approval or denial. The Loan Committee not
only acts as an approval body to ensure consistent application of the Bank’s loan policy, but also provides
valuable insight through communication and pooling of knowledge, judgment and experience of its members.
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In 2010, the Bank segmented its gross loans among five broad categories to monitor our lending activities.
The largest category of loans, comprising of 48.6% of the loan portfolio, was prime residential loans.
Commercial real estate lending added another 34.5% of the loan balance. Smaller loan categories making up the
balance of the loan portfolio were commercial, agricultural and raw land, and consumer at 7.2%, 5.2% and 4.5%,
respectively.

All loans in the Bank’s portfolio are subject to risk from the condition of the economy in the Bank’s area
and also that of the nation. In general, the Bank has used and continues to use appropriate loan-to-value ratios
and thorough credit evaluation to lessen the risk on all types of loans. In particular, this policy helped reduced
exposure on real estate loans. The Bank does not engage in sub-prime lending activities. Thorough credit checks
and evaluation of past internal credit history has helped to reduce the amount of risk related to consumer loans.
These processes have helped protect us during the recessionary period. While we have not avoided all risks and
loan losses, we have been able to avoid losses of magnitude. Government guarantees of loans are used when
appropriate but apply to a very small percentage of the portfolio. Commercial loans are evaluated by collateral
value and cash flow, including the ability to service debt. Ideally, businesses seeking loans must have a good
product line and sales, responsible management, manageable debt load and a product that is not critically affected
by downturns in the economy. Bank management recognizes that the most recent recession was severe in both
magnitude and duration and had greater consequences for business customers than more typical economic cycles.
However, due to the diversity of business, commercial, and employment opportunities, the Roanoke region
experienced a milder recession than the nation.

Investments

The Bank invests a portion of its assets in Government-sponsored enterprises debt instruments, state, county
and municipal obligations, and equity securities. The Bank’s investments are managed in relation to loan demand
and deposit growth and are generally used to provide for the investment of excess funds at reduced yields and
risks relative to increases in loans or to offset fluctuations in deposits. The Bank does not engage in any hedging
activities. Additionally, the Bank does not own any Government-sponsored enterprises equity securities.

Deposit Activities

Deposits are the major source of funds for lending and other investment activities. The Bank considers the
majority of its regular savings, demand, NOW and money market deposits and small denomination certificates of
deposit, to be core deposits. These accounts comprised 74.65% of the Bank’s total deposits at December 31,
2010. Certificates of deposit in denominations of $100,000 or more represented the remaining 25.35% of
deposits at year end. Large denomination certificates of deposit have historically remained a stable source of
funds at our Bank. At December 31, 2010 the Bank had no reliance on brokered deposits.

The Bank is a participating institution in the Certificate of Deposit Account Registry Service (“CDARS”).
CDARS is a technology based service that the Bank can incorporate into its traditional product offering. The
service uses a web based application that allows participating institutions across the country to swap, sell, or buy
deposits from other members, The CDARS program can be used to attract new deposits, diversify our funding
sources, and manage liquidity.

Company Website and SEC Filings

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

Employees

At December 31, 2010, the Company had 89 full time and 14 part time employees, none of whom are
represented by a union or covered by a collective bargaining agreement. Management considers employee
relations to be good.

Competition

The Company encounters strong competition both in making loans and in attracting deposits. The
deregulation of the banking industry and the widespread enactment of state laws that permit multi-bank holding
companies as well as an increasing level of interstate banking have created a highly competitive environment for
commercial banking. In one or more aspects of its business, the Company competes with other commercial
banks, savings and loan associations, credit unions, finance companies, mutual funds, insurance companies,
brokerage and investment banking companies, and other financial intermediaries. Many of these competitors
have substantially greater resources and lending limits and may offer certain services that we do not currently
provide. In addition, many of the Company’s competitors are not subject to the same extensive federal
regulations that govern bank holding companies and federally insured banks. Recent federal and state legislation
has heightened the competitive environment in which financial institutions must conduct their business.
Accordingly, the potential for competition among financial institutions of all types has increased significantly.

We compete by relying upon specialized services, responsive handling of customer needs, and personal
contacts by its officers, directors, and staff. Large multi-branch banking competitors tend to compete primarily
by rate and the number and location of branches while smaller, independent financial institutions, like the Bank,
tend to compete primarily by a combination of rate and personal service.

Currently, in Botetourt County, the Company competes with six other commercial banks that operate 14
branches in the County. In the FDIC’s Summary of Deposits for June 30, 2010, the Company held 37.61% of the
deposits in Botetourt County, which represents the largest market share of all financial institutions. In
Rockbridge County and Lexington City, the Company competes with nine other financial institutions that operate
14 offices and held 16.03% of the market share of deposits. In Roanoke County, the Company competes with 10
other commercial banks that operate 31 offices and held 4.12% of the market share of deposits. In Franklin
County, the Company competes with eight commercial banks operating 18 offices and held 0.84% of the market
share of deposits.

Government Supervision and Regulation

The following discussion is a summary of the principal laws and regulations that comprise the regulatory
framework that apply to the Company and the Bank. Other laws and regulations that govern various aspects of
the operations of banks and bank holding companies are not described, although violations of such laws and
regulations could result in supervisory enforcement action against the Company or the Bank. The following
descriptions summarize the material terms of the principal laws and regulatlons and are qualified in their entirety
by reference to the applicable laws and regulations:



General

On July 21, 2010, financial regulatory reform legislation entitled the Dodd-Frank Wall Street Reform and
Consumer Protection Act (the “Dodd-Frank Act”) was signed into law. The Dodd-Frank Act implements
far-reaching changes across the financial regulatory landscape. The Act seeks to address the perceived causes of
the financial crisis in numerous ways:

+ Itcreates a Financial Stability Oversight Council charged with identifying systemically important
institutions, whose distress or failure could imperil our financial stability, and recommending enhanced
prudential standards for such institutions.

+  Itestablishes an orderly liquidation regime for such systemically important institutions in an effort to
end “too-big-to-fail”.

It requires originators and securitizers of mortgage loans to retain part of the loan assets that are
bundled into securities in order to incent them to exercise more caution. '

« Itestablishes a regulatory framework for derivatives and places limitations on bank proprietary trading.
e It provides more stringent capital requirements for banks.
« It establishes regulatory oversight of the credit rating agencies through the SEC.

e It creates a new Bureau of Consumer Financial Protection with broad authority to write rules to protect
consumers. At the federal level, the FDIC will continue to examine us for compliance with such rules.

+ It adds significant new requirements relating to residential mortgage loans, including a requirement that
originators determine a consumer’s ability to repay a loan.

Many aspects of the Dodd-Frank Act (“The Act”) are subject to rulemaking and will take effect over several
years, making it difficult to anticipate the overall financial impact on our Company, our customers and the
financial industry in general. The following provisions are expected to directly impact our Company.

«  The federal banking agencies are directed to make capital requirements countercyclical, such that the
amount of capital required increases in times of economic expansion and decreases in times of
economic contraction, in effect building a buffer in an expanding economy.

e The Act authorizes the Federal Reserve to establish capital requirements for bank holding companies.

«  The Act increases the authority of the Federal Reserve to examine us and any of our non-bank
subsidiaries.

e The Act requires a holding company of an insured depository institution to serve as a “source of
strength” for such depository institution. This means the holding company must provide financial
assistance to the depository institution in the event of its distress.

+  The Act requires the FDIC to base deposit insurance assessments on an insured depository institution’s
total consolidated assets minus its tangible equity, rather than on its deposit base (subject to adjustment
for custodial banks and bankers’ banks). Basing assessments on assets rather than deposits should
benefit smaller banks and hurt larger banks, as small banks rely more on deposits to fund lending than
larger banks do. :

e The Act makes permanent the $250,000 limit for federal deposit insurance and increases the cash limit
of Securities Investor Protection Corporation protection from $100,000 to $250,000 and provides
unlimited federal deposit insurance until December 31, 2012 for non-interest bearing demand
transaction accounts at all insured depository institutions.

«  The Act repeals the federal prohibitions on the payment of interest on demand deposits, thereby
permitting depository institutions to pay interest on business transaction and other accounts.
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*  Mortgage originators are placed under a new duty of care to be qualified and registered and licensed in
accordance with state or federal law, including the Secure and Fair Enforcement for Mortgage
Licensing Act (“S.A.F.E. Act”). A mortgage originator will also have a duty to include on all loan
documents his or her unique identifier as provided by the Nationwide Mortgage Licensing System and

Registry.
*  The Company will have to comply with provisions related to executive compensation and corporate

governance such as say on pay and clawback provisions on incentive compensation, although the
effective date has been extended for smaller reporting companies such as our Company.

*  The Act exempts small issuers that are neither a large accelerated filer nor an accelerated filer from
complying with the Section 404(b) internal control rules of the Sarbanes-Oxley Act. The Act also
directs the SEC to conduct a study to determine how to reduce compliance costs under Section 404(b)
for companies with market capitalization between $75 million and $250 million.

The Sarbanes-Oxley Act of 2002 was signed into law on July 30, 2002. It comprehensively revised the laws
affecting corporate governance, accounting obligations and corporate reporting for companies with equity or debt
securities registered under the Securities Exchange Act of 1934. Compliance with this complex legislation and
with subsequent Securities and Exchange Commission rules has since been a major focus of all public
corporations in the United States, including the Company. Among the many significant provisions of the
Sarbanes-Oxley Act, Section 404 and related Securities and Exchange Commission rules created increased
scrutiny by management, the internal audit department, and external auditors of our systems of internal controls
over financial reporting. The Dodd-Frank Act eliminated the auditor attestation of Section 404 for smaller
reporting companies like Botetourt Bankshares, Inc. However, the Company’s certifying officers must still attest
to the effectiveness of the Company’s internal controls.

As a bank holding company, the Company is subject to regulation under the Bank Holding Company Act of
1956, as amended (the “BHCA”), and the examination and reporting requirements of the Board of Governors of
the Federal Reserve System (the “Federal Reserve™). Under the BHCA, a bank holding company may not
directly or indirectly acquire ownership or control of more than 5% of the voting shares or substantially all of the
assets of any additional bank or merge or consolidate with another bank holding company without the prior
approval of the Federal Reserve. The BHCA also generally limits the activities of a bank holding company to that
of banking, managing or controlling banks, or any other activity that is determined to be so closely related to
banking or to managing or controlling banks.

The Gramm-Leach-Bliley Act (the “GLBA”) was enacted in November 1999 and broadly rewrote financial
services legislation. The GLBA repealed affiliation and management interlock prohibitions of the Depression-era
Glass-Steagall Act, in essence a separation of traditional banking from securities brokerage, and added new
substantive provisions to the non-banking activities permitted under the BHCA with the creation of the financial
holding company. Subject to restrictions, the GLBA permits financial holding companies to engage directly in a
broader range of activities than are permissible for a bank holding company. These include underwriting
insurance, providing investment advice and underwriting securities, among others.

In order for a bank holding company to qualify as a financial holding company, all of its depository
subsidiaries (i.e., banks and thrifts) must be well capitalized and well managed, and must have a satisfactory
Community Reinvestment Act (“CRA”) rating. The bank holding company also must declare its intention to
become a financial holding company to the Federal Reserve. The Company meets all of the requirements to
become a financial holding company, but currently has not made an election with the Federal Reserve to become
a financial holding company.

The Federal Reserve Act restricts the amount and prescribes conditions with respect to loans, investments,
asset purchases and other transactions between the Company and the Bank. These restrictions, known as
Transactions with Affiliates, limit the freedom of the Company and the Bank to engage in transactions between
them. The Bank is subject to restrictions on the aggregate amount, terms and risks associated with extensions of
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credit to executive officers, directors, principal shareholders, and their related interests. The Dodd-Frank Act
significantly expands the coverage and scope of the limitations on affiliate transactions within a banking
organization.

As a state-chartered bank, the Bank is subject to regulation, supervision and examination by the Virginia
State Corporation Commission’s Bureau of Financial Institutions (“Bureau”). The Bank, not a member bank of
the Federal Reserve System, is also subject to regulation, supervision and examination by the Federal Deposit
Insurance Corporation (“FDIC”). Federal and Virginia laws govern the activities in which the Bank may engage,
the investments that it may make and limit the aggregate amount of loans that may be granted to one borrower to
15% of the bank’s capital and surplus. Various consumer and compliance laws and regulations also affect the
Bank’s operations.

The Bureau and FDIC conduct regular examinations of the Bank and review such matters as the adequacy of
loan loss reserves, quality of loans and investments, management practices, compliance with laws, and other
aspects of its operations. In addition to these regular examinations, the Bank must furnish the FDIC with periodic
reports containing a full and accurate statement of its affairs. Supervision, regulation and examination of banks
by these agencies are intended primarily for the protection of depositors rather than shareholders.

Insurance of Accounts, Assessments and Regulation by the FDIC

The deposits of the Bank are insured by the FDIC up to the limits set forth under applicable law. The
deposits of the Bank are also subject to the deposit insurance assessments of the FDIC.

The FDIC is authorized to prohibit an insured institution from engaging in any activity that the FDIC
determines by regulation or order to pose a serious threat to the respective insurance fund. Also, the FDIC may
initiate enforcement actions against such banks. The FDIC may terminate the deposit insurance of any depository
institution if it determines, after a hearing, that the institution has engaged or is engaging in unsafe or unsound
practices, is in an unsafe or unsound condition to continue operations, or has violated any applicable law,
regulation, order or any condition imposed in writing by the FDIC. It also may suspend deposit insurance
temporarily during the hearing process for the permanent termination of insurance, if the institution has no
tangible capital. If deposit insurance is terminated, the deposits at the institution at the time of termination, less
subsequent withdrawals, shall continue to be insured for a period from six months to two years, as determined by
the FDIC. Management is aware of no existing circumstances that could result in termination of the Bank’s
deposit insurance.

In October 2008, deposits at FDIC-insured institutions became insured up to at least $250,000 per depositor.
The Dodd-Frank Act passed in 2010 made this increase permanent.

In December 2008, the Bank became a participant in the FDIC’s Transaction Account Guarantee Program.
Under that program all noninterest-bearing transaction accounts were fully guaranteed by the FDIC for the entire
amount in the account. This program expired on December 31, 2010.

The FDIC has authority to impose special assessments from time to time. In February 2009, the FDIC
amended the restoration plan for the Deposit Insurance Fund (“DIF”). The plan imposed an emergency special
assessment on all banks during 2009 in an effort to restore the Deposit Insurance Fund to an acceptable level.
The special assessment increased the Bank’s insurance premiums expense by $140,000, or approximately 20% of
the total expense incurred by the Bank to provide FDIC insurance coverage for our customers in 2009. There was
no special assessment in 2010.

In November 2009, the FDIC adopted the final rule amending the assessment regulations to require insured
depository institutions to prepay their quarterly risk-based assessments for the fourth quarter of 2009, and for all
of 2010, 2011, and 2012, on December 30, 2009, along with the risk-based assessment for the third quarter of
2009. This amounted to approximately $1.6 million for the Bank, which will be expensed over the three year
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period. The Bank had adequate funds to remit this payment that was substantially higher than a typical quarterly
deposit insurance assessment. At December 31, 2010, $1.12 million in prepaid deposit insurance assessments is
included in other assets in the accompanying consolidated balance sheet.

In October 2010, the FDIC adopted a new DIF restoration plan to ensure that the fund reserve ratio reaches
1.35% by September 30, 2020, as required by the Dodd-Frank Act. Under the new restoration plan, the FDIC will
forego the uniform three-basis point increase in initial assessment rates scheduled to take place on January 1,
2011 and maintain the current schedule of assessment rates for all depository institutions. At least semi-annually,
the FDIC will update its loss and income projections for the fund and, if needed, will increase or decrease
assessment rates, following notice-and-comment rulemaking, if required.

In November 2010, the FDIC issued a final rule to implement provisions of the Dodd-Frank Act that
provide for temporary unlimited coverage for non-interest-bearing transaction accounts. The separate coverage
for non-interest-bearing transaction accounts became effective on December 31, 2010 and terminates on
December 31, 2012.

In November 2010, the FDIC issued a notice of proposed rulemaking to change the deposit insurance
assessment base from total domestic deposits to average total assets minus average tangible equity, as required
by the Dodd-Frank Act, effective April 1, 2011. The FDIC also issued a notice of proposed rulemaking to revise
the deposit insurance assessment system for financial institutions.

The proposed new initial base rate schedule will be substantially lower than the current one. Institutions in
Risk Category I, which includes more than 90 percent of community banks, will be paying 5 to 9 basis points
instead of the current base rate schedule of 12-16 basis points. Institutions in Risk Categories II, III and IV will
pay 14, 23 and 35 basis points, respectively, compared to the current rates of 22, 32 and 45 basis points,
respectively. In addition, the proposal would eliminate the secured liability adjustment (although secured
liabilities will likely be reflected in a bank’s new assessment base), and the unsecured debt adjustment and the
broker deposit adjustment will also remain but with some modifications.

Under the final rule, institutions with less than $1 billion in assets can report average weekly balances of
their consolidated total assets rather than reporting average daily balances. The final rule will also allow
institutions with less than $1 billion in average consolidated total assets to report the end-of-quarter amount of
Tier 1 capital as a proxy for average tangible equity.

The final rule related to this proposal is expected to be effective April 1, 2011. The Company cannot
provide any assurance as to the effect of any proposed change in its deposit insurance premium rate, should such
a change occur, as such changes are dependent upon a variety of factors, which are beyond the Company’s
control.

Capital

The FDIC and the Federal Reserve have issued risk-based and leverage capital guidelines applicable to
banking organizations that they supervise. Under the risk-based capital requirements, the Company and the Bank
are each generally required to maintain a minimum ratio of total capital to risk-weighted assets (including certain
off-balance sheet activities, such as standby letters of credit) of 8%. At least half of the total capital is to be
composed of common equity, retained earnings and qualifying perpetual preferred stock, less certain intangibles
(“Tier 1 capital”). The remainder may consist of certain subordinated debt, certain hybrid capital instruments and
other qualifying preferred stock and a limited amount of the loan loss allowance (“Tier 2 capital” and, together
with Tier 1 capital, “total capital).

In addition, each of the Federal banking regulatory agencies has established minimum leverage capital ratio

requirements for banking organizations. These requirements provide for a minimum leverage ratio of Tier 1
capital to adjusted average quarterly assets equal to 3% for bank holding companies that are rated a composite
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«1” and 4% for all other bank holding companies. Bank holding companies are expected to maintain higher than
minimum capital ratios if they have supervisory, financial, operational or managerial weaknesses, or if they are
anticipating or experiencing significant growth.

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

The risk-based capital standards of the FDIC and the Federal Reserve explicitly identify concentrations of
credit risk and the risk arising from non-traditional activities, including an institution’s ability to manage these
risks, as important factors to be taken into account by the agency in assessing an institution’s overall capital
adequacy. The capital guidelines also provide that an institution’s exposure to a decline in the economic value of
its capital due to changes in interest rates be considered by the agency as a factor in evaluating a bank’s capital
adequacy. The FDIC and the Federal Reserve also have issued additional capital guidelines for bank holding
companies that engage in certain trading activities. At present, these guidelines do not apply to the Company.

The Company did not participate in the U.S. Treasury’s Department’s Capital Purchase Program, known as
TARP. We are committed to remain well-capitalized without participation in the program. The Company offers a
Dividend Reinvestment and Stock Purchase Plan. The plan is beneficial to both our stockholders and Company.
First, it allows our stockholders the opportunity to increase their investment in the Company in an efficient
manner without the normal costs associated with equity purchases. Secondly, it provides the Company an
additional opportunity to maintain the appropriate level of capital necessary without substantial costs associated
with a new equity offering.

In December 2010, the Basel Committee released its final framework for strengthening international capital
and liquidity regulation, now officially identified by the Basel Committee as “Basel III”. Basel III, when
implemented by the U.S. banking agencies and fully phased-in, will require bank holding companies and their
bank subsidiaries to maintain substantially more capital, with a greater emphasis on common equity. Our
Company’s size and current status of no on-balance sheet foreign exposure excludes us from the requirements of
Basel I1I. However, we anticipate that the Dodd-Frank Act will impose higher capital standards at a future date in
time.

Other Safety and Soundness Regulations

There are a number of obligations and restrictions imposed on bank holding companies and their depository
institution subsidiaries by Federal law and regulatory policy that are designed to reduce potential loss exposure to
the depositors of such depository institutions and to the FDIC insurance fund in the event that the depository
institution becomes in danger of default or is in default. For example, under a policy of the Federal Reserve with
respect to bank holding company operations, a bank holding company is required to serve as a source of financial
strength to its subsidiary banks and to commit resources to support those banks in circumstances where it might
not do so otherwise. The FDIC’s claim for reimbursement is superior to claims of shareholders of the insured
bank or its holding company but is subordinate to claims of depositors, secured creditors and holders of
subordinated debt (other than affiliates) of the commonly controlled insured bank.

The Federal banking agencies also have broad powers under current Federal law to take prompt corrective
action to resolve problems of banks and other insured institutions. The Federal Deposit Insurance Act requires
that the federal banking agencies establish five capital levels for insured depository institutions. The category
levels are “well capitalized,” “adequately capitalized,” “undercapitalized,” “significantly undercapitalized,” and
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“critically undercapitalized.” It also requires or permits such agencies to take certain supervisory actions should
an insured institution’s capital level fall. For example, an “adequately capitalized” institution is restricted from
accepting brokered deposits. An “undercapitalized” or “significantly undercapitalized” institution must develop a
capital restoration plan and is subject to a number of mandatory and discretionary supervisory actions. These
powers and authorities are in addition to the traditional powers of the Federal banking agencies to deal with
undercapitalized institutions. Both the Company and the Bank are “well capitalized” under FDIC guidelines.

Laws restrict the interest and charges which the Bank may impose for certain loans. The Bank’s loan
operations also are subject to certain federal laws, such as the Truth in Lending Act, the Home Mortgage
Disclosure Act, the Equal Credit Opportunity Act, and the Fair Credit Reporting Act. The deposit operations of
the Bank also are subject to the Truth in Savings Act, the Right to Financial Privacy Act, the Electronic Funds
Transfer Act and Regulation E, the Expedited Funds Availability Act and Regulation CC, and the Bank Secrecy
Act. These and other similar laws result in significant costs to financial institutions and create the potential for
liability to customers and regulatory authorities.

Federal regulatory authorities also have broad enforcement powers over the Company and the Bank,
including the power to impose fines and other civil and criminal penalties, and to appoint a receiver in order to
conserve the assets of any such institution for the benefit of depositors and other creditors.

The Federal Bureau of Investigation (“FBI”) has sent, and will send, banking regulatory agencies lists of the
names of persons suspected of involvement in terrorist attacks and other terrorist activities as they may occur and
are investigated. The FBI has requested, and will request in the future, that the Bank search its records for any
relationships or transactions with persons on those lists. In addition, on an ongoing basis, the Office of Foreign
Assets Control (“OFAC”), a division of the Department of the Treasury, is responsible for helping to insure that
United States entities do not engage in transactions with “enemies” of the United States, as defined by various
Executive Orders and Acts of Congress. If the Bank finds a name on any transaction, account or wire transfer that
is on an OFAC list, it must freeze that account, file a suspicious activity report and notify the FBI. The Bank
actively checks all OFAC areas including, but not limited to, new accounts, wire transfers and customer files.

In October 2001, the USA Patriot Act of 2001 (“Patriot Act”) was enacted in response to the September 11,
2001 terrorist attacks in New York, Pennsylvania and Northern Virginia. The Patriot Act is intended to
strengthen U.S. law enforcement’s and the intelligence communities” abilities to work cohesively to combat
terrorism. The continuing impact on financial institutions of the Patriot Act and related regulations and policies is
significant and wide ranging. The Patriot Act contains sweeping anti-money laundering and financial
transparency laws, and imposes various regulations, including standards for verifying customer identification at
account opening, and rules to promote cooperation among financial institutions, regulators, and law enforcement
entities to identify persons who may be involved in terrorism or money laundering.

The federal banking regulators adopted rules that limit the ability of banks and other financial institutions to
disclose non-public information about consumers to nonaffiliated third parties. These limitations require
disclosure of privacy policies to consumers and, in some circumstances, allow consumers to prevent disclosure of
certain personal information to a nonaffiliated third party. These regulations affect how consumer information is
transmitted through diversified financial companies and conveyed to outside vendors.

In June 2010, the Federal Reserve, the Office of the Comptroller of the Currency (“OCC”), and FDIC issued
a comprehensive final guidance on incentive compensation policies intended to ensure that the incentive
compensation policies of banking organizations do not undermine the safety and soundness of such organizations
by encouraging excessive risk-taking. The guidance, which covers all employees who have the ability to
materially affect the risk profile of an organization, either individually or as part of a group, is based upon the
key principles that a banking organization’s incentive compensation arrangements should (i) provide incentives
that do not encourage risk-taking beyond the organization’s ability to effectively identify and manage risks,
(ii) be compatible with effective internal controls and risk management, and (iii) be suppotted by strong
corporate governance, including active and effective oversight by the organization’s board of directors.
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The FDIC will review, as part of the regular, risk-focused examination process, the incentive compensation
arrangements of banking organizations, such as our Company, that are not “large, complex banking
organizations.” These reviews will be tailored to each organization based on the scope and complexity of the
organization’s activities and the prevalence of incentive compensation arrangements. The findings of the
supervisory initiatives will be included in reports of examination. Deficiencies will be incorporated into the
organization’s supervisory ratings, which can affect the organization’s ability to make acquisitions and take other
actions. Enforcement actions may be taken against a banking organization if its incentive compensation
arrangements, or related risk-management control or governance processes, pose a risk to the organization’s
safety and soundness and the organization is not taking prompt and effective measures to cotrect the deficiencies.
Our Company’s Chief Risk Officer reviews all incentive compensation agreements to ensure that risk tolerance is
appropriate and aligned with incentive compensation rules and guidance.

Payment of Dividends

The Company is a legal entity separate and distinct from the Bank. Virtually all of the cash revenues of the
Company results from dividends paid to the Company by the Bank. Under Virginia law, a Virginia chartered
bank may not declare a dividend in excess of its retained earnings. As a Virginia corporation, the Bank may not
declare a dividend if, after the dividend, it cannot pay its debts as they become due or its assets would exceed its
liabilities. A bank may not declare or pay any dividend if, after making the dividend, the bank would be
“yndercapitalized”, as defined in regulations of the FDIC. In addition, the Company is subject to various general
regulatory policies relating to the payment of dividends, including requirements to maintain adequate capital
above regulatory minimums.

Community Reinvestment

The requirements of the Community Reinvestment Act (“CRA”) are applicable to the Bank. The CRA
imposes on financial institutions an affirmative and ongoing obligation to meet the credit needs of their local
communities, including low-to-moderate income neighborhoods, consistent with the safe and sound operation of
those institutions. A financial institution’s efforts in meeting community credit needs currently are evaluated as
part of the examination process pursuant to a number of assessment factors. These factors also are considered in
evaluating mergers, acquisitions and applications to open a branch or other facility. The Company strives to meet
the credit needs of all aspects of its market, consistent with safe and sound banking practices. Bank of Botetourt
received an “Outstanding” rating, as publicly disclosed in its most recent CRA examination report issued by the
FDIC. The Bank will be examined under the Intermediate Small Bank examination procedures, due to growth in
assets, at its next scheduled examination.

Interstate Banking and Branching

Current Federal law authorizes interstate acquisitions of banks and bank holding companies without
geographic limitation. A bank headquartered in one state is able to merge with a bank headquartered in another
state, as long as neither of the states has opted out of such interstate merger authority prior to such date. Virginia,
North Carolina, West Virginia and Maryland all permit such mergers. Once a bank has established branches in a
state through an interstate merger transaction, the bank may establish and acquire additional branches at any
location in the state where a bank headquartered in that state could have established or acquired branches under
applicable Federal or state law.

Economic and Monetary Polices

The Company’s operations are affected not only by general local economic conditions, but also by the
economic and monetary policies of various regulatory authorities. In particular, the Federal Reserve regulates
money, credit and interest rates in order to influence general economic conditions. These policies have a
significant influence on overall growth and distribution of loans, investments and deposits and affect interest
rates charged on loans or paid for deposits. Federal Reserve monetary policies have had a significant effect on
the operating results of commercial banks in the past and are expected to continue to do so in the future.
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The economy seems to be showing some signs of underlying strength following a prolonged recession and
its subsequent anemic recovery. This does not mean that all economic problems are in the past. The
unemployment rate is currently 8.9%, nearly double the traditional natural rate of unemployment. Mixed signals
in the housing sector of the economy are expected to keep mortgage loan delinquencies, foreclosures, and
underwater mortgages at the center of economic monitoring. As a signal of positive news, the Federal Reserve
made a upward revision of its GDP forecast for 2011 from 3.0-3.6% to 3.4-3.9%. Inflation is a concern across the
globe. However, inflation predictions for the United States are that the Consumer Price Index will be within or
below the Federal Reserve’s implied comfort zone of 2.5% or less in the United States. This shows that the
market has confidence in the Federal Reserve to fight inflation and keep it under control. The consensus among
economists is that the Federal Reserve will not increase the federal funds rate in 2011 to combat inflation.

Item 1A. Risk Factors
Not applicable.

Item 1B. Unresolved Staff Comments

None.

Item 2. Properties

The Company and the Bank are headquartered in the Main Office at 19747 Main Street, Buchanan, Virginia.
In addition, the Bank owns and operates retail banking offices in Virginia located at 670 Roanoke Road in
Daleville, 58 Railroad Avenue in Eagle Rock, 5462 Lee Highway in Troutville, 3801 Challenger Avenue and
3130 Peters Creek Road in Roanoke, 65 East Midland Trail in Lexington, 5905 North Lee Highway in Fairfield,
51 First Watch Drive in Moneta, and 9 Lloyd Tolley Road in Natural Bridge Station. The Bank owns additional
facilities that are utilized for its Operations Center at 19800 Main Street in Buchanan, and its Loan
Administration Center at 21 Stoney Battery Road in Troutville. The Company also owns a parcel of land in the
Hollins area of Roanoke County, Virginia. We currently intend to use the land for the future location of a full-
service branch facility. No construction plans or commencement date has been established. The Bank owns all of
its properties and considers them adequate.

Item 3. Legal Proceedings
In the normal course of business the Company is involved in various legal proceedings. After consultation

with legal counsel, management believes that any liability resulting from such proceedings will not be material to
the consolidated financial statements.

Item4. Reserved
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PART II

Item5. Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of
Equity Securities

Shares of the Company’s Common Stock are neither listed on any stock exchange nor quoted on the
NASDAQ Stock Market and trades infrequently. Shares of Common Stock have periodically been sold in a
limited number of privately negotiated transactions between stockholders. The high and low selling prices of our
Common Stock are based on information available to the Company. However, there may have been other
transactions at other prices not known to the Company. As of March 2, 2011, there were approximately 875
record holders of Common Stock.

Market Price
High _Low
2009:
TSHQUALTET + v vvevvveeee et oo e e e e e e i e e $30.00 $19.50
20 QUATET o v v vv v ee e oo een e 20.00 10.50
KT 17y - o 20.00 12.00
ADQUATTET ..ot vveeeeee ettt e 20.00 12.00
2010:
THQUALTET .« o oo svvee e e e e ettt ee e eaa e e e 17.00 12.25
20 QUALLET .« o eevveeee s veen e 15.00 12.57
BAQUALTEE .« v v v v v e veeee ittt et 15.00 10.50
AUQUAITET ..o v v v eve e e e 15.00 8.25
Dividends Declared
2009
LT 20 R $0.14
APHil Lo 0.14
JULY e 0.14
(10751 70) =7 S U G 0.08
2010
JanUATY ..o e 0.08
APl e 0.08
JULY 0.08
1010170+ = SRR g 0.08

The Company is a legal entity separate and distinct from its subsidiary, and its cash revenues depend
primarily on the payment of dividends from the Bank. The Bank is subject to certain legal restrictions on the
amount of dividends it is permitted to pay to the Company. In addition, the final determination of the timing,
amount and payment of dividends on shares of the Company’s Common Stock is at the discretion of the
Company’s Board of Directors and will depend upon the earnings of the Company and the Bank, the financial
condition of the Company and the Bank, such as the capital position relative to loans, deposits, and total assets
and growth trends along with other factors, including general economic conditions and applicable governmental
regulations and policies.
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The following table summarizes the equity compensation plan as of December 31, 2010:

Number of
securities
Number of remaining available
securities to be for future issuance
issued upon Weighted-average under equity
exercise of exercise price of compensation
outstanding outstanding plans (excluding
options, warrants  options, warrants  securities reflected
and rights and rights in column (a))
Plan Category (a) (b) (c)
Equity compensation plans approved by security
shareholders . ............ ... ... .. ... — —_ 50,000
Equity compensation plans not approved by security
holders ........... i — — —

Item 6. Selected Financial Data
Not applicable.

14



Item7. Management’s Discussion and Analysis of Financial Condition and Results of Operation
Cautionary Statement Regarding Forward-Looking Statements

Certain information in this report may include “forward-looking statements” as defined by federal securities
law. These forward-looking statements contain the Company’s expectations, plans, future financial performance,
and other statements that are not historical facts. Although the Company believes that its assumptions regarding
these forward-looking statements are based on reasonable assumptions, actual results could differ materially. The
forward-looking statements involve known and unknown risks including, but not limited to, the following
factors:

»  Changes in general local, regional and national economic and business conditions in the Company’s
market area, including downturns in certain industries

«  Competitive pressures limiting the ability to continue to attract low cost core deposits to fund asset
growth

»  Changes in interest rates and the management of interest rate risk

+  Demand for banking services, both lending and deposit products, in our market area

e Risks inherent in making loans such as repayment risks and fluctuating collateral values
e Changes in loan quality, delinquencies and defaults by our borrowers

¢ Decline in the market value of real estate in the Company’s markets

e Attraction and retention of key personnel, including the Company’s management team

o Changes in technology, product delivery channels, and end user demands and acceptance
»  Changes in consumer spending, borrowings, and savings habits

«  The soundness of other financial institutions

«  Changes in banking laws, compliance, and the regulatory climate of the Company such as the impact of
the Dodd-Frank Wall Street Reform and Consumer Protection Act (the “Dodd-Frank Act”), other
regulatory reform, including but not limited to government-sponsored enterprise reform, and any
related rules and regulations on our business operations and competitiveness

e Government intervention in the U.S. financial system

*  Changes in accounting principles, policies, and guidelines

These risks and inherent uncertainties should be considered in evaluating forward-looking statements
contained in this report. We caution readers not to place undue reliance on those statements, which are specific as
of the date of the report.

Overview

7 Management’s Discussion and Analysis is provided to assist in understanding and evaluating Botetourt
Bankshares, Inc.’s financial condition and its results of operations. The following discussion should be read in
conjunction with the Company’s consolidated financial statements.

Botetourt Bankshares, Inc., the parent company of Bank of Botetourt, has ten full-service offices operating
in the four Virginia counties of Botetourt, Roanoke, Rockbridge and Franklin. Buchanan Service Corporation, a
subsidiary of Bank of Botetourt, provides non-traditional banking services for customers of the Company,
including insurance services and title insurance services. The individual market conditions of each county vary
from rural to urban. The southern portion of Botetourt County has enjoyed both residential and industrial growth
due to the development of subdivisions and industrial parks. Bank of Botetourt and bank personnel work with
local government and business leaders in an effort to continue to attract industry to our entire market area.
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This past year continued to be a challenging one for the banking industry. The year was filled with
additional failed financial institutions and published enforcement actions by regulatory agencies both of which
further eroded the public’s confidence in our economic and banking systems, and the passage of financial reform
legislation by government policymakers known as the Dodd-Frank Wall Street Reform and Consumer Protection
Act. The overall national economy was in the recovery phase of an economic cycle during 2010, although the
recovery has not been fully self-sustained due to the lack of recovery of the housing sector in various regions of
the country. In 2010, the residential mortgage industry had unprecedented low long-term mortgage rates, but
tighter lending standards and reduced market values made it difficult for consumers nationwide to refinance their
homes. A continued decline in housing prices continued to impact local residential real estate developers, home
sales, and mortgage default and foreclosures. Overall the housing sector provided mixed economic results in
2010. The events described had an adverse impact on the Company in 2010. The failure of many residential real
estate developers resulted in most banks, including ours, needing to increase the provision for loan losses.
Additionally, the Company had increased collection and legal expenses related to asset quality. The result was
tremendous pressures on the earnings of the Company. However, in spite of the negative environment, we remain
optimistic long term. The stock market rebounded during 2010, which had a positive impact on certain
components of equity capital. The Company experienced soft loan demand and mild deposit growth. Despite
these ongoing challenges of our industry, the Company remained well-capitalized by regulatory standards. We
are committed to extend credit wisely in our market area to promote local economic activity, without
participating in a government sponsored plan to inject reserves or capital into our Company.

Critical Accounting Policy

The Company’s financial statements are prepared in accordance with accounting principles generally
accepted in the United States (GAAP). The notes to the audited consolidated financial statements included in this
Annual Report for the year ended December 31, 2010 contain a summary of its significant accounting policies.
Management believes the Company’s policy with respect to the methodology for the determination of the
allowance for loan losses involves a higher degree of complexity and requires management to make difficult and
subjective judgments that often require assumptions or estimates about highly uncertain matters. Accordingly,
the Company considers the policy related to the allowance for loan losses critical.

Results of Operations

Earnings decreased by 115.31% in 2010 reflecting a $0.1 million net loss compared to $0.8 million net
income for 2009. The decrease was a direct impact of the anemic economic recovery related to our regional
housing market’s decreasing collateral values, slow sales, and relatively high foreclosure rates. The lower
earnings were primarily due to expensing $4.0 million into the loan loss reserve during the year, which
management deemed a necessary and appropriate measure due to the current economic environment and
increases in impaired and past due loans held by the Company. Return on average assets was (0.04)% in 2010
and 0.25% in 2009 compared to peer group banks for which return on assets was 0.49% in 2010 and 0.10% in
2009. In 2010 and 2009, our peer group included all insured domestic commercial banks having assets between
$300 million and $1 billion. During 2010 and 2009 revenues from Bank of Botetourt represented greater than
99% of Botetourt Bankshares, Inc.’s total revenues.

The total assets of Botetourt Bankshares, Inc. grew to $309.5 million in 2010 from $308.5 million in 2009, a

0.32% increase. Although slightly below the peer group average of 9.06%, the Company is well capitalized with
an average equity to average assets ratio of 8.39% at December 31, 2010.
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Table 1. Net Interest Income and Average Balances (thousands)

2010 2009 2008
Interest Yield/ Interest Yield/ Interest Yield/
Average Income/ Cost Average Income/ Cost  Average Income/ Cost
Balance Expense (2) Balance Expense (2) Balance Expense (2)
Interest-earning assets:
Deposits withbanks . .............. $ 10,136 $ 23 023%$ 1,056 $ 2 019%% 204§ 5 2.45%
Taxable investment securities ....... 8,584 313 3.65% 8,908 405 4.55% 10,519 476 4.53%
Nontaxable investment securities . ... 6,656 243 3.65% 7,393 279 3.77% 8,984 377 4.20%
Federalfundssold ................ 6,701 9 0.13% 3,754 6 0.16% 2,069 46 2.22%
Loans,net(1) .................... 259,324 15,614 92% 258,604 15,884 E}ﬁ% 244,348 16,831 6.89%
Total interest-earning assets .... 291,401 16,202 279,715 16,576 266,124 17,735
Yield on average interest-earning
ASSEES .\ i 5.56% 5.93% 6.66%
Noninterest-earning assets:
Cash and due frombanks . .......... 7,686 7,957 7,123
Property and equipment ............ 7,853 8,152 8,360
Interest receivable and other ........ 9,066 7,936 6,871
Total noninterest-earning
ASSEES .. 24,605 24,045 22,354
Total assets . ... vvvevevneeenns $316,006 $303,760 $288,478
Interest-bearing liabilities:
Demand deposits ................. $ 24,361 25 0.10% $ 22,599 23 0.10% $ 21,674 26 0.12%
Savings and money markets ........ 29,771 109 0.37% 28,797 79 0.27% 32,642 271 0.83%
Time deposits .. .......covieennn.. 198,841 5,029 2.53% 189,557 6,535 3.45% 169,098 7,282 4.31%
Other borrowings . ...........vvun. — - —% 247 2 081% 1,781 44 2.47%
Total interest-bearing
liabilities ................. 252,973 5,163 241,200 6,639 225,195 7,623
Cost on average interest-bearing
liabilities ................. _2;(14;% _2_:7_5_% 3.39%
Noninterest-bearing liabilities :
Demand deposits ................. 33,642 33,072 33,673
Interest payable and other .......... 2,892 3,669 2,978
Total noninterest-bearing
liabilities ................. 36,534 " 36,741 36,651
Total liabilities ............... 289,507 277,941 261,846
Stockholders’ equity .......... ... ... 26,499 25,819 26,632
Total liabilities and stockholders’
eqUILY ... .vi i $316,006 $303,760 $288,478
Net interest income ............... $11,039 $ 9,937 $10,112
Net yield on interest-earning assets . . . 3_.72% ;’:._52% ?ﬁ(}%

(1) Average loan balances include nonaccrual loans and are net of loan loss reserve.
(2) The amounts are not adjusted for tax equivalent yield on tax-exempt investments.
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Net Interest Income

Net interest income, the principal source of bank earnings, is the amount of income generated by earning
assets (primarily loans and investment securities) less the interest expense incurred on interest-bearing liabilities
(primarily deposits used to fund earning assets). Table 1 summarizes the major components of net interest
income for the past three years and also provides yields and average balances.

Net interest income was $11.0 million in 2010, $9.9 million in 2009 and $10.1 million in 2008. Net interest
income increased in 2010. While both interest income and interest expense decreased in 2010, interest expense
declined at a faster pace. The Federal Open Market Committee maintained its posture of maintaining low short
term interest rates for an extended period of time as the Bank maintained our overall asset sensitive balance
sheet, although we continued to be liability sensitive in the less than one year categories. However, in 2010 our
rate sensitive liabilities (primarily deposits) repriced at lower market rates more quickly than our rate sensitive
assets (primarily loans). The repricing opportunities afforded improvement in the Bank’s net interest margin. The
net interest margin for 2010 increased by 24 basis points to 3.79% compared to 3.55% for 2009. The
improvement of the net interest margin resulted in higher net earnings from net interest income, as quantified
above. The effects of changes in volumes and rates on net interest income in 2010 compared to 2009, and 2009
compared to 2008, are shown in Table 2.

Interest income for 2010 decreased by $0.4 million, or 2.4%, to $16.2 million from $16.6 million in 2009,
Interest income in 2008 totaled $17.7 million. The decrease in interest income in 2010 from 2009 and in 2009
from 2008 were both the result of the historically low and prolonged interest rate environment, which resulted in
our interest earning assets repricing at lower interest rates.

Interest expense decreased in 2010 by $1.4 million, or 21.2%, to $5.2 million from $6.6 million in 2009.
The decrease in interest expense in both 2010 and 2009 was due to a lower interest rate environment, partially
offset by deposit growth. From 2009 to 2010, interest paid on time deposits, which make up the largest portion of
interest-bearing deposits, decreased $1.5 million, or 23.0%. The average rate paid on time deposits decreased 92
basis points to 2.53% in 2010 from 3.45% in 2009.

Table 2. Rate/Volume Variance Analysis (thousands)

2010 Compared to 2009 2009 Compared to 2008
Interest . Interest .
V (1) V. (1
ey N o
Variance Rate Volume Variance Rate Veolume
Interest-earning assets
Deposits in otherbanks .................... $ 21 $ — $21 8 (3% 1 $ @
Taxable investment securities ............... 92) (8) (14) an 2 (73)
Nontaxable investment securities ............ (36) © 27 (98) 36) (62)
Federal fundssold ........................ 3 (H 4 (40) (326) 286
Loans(2) .........coviiinii (270) 314) 44 947) (2,053) 1,106
Total .......... (374) 402) 28 (1,159) (2,412) 1,253
Interest-bearing liabilities
Demand deposits ......................... 2 — 2 3) ) 1
Savingsdeposits .............. ... ........ 30 27 3 (192) (163) 29)
Timedeposits ............................ (1,506) (1,845) 339 747y (1,899) 1,152
Other borrowings ......................... ) (1) ) 42) (18) 24)
Total ....... i (1,476) (1,819) 343 (984) (2,084) 1,100
Netinterestincome ....................... $ 1,102 $1417 $315) $ (175) $ (328) $ 153

(1) The variance in interest attributed to both volume and rate has been allocated to variance attributed to
volume and variance attributed to rate in proportion to the absolute value of the change in each.
(2) Balances of nonaccrual loans have been included in average loan balances.
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Interest Rate Sensitivity

One of the principal goals of the Bank’s asset and liability management strategy is to manage interest rate
risk. Interest rate risk management balances the effects of interest rate changes on assets that earn interest or
liabilities on which interest is paid, to protect the Bank from wide fluctuations in its net interest income which
could result from interest rates changes.

Interest rate risk is measured by the changes in interest rates and the impact on interest income and interest
expense as interest-sensitive assets and interest-sensitive liabilities either reprice or mature. Management attempts to
maintain the portfolios of interest earning assets and interest-bearing liabilities with maturities or repricing
opportunities at levels that will afford protection from erosion of net interest margin resulting from changes in
interest rates, to the extent practical. Table 3 shows the sensitivity of the Bank’s balance sheet on December 31,
2010. Included in the interest-bearing liabilities subject to interest rate changes within three months are NOW
accounts, money market accounts, and savings accounts which historically have not been as interest-sensitive as
other types of interest-bearing deposits, but whose rates can change immediately at the Bank’s discretion. Based on
the model below, the Bank is liability-sensitive in the one to three months and four to twelve months time horizons
and asset-sensitive in the thirteen to sixty months and greater than sixty months time horizons.

Table 3. Interest Rate Sensitivity (thousands)

December 31, 2010 Maturities/Repricing

1-3 4-12 13-60 Over 60
Months Months Months Months Total

Earnings assets:

LOAnS oottt it $ 58,587 $48202 $114,328 $41,589 $262,706
INVESLMENLS . .ot viii it neeieeaensnennnonn 300 700 6,823 7,268 15,001
Interest-bearing deposits with banks ............ 12,441 250 12,691
Federal fundssold ..........coviiineenannenn 1,728 1,728
Total .o e s $ 73,056 $49,152 $121,151 $48,857 $292,216
Interest-bearing deposits:
NOWACCOUNLS « oo oo e e eenveeaenennanens $25501 $§ — $ — $ — $125501
Moneymarket ...........cooiiiiiiiiiiiein 8,840 — — — 8,840
Savings . ... ..o 21,711 — — — 21,711
Certificates of deposit ............. ... ..., 36,089 84,859 71,041 — 191,989
Total ..o oot s $92,141 $84859 $ 71,041 $ — $248,041
Interest sensitivity gap .. .......oo it $(19,085) $(35,707) $ 50,110 $48,857 $ 44,175
Cumulative interest sensitivity gap ................. $(19,085) $(54,792) $ (4,682) $44,175 $ 44,175
Ratio of sensitivity gap to total earning assets ........ 653)% (1222)% 17.15% 16.72% 15.12%
Cumulative ratio of sensitivity gap to total earning
ASSELS .« ittt e 6.53)% (18.75)% (1.60)% 15.12%  15.12%

Matching sensitivity positions alone does not ensure that the Bank has no interest rate risk. All banks have
interest rate risk. The repricing characteristics of assets are different from the repricing characteristics of funding
sources such as deposits. Thus, net interest income can be impacted by changes in interest rates even if the
repricing opportunities of assets and liabilities are perfectly matched. The preceding table shows the sensitivity of
the Company’s balance sheet at the date indicated, but is not necessarily indicative of the position on other dates.

The Bank has established risk measures, limits, and policy guidelines for managing our overall asset/liability
management (“ALM”) position. The responsibility for interest rate risk control resides with senior management’s
Asset/Liability Committee, with oversight by the Board of Directors. Management seeks to balance the earnings
potential and interest rate risk position, both of which are within stated Bank policy tolerance parameters at
December 31, 2010.

19



On a quarterly basis, the ALM position is measured using earnings simulation modeling to estimate what
assets and liabilities would reprice, and to what extent, within a one-year period in response to an immediate
positive and negative 100, 200 and 300 basis point change in market interest rates. The model also incorporates
management’s forecasts for balance sheet growth, noninterest income, noninterest expense, and dividend
payments. The interest rate scenarios are used for analytical purposes and do not necessarily represent
management’s view of future market movements. The model simulation is intended to provide a measure of the
degree of volatility that interest rate movements may impact our earnings. Modeling the sensitivity of earnings to
interest rate risk is highly dependent on numerous assumptions embedded in the simulation model. While the
earnings sensitivity analysis incorporates management’s best estimate of interest rate and balance sheet dynamics
under various market rate movements, the actual behavior and resulting earnings impact likely will differ from
that projected. Back testing results showing the model’s past predictions to actual results in 2010 were favorable
and deemed the model credible for management’s reliance.

Other Income

Noninterest income consists of revenues generated from a broad range of financial services and activities.
The majority of noninterest income is a result of service charges on a growing deposit account base, including
charges for insufficient funds items and fees charged for nondeposit services such as safe deposit box rental fees.
Mortgage loan origination fees and financial services commissions also are a significant source of the
Company’s noninterest income. In 2010 and 2009, residential real estate loan activity and the resulting mortgage
origination fees were consistent amid a weak housing sector at the nucleus of the national recession and
subsequent recovery. However, the related title insurance commissions decreased primarily as a result of lower
demand and an increased number of competitors offering the service. Noninterest income totaled $1.9 million in
2010, a decrease of $0.1 million from the $2.0 million in 2009. Primary sources of noninterest income for the
past two years are summarized in Table 4.

Table 4. Sources of Noninterest Income (thousands)

2010 2009

Service charges on deposit acCoUnts . .. .......vore et $1,094 $1,161
Other service chargesandfees ...................... ... uuii ... 190 189
Mortgage origination fees ............ ... . . i 202 202
Commissions on title Services . ..........o.oounneee s 49 71
Safe depositboxrent .. ....... ... 23 24
Net realized gains on the sale of securities ................................ 3 9
Financial services commiSsions .....................uviiiirii 186 191
Other inCOME . .. ....oovrr ittt e i 181 137

Total noninterest income . ............... et $1,928 $1,984

Noninterest Expense

Noninterest expense for 2010 increased by $0.2 million or 2.2% to $9.3 million from $9.1 million recorded
in 2009, as shown in Table 5. The overhead ratio of noninterest expense to adjusted total revenues (net interest
income plus noninterest income excluding securities transactions) was 71.4% in 2010 and 76.6% in 2009. A
lower overhead ratio in 2010 is attributed to the increase in net interest income.

Personnel expense, including salaries, wages, and employee benefits is the primary noninterest expense of
the Company. There was an increase in total personnel expense in 2010, attributable to increases in expenses
related to employee benefits such as health insurance and retirement plan benefits for our employees. In 2010,
three employees elected early retirement from the Bank. The collective payouts, related to early retirement,
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resulted in an additional one-time settlement accounting adjustment of $0.3 million in the Company’s defined
benefit person plan, which is included in employee benefits expense in Table 5. In 2010, expenses related to asset
quality problems are reflected in increases in the expenses associated with foreclosed assets, collection, and
outside services for legal fees related to problem loans. Table 5 provides a further breakdown of noninterest
expense for the past two years.

Table 5. Noninterest Expense (thousands)

2010 2009

SAlANIES & WAEZES . o v v e v v eveeeeee ettt ettt e $3,513  $3,578
Employee benefits . .........ouiitiiiiiiii i 1,365 1,203

Total personnel EXPense . ..........eveeeeennrnureereennaneenen. 4,878 4,781
OCCUPANCY EXPENSE - .« oo v v v v vveevetteereennnnnsenanannenesneannes 536 553
Furniture & eqUipment . .............iinuietteeraiiiiiiiie e 654 645
Printing & supplies . ......ooiiiii i e 103 112
FDIC deposit iNSUTANCE . .. ..o oottt ienenreneannns 486 685
Professional SEIVICES . ..o v\ vttt e ittt ittt e 140 124
POSEAZE ..ottt 86 98
Telephone . ..ottt e e 161 154
COULIET S .+ vttt ettt ittt et et it it i i e 38 42
Education & SEIMINAIS . ... ...uvvnennenrieeenaeerineeneenesnsenesaaesns 19 19
Travel EXPense . . . ..ottt e e 19 32
Director fees and €XPEenSe .. ... ..ottt e 97 93
Advertising and publicrelations . ........... ... il 148 172
INSUIANCE . o\ vt ettt et e ie ettt iae it it aaeanenaeanens 44 43
OULSIAE SEIVICES .+ & v v ettt et e e et et iaetn et e iaineine e nananas 352 303
Foreclosed assets, MEL .. oot viteeie et iiieeoeacnans s 379 220
ATM and debit card €Xpenses . . .....c.ovvvirninienerrnenaeinenseaneneens 279 285
Franchise taX ... vvvitit ittt e ittt ia st 194 194
ColleCtion EXPENSE . ... ..ovttivurrrnirenrrerrniirensnans 125 58
Other Operating eXpPemnSe .. ... ....uuiirniieiernneeeneennnecnnasennnns 518 517

Total NONINtETESt EXPENSE . ..t v v vveeereeenineeiieeranesannnenns $9,256  $9,130

Income Taxes

Income tax expense is based on amounts reported in the statements of income (after adjustments for
non-taxable income and non-deductible €xpenses) and consists of taxes currently due plus deferred taxes on
temporary differences in the recognition of income and expense for tax and financial statement purposes. The
deferred tax assets and liabilities represent the future Federal income tax return consequences of those
differences, which will be taxable or deductible, depending when the assets and liabilities are recovered or
settled.

Income tax expense (benefit) was $(0.2) million in 2010 and $237,000 in 2009 representing (64.8)% and
23.7% of income (loss) before income taxes, respectively. Tax expense decreased $0.5 million or 191.6% from
2009 to 2010 primarily as a result of lower earnings.

Earning Assets

Average earning assets increased $11.7 million in 2010 from the 2009 average of $279.7 million. Total
average earning assets represented 92.2% and 92.1% of total average assets in 2010 and 2009, respectively. The
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percentage mix of average earning assets changed in 2010 with increases in average loans, federal funds sold,
and deposits in other banks. The Company strategically decided to increase its cash balance at the Federal
Reserve Bank since the inception of interest being paid on excess reserves in 2009. There was a decrease in
investment securities. Average nonearning assets increased in 2010 as a result of an increase in other assets. The
increase in other assets was primarily due to an increase in current income tax receivable, foreclosed assets, and
deferred income taxes. A summary of average assets for the past three years is shown in Table 6.

Table 6. Average Asset Mix (thousands)

2010 2009 2008
Average Average Average
Balance % Balance % Balance %
Earning assets
Loans,net .........cc.ovviiiinninnnnnn.. $259,324 82.1% $258,604 85.1% $244,348 84.7%
Investment securities .................... 15,240 48% 16,301 54% 19,503 6.8%
Federal fundssold ...................... 6,701 2.1% 3,754 1.2% 2,069 0.7%
Deposits in otherbanks .................. 10,136 3.2% 1,056 0.4% 204 0.1%
Total earning assets ................. 291,401 922% 279,715 92.1% 266,124 92.3%
Nonearning assets
Cashand due frombanks ................. 7,686 2.4% 7,957 2.6% 7,123 2.4%
Property and equipment .................. 7,853 2.5% 8,152 2.7% 8,360 2.9%
Otherassets ...........cooiuiiienuvnrnn.. 9,066 2.9% 7,936 2.6% 6,871 2.4%
Total nonearning assets .................. 24,605 7.8% 24,045 79% 22,354 7.7%
Totalassets ........................ $316,006 100.0% $303,760 100.0% $288,478 100.0%

Investment Securities

The Bank uses its investment portfolio to provide liquidity for unexpected deposit decreases or increased
loan funding, to meet the Bank’s interest rate sensitivity goals, and to generate income. Management of the
investment portfolio has always been conservative with virtually all investments in U.S. Treasury, Government-
sponsored enterprises, and state and local bond issues. All securities are investment grade. Management views
the investment portfolio as a secondary source of income. Adjustments are sometimes necessary in the portfolio
to provide an adequate source of liquidity that can be used to meet funding requirements for loan demand and
deposit fluctuations and to control interest rate risk. Therefore, from time to time, management may sell certain
securities prior to their maturity. Table 7 presents the investment portfolio at the end of 2010 by major types of
investments and maturity ranges. The Other category represents one corporate equity security with a cost basis of
$1 and fair market value of $52,155.

At December 31, 2010, the market value of the investment portfolio was $15.14 million, representing
$72,000 unrealized appreciation above amortized cost. This compared to a market value of $16.19 million and
$0.2 million unrealized appreciation above amortized cost a year earlier.

Investment securities are classified according to management’s intent. At December 31, 2010, securities

with a fair value of $15.0 million were classified as available for sale. The held to maturity portfolio consisted of
one security with an amortized cost of $0.1 million.
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Table 7. Investment Securities—Category Schedule (thousands)

2010 2009 2008
Amortized Fair Amortized Fair Amortized Fair
Cost Value Cost Value Cost Value
Investment securities
Government-sponsored enterprises and
Treasuries ... ...ourviennennenneeansns $ 6,184 6,135 $ 9,005 8958 $ 9,248 $ 9,334
States and political subdivisions . ........... 8,887 8,956 7,001 7,187 8,593 8,577
Other . ..ot e — 52 — 45 —_ 50
Total ..ot $15,071 $15,143 $16,006 $16,190 $17,841 $17,961

Investment Securities-—-M_aturities and Yields Schedule (thousands)

December 31, 2010
Amortized Cost Due
InOne After One After Five  After
Yearor  Through Through Ten Fair
Less Five Years Ten Years Years Total Value
Investment securities
Government-sponsored enterprises ............. $ — $3,304 $2.880 $— $ 6,184 $ 6,135
State and political subdivisions ................ 1,000 3,415 4,223 249 8,887 8,956
(0117 S U PO N — — — — — 52
Total ..o e $1,000 $6,719 $7,103 $249 $15,071 $15,143
Weighted average yields(1)
Government-sponsored enterprises ............. — % 2.76% 287% — %
States and political subdivisions ................ 458%  5.06% 435% 5.63%
(0] 137=; AU — % — % — % — %
Total weighted average . .............oieennn.. 458% 3.93% 375% 5.63% 3.92%

(1) Adjusted tax exquivilent yield

Loans

Average net loans totaled $259.3 million during 2010, an increase of $0.7 million or 0.27% above 2009.
This reflects the soft loan demand in our markets during the economic recovery. A significant portion of the loan
portfolio, $127.7 million or 48.6%, is made up of loans secured by residential properties such as 1-4 family,
home equity, and residential construction loans. Commercial real estate represented $90.7 million or 34.5% of

total loans at the end of 2010.

The Bank makes both consumer and commercial loans in all neighborhoods within its market area,
including low-to-moderate income areas. Our market area is generally defined to be all or portions of the
Botetourt, Roanoke, Rockbridge, and Franklin counties of Virginia and the cities of Lexington, Buena Vista and
Roanoke, Virginia. The Bank places emphasis on consumer based installment loans and commercial loans to
small and medium sized businesses. Prior to the recession, aggressive pricing and competition from unregulated
organizations had been a challenge when generating new loans. Due to the economic downturn, real estate
construction and commercial loan demand remained soft in 2010, resulting in a slight decrease in volume in
those loan categories at December 31, 2010, while demand for mortgage real estate and consumer loans

increased.
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The amounts of loans outstanding by type for the last five years, and the maturity distribution of variable
and fixed rate loans as of year-end 2010 are presented in Table 8 and Table 9, respectively. For the year-ended
2010, the loan categories are segmented by the disclosure requirements related to Receivables used by the
Company, as we feel this makes for a better presentation to the users of the information as they read in
conjunction with the accompanying notes to the related financial statements. Loan categories are segmented
differently for years-ended 2006 through 2009.

Table 8. Loan Portfolio Summary (thousands)

200

Commercial ....... ... $ 18,910
Commercial Real BState . . .. ... ..ottt e e e e e, 90,665
CONSUIMET . v vttt ettt ettt e e e et e e e e 11,758
Residential—Prime .. ...ttt e e e 127,669
Agricultural & Raw Land . .. ... 13,704
TOtal oot $_26_2_£(_)_§

2009 2008 2007 2006

Commercial, financial and agricultural(1) ................... $147,482 $148,308 $110,178 $101,211
Real estate, construction ..............ovrvernnrnnnn.n. 17,575 18,498 45,021 31,418
Real estate, mortgage ...............ccoviiniennnnnnnnnnn. 82,318 75,630 66,346 63,461
Instaliment loans to individuals, other ...................... 16,571 14,285 16,135 15,952
LaseS oo e — — — 1
Total ... ... . $263,946 $256,721 $237,680 $212,043

(1) Includes commercial real estate

Interest rates charged on loans vary with the degree of risk, maturity and amount of the loan. Competitive
pressures, money matket rates, availability of funds, and government regulation also influence interest rates. On
average, loans yielded 6.0% in 2010 compared to an average yield of 6.1% in 2009 and 6.9% in 2008.

Table 9. Maturity Schedule of Loans (thousands)

2010
Agricultaral
Commercial Residential gncgz e Total
Commercial Real Estate Consumer  Prime RawLand Amount %
Fixed rate loans
Due withinone year ........... $ 1,863 $ 8287 $2167 $21,215 $ 800 $ 34332 13.1%
Due one to five years .......... 4,318 4,242 7,507 9,840 982 26,889 10.2%
Due after fiveyears ............ 1,339 8,221 226 17,617 892 28,295 10.8%
Total fixed rate loans . ..... 7,520 20,750 9900 48,672 2,674 89,516 34.1%
Variable rate loans
Due withinoneyear ........... 7,184 9,405 1,524 22,891 3,256 44260 16.8%
Due one to fiveyears .......... 308 997 238 1,698 1,511 4752 1.8%
Due after fiveyears ............ 3,808 59,513 96 54,408 6,263 124,178 47.3%
Total variable rate loans .... 11,390 69,915 1,858 78,997 11,030 173,190 65.9%
Total loans
Due withinone year ........... 9,047 17,692 3,691 44,106 4,056 78,592 29.9%
Dueoneto fiveyears .......... 4,626 5,239 7,745 11,538 2,493 31,641 12.0%
Due after five years ............ 5,237 67,734 322 72,025 7,155 152,473 58.1%
Totalloans ............... $18,910 $90,665 $11,758 $127,669 $1 3,704 $262,706 100.0%
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Allowance for Loan Losses

The allowance for loan losses is established to absorb losses in our loan portfolio. The Bank has developed,
maintains, and documents a comprehensive, systematic, and consistently applied process to determine the
amount of the allowance for loan losses at a level designed to be sufficient to absorb estimated credit losses
inherent in the loan portfolio. The allowance for loan losses is maintained at a level management believes to be
adequate to absorb losses. The allowance for loan losses is evaluated on a quarterly basis by a management
committee and is based upon our periodic review of factors such as identified and calculated loss exposure on
impaired loans, the collectability of the loans in light of historical experience, the nature and volume of the loan
portfolio, specific adverse situations that may affect the borrower’s ability to repay, estimated value of any
underlying collateral, prevailing economic conditions and environmental factors. Some of the factors that
management considers in determining the appropriate level of the allowance for loan losses are: an evaluation of
the current loan portfolio, an analysis of impaired loans, identification of troubled debt restructurings, identified
loan problems, individually reviewed loans, past loss experience applied to categories of risk-similar loan pools,
the loan volume outstanding, the present and expected economic conditions in general, and in particular, how
such conditions relate to the market areas that the Bank serves, industry analysis, concentration analysis, and
other qualitative or environmental factors such as the effects of changes in risk selection and underwriting
practices, experience, ability, depth of lending management and staff, and trends within the loan portfolio. Bank
regulators also routinely review the Bank’s loans and other assets to assess their quality.

In addition to our quarterly management review, the Bank engages an independent third party review of our
loan portfolio on an annual basis to validate our internal risk ratings and to provide an additional assessment of
asset quality. This review further strengthens our loan grading and risk rating process and ultimately provides
management additional information to quantify our allowance for loan losses. Credits deemed uncollectible are
charged to the allowance. Provisions for loan losses and recoveries on loans previously charged off are added to
the allowance. Management determines the amount of the provision for loan losses that we believe will maintain
the allowance at an appropriate and adequate level.

The adequacy of the allowance is determined by analysis of the three different factors known as the specific,
general and unallocated components. The specific component addresses loans that are classified as impaired, for
which an allowance is established when the discounted cash flows, collateral value, or observable market price of
the loan is lower than its carrying value. Management is proactive in obtaining current third party appraisals in
the valuation process. Each quarter, the aging of apprasials on nonperforming loans is reviewed. Loan
administration employees and lending officers determine the type and scope of the appraisal needed to ensure
proper valuation. In 2010, market value appraisals were deemed necessary in nearly all cases. Appraisals are
ordered, received, and reviewed in a timely manner. The appraisals are tested for reasonableness in the review
process and while uncommon, if there is not full concurrence from loan administration analysts and lending
officers, another independent appraisal may be ordered. From time to time, the Bank’s lending officers, in
conjunction with our credit analyst, may discount an appraisal should economic conditions, sales trends, or other
relevant information warrant such action. During 2010, discounts ranging from 10% to 40% were applied to
certain values based on an internal analysis of local market conditions and the age of the last valuation. At the
time of discounting, management estimates and discloses the fair value of these loans to be further impaired and
therefore below the appraised value. To a lesser extent, management performs discounted cash flow analysis on
certain non-collateral dependent impaired loans in the valuation process. The Bank’s chief lender and credit
analyst consider the future cash flows related to the borrower and apply the contractual interest rate to discount
the cash flows to its net present value. Reasonable assumptions are used in the process in determining any loss
exposure for the loans valued under this method. All of these measures assisted management in quantifying the
specific component.

The general component covers non-impaired loans and is based on historical loss experience adjusted for
qualitative factors. In 2010, historical losses were categorized into risk-similar loan pools and a loss ratio factor,
based on average loss history for the current year and two prior years, was applied to each group’s loan balances
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to determine the allocation. In 2009, historical losses were categorized into risk-similar loan pools, and a loss
ratio factor, based on average loss history for the current year and three prior years, were applied to each group’s
loan balances to determine the allocation. Prior to 2009, a five-year historical period was used in the model.
Given the recent recession and subsequent sluggish recovery along with the current economic climate in which
we operate, we have shortened the historic loss period to ensure the most relevant data is being used in the
model.

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 to estimate specific and general losses in the portfolio. The qualitative and
environmental factors include external risk factors that management believes affect the overall lending
environment, including levels and trends in delinquencies and impaired loans, our regulators’ assessment of asset
quality, levels and trends in charge-offs and recoveries, trends in volume and terms to or from higher-risk loans,
effects of changes in risk selection, underwriting practices and loan exceptions, experience, ability, and depth of
lending management and staff, banking industry conditions, the effect of changes in credit concentrations, and
national and local economic trends and conditions. For the unallocated component, we perform a thorough
economic analysis using economic statistical data obtained from a professional third party vendor, from the
Federal Reserve Bank, and from other appropriate public domain sources. The economic data is reviewed,
interpreted, and applied to our loan portfolio to quantify the possible financial impact of the current and
forecasted economic environment on our loan portfolio.

The complete evaluation process is inherently subjective as it requires estimates that are susceptible to
significant revision as more information becomes available. Therefore, management continually evaluates the
adequacy of the loan loss reserve to maintain it at a level sufficient to absorb estimated credit losses inherent in
the loan portfolio.

In 2010, loan growth continued to be weak in the Bank’s market areas. Bank management elected to make
additional provisions to our allowance for loan losses in 2010 as a necessary measure to respond to the slow
economic recovery, the uncertainty of the future economic climate and speed of the recovery, the ongoing
sluggish local real estate and housing market, and an increase in impaired loans and higher levels of loan
delinquencies. The loan loss provision expense in 2010 was $4.0 million compared to $1.8 in 2009 and $1.9 in
2008. The continued unusually large provision was primarily related to exposure in residential spec construction,
which continues to experience a decline in housing values and slowed sales, especially at Smith Mountain Lake.

During our normal and ongoing process of reviewing our loan portfolio, new facts emerged during the first
quarter of 2011, including newly delinquent payments on two lending relationships and one bankruptcy filing.
These facts and others led us to conclude that two large lending relationships are impaired. Additionally, we
received updated (lower) appraisals on some existing impaired loans. Collectively, these events necessitated
making an additional provision to the allowance for loan losses effective to December 31, 2010.

Although the information leading to this conclusion was not available until recently, we believe this should
be reflected in the year-end financial statements where $0.8 million of the $4.0 million expense in 2010 was
related to this decision. This shifted the Company from a net income position to a net loss position for the period.
We are confident that this action is consistent with current accounting guidelines. We believe that our process in
discovering this information proves that our controls are working.

The loan loss provision allocated for 2010 reflects the amount determined by management to maintain the
reserve at a level we believe to be adequate based on the overall risk in the portfolio. The Bank’s allowance for
loan losses as a percentage of total loans at the end of 2010 was 1.96% as compared to 1.50% in 2009 and 1.47%
in 2008. The consistent increase in the percentage of allowance for loan losses is directionally consistent with the
estimated credit losses inherent in our loan portfolio. The provision for loan losses, net charge-offs and the
activity in the allowance for loan losses is detailed in Table 10. The 2010 data is segmented by the disclosure
requirements related to Receivables used by the Company, as we feel this presentation makes for a better
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presentation to the users of the information as they read in conjunction with the accompanying notes to the
related financial statements. Loan data is segmented differently for years-ended 2006 through 2009.

Additional information is contained in Tables 10, 11 and 12, and is discussed in Nonperforming and
Problem Assets.

Table 10. Allowance for Loan Losses

2010
Allowance for loan losses, beginning . ........ ..ottt $ 3,947,025
Provision for loan losses added: ‘
COMMEICIAL . vttt ettt ettt it et et eeenteneaeano oo ennraeanasonsosnsss 235,235
Commercial Real Bstate .. . ..o it ittt ittt e it ii et st aneeaasonsnnasans 708,023
COMSUIMEE .« v o v s et e e e e et e e e e st et et eaeesaaaasoneaeassacaeeeeneoeeseneanensans 61,164
Residential—Prime .. .........coititiininieernenns PP 3,039,363
Agriculturaland Raw Land .. ... ... o 1,215
_ 4,045,000
Loans charged off:
COMMEICIAL &+ oot ettt ettt et it e et et e et aeanasonesneenssaseanesassans (275,738)
Commercial Real Bstate . . . oottt e e it ittt ettt neaasoeeesesnannaeansanonnnns (735,654)
COMSUINIET & v vttt et e e s e ee st e e aseeasaansesssaeeasenssenonnsnensnns (104,484)
Residential—Prime ... ..ottt in it ie ettt ittt (1,795,087)
Agriculturaland Raw Land ....... ... i —
_(2,910,963)
Recoveries of loans previously charged off:
(@73 11018 7= ces T:) AU U AU UGG P 30,434
Commercial REal BState . . . ..o vv ittt iii et teer et iieeetonnesnsonesnnsnnesnsaans 300
COMSUIMET .« v v e e e e e e e e e e e it e e et a et aa st neoneaeaoasnnnnesnosannnnnnss 35,052
ReSIdential—Prime ... oottt ittt ettt i e e s 942
Agricultural and Raw Land ......... e e e e e e e —
66,728
Netcharge-offs . . . ..ot M)
Allowance for loan losses, ending . ........coovniiii i, e $ 5,147,790
Net loan charge-offs to averageloans ........... .. ... it 1.10%
2009 2008 2007 2006
Allowance for loan losses, beginning .............. $ 3,780,725 $2,291,617 $2,502,122 $2,271,074
Provision for loan losses, added ................... 1,790,000 1,885,000 275,000 300,000
Loans charged off
Commercial, financial and agricultural(1) ...... (198,970) (63,509) (424,722) (58,238)
Real estate, construction .. .................. (1,241,689) (233,410) —_ —
Real estate, mortgage ................ciu.nn (103,116) (27,620) (53,253) . (33,421)
Installment loans to individuals .............. (229,609) (91,428) (108,809) (137,305)

(1,773,384)  (415,967) (586,784) (228,964)

Recoveries of loans previously charged off

Commercial, financial and agricultural(l) ...... 130,014 400 66,720 100,000
Real estate, mortgage ..............cooounnn — — 6,489 13,889
Installment loans to individuals .............. 19,670 19,675 28,070 46,123
149,684 20,075 101,279 160,012
Net charge-offs ....................... (1,623,700) (395,892) (485,505) (68,952)
Allowance for loan losses, ending ................ $ 3,947,025 $3,780,725 $2,291,617 $2,502,122
Net loan charge-offs to averageloans .............. 0.63% 0.16% 0.22% 0.04%

(1) Includes commercial real estate
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The loan portfolio includes loans to various borrowers at year-end for which management had concerns
about the ability of the borrowers to continue to comply with present loan repayment terms, and which could
result in some of these loans being uncollectible, particularly if economic conditions worsen or the recovery
stalls in 2011. Referred to as management’s watch list, total loan volume on this observation list at December 31,
2010 were $43.6 million compared to $35.7 million at December 31, 2009. Due to the economy in which we are
operating and the trend in problem loans, we have increased significantly the volume of loans that management
monitors closely, primarily in the real estate construction and housing industries. The downturn in those markets
can affect both the borrower’s ability to repay the loan on time and the value of the collateral. Sales in the local
real estate housing market continue to struggle. Management remained proactive in identifying and monitoring
such loans. Our actions resulted in more loans added to the watch list. Some of the watch list loans, or others
identified in the future, should they become nonaccrual status, could increase the volume of nonperforming loans
in Table 12. Management will continue to monitor these loans and will take appropriate action when deemed
necessary. The Bank has allocated reserves to the extent deemed appropriate in the allowance for loan losses.

The ratio of net loan charge-offs to average loans increased substantially in 2010 compared to 2009. The
residential loan segment was the most dramatically impacted as $1.8 million or 63.1% of total net charge-offs
were in this loan category. This is primarily the result of credit relationships with real estate developers whose
performance continued to deteriorate during 2010. Any exposure that resulted from deficient collateral values
was charged-off to the allowance. To a lesser extent, commercial real estate loans witnessed a high volume of
charge-offs as our local real estate market continued to report slow sales. While each loan may have
circumstances that warrant other considerations, the Bank’s charge-off policy provides guidance in the timing of
the charge-off process. The general guidance states that unsecured installment loans, including credit cards,
which are six payments past due and have not received payments within the last 60 days will normally be
recommended for charge-off. Unsecured time loans which are 90 days past due will normally be recommended
for charge-off. Repossession of collateral is recommended for secured installment and time loans which are three
payments past due and have not received payment within the past 60 days. Any remaining balance after the sale
of collateral is typically charged off when the loan is 90 days past due and no payments have been received in the
last 90 days. Real estate loan charge-offs are normally realized after the loan has been classified as loss and
collateral has been liquidated. In 2010, the Bank updated its charge-off policy to reflect its procedures to identify,
calculate, and charge-off loss exposure on collateral dependent impaired loans. In all cases, charge-offs are
reported to the Board of Directors. The charge-off review and recommendation process occurs monthly. Partial
charge-offs are permitted when appropriate but are less common than a typical full charge-off. During these
unprecedented economic times, our loan officers worked extensively with past due loan customers and exhausted
all reasonable work-out attempts prior to charging off the loan. These efforts were supported by our
management’s philosophy and at the government’s encouragement. The trend in charge-offs is likely to continue
in 2011 until the economy, sustained by stronger employment and stable real estate values and sales, significantly
improves. These charge-off trends are considered in the quarterly review of the allowance for loan losses. In
2010, the historically high levels of charge-offs had a negative impact on the allowance for loan losses as they
reduce the level of reserves. Additionally, the recorded charge-offs in 2010 will be reflected in the historical loss
factors component of the model in future years, likely necessitating the ongoing need to maintain the reserve at
higher levels until more normal economic times prevail.

The allowance for loan losses was 1.96% of gross loans outstanding at December 31, 2010. This represents
an increase of $1.2 million compared to the reserve at December 31, 2009. Directional consistency existed in
2010 as the 41.9% increase in impaired loans positively correlated to the 30.7% increase in the ratio of allowance
for loan losses to gross loans outstanding. While there has been an increase in the reserve due to additional
impaired loans and loss exposure calculated after obtaining updated third party appraisals on impaired loans,
exposure remains manageable in relation to the overall balance of impaired loans, quantified below.

A loan is considered impaired when, based on current information and events, it is probable that the
Company will be unable to collect the scheduled payments of principal or interest according to the contractual
terms of the loan agreement. Factors considered by management in determining impairment include loan balance,
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risk rating, payment status, recent payment history, principal curtailment on lines of credit, extensions granted,
maturity date advancement, and the probability of collecting scheduled principal and interest payments when
due. A loan may be considered impaired by management, and still be expected to have full repayment of both
principal and interest, but not according to the contractual terms of the loan agreement. Loans that experience
insignificant payment delays and payment shortfalls generally are not classified as 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. When testing for impairment, management also considers other loan details such as
principal curtailment on lines of credit, extensions granted, the loan’s internal risk rating, and advancing the
loan’s maturity date as indicators of possible loan impairment.

The aftermath of the worst and longest economic recession in decades made it more difficult for many
borrowers to repay loans on time. Impaired loans amounted to $26.4 million at December 31, 2010 compared to
$18.6 million at December 31, 2009. While the volume of impaired loans increased, the loss exposure on
impaired loans remains manageable due to our conservative loan-to-value underwriting practices. As a result, the
increase in the specific reserve component and the total allowance for loan losses is reflective of the nature of our
loan portfolio. Maintaining current and updated appraisals on impaired loans in the portfolio is part of the
Company’s best practices and provides objective evidence of our calculated loss exposure. Management will
continue to monitor the performance of loan repayments by borrowers who may be unable to pay according to
contractual terms and take appropriate action, including identifying loss exposure and allocating specific

reserves, when deemed necessary.

The Bank recognizes that reducing impaired loans or other real estate owned may be a slow process. Real
estate collateral may be difficult to liquidate at desired values in the current economic climate. Sales of our
collateral could be hampered by the sales efforts of similar properties of other lenders in the same market. General
economic trends greatly affect loan losses, and no assurances can be made about future losses. Management does,
however, believe the allowance provided adequate coverage for possible loan losses at December 31, 2010.

The allocation of the reserve for loan losses is detailed in Table 11 below:

Table 11. Allocation of the Reserve for Loan Losses (thousands)
2010

Amount Percent(1)

Balance at end of period applicable to:

COMMELCIAL .« o ettt ettt e et e e es e te e eee s e teasaaeaneesnacaesonssnnasnsnnnescasansecnesnnss $ 327 72%
CommETCial REAI EStale .. .\ oottt ittt eeites e e eeeseaeensatanennneanssnasnassnanonercasennssnanos 1,640 34.5%
COMSUIMET .« + v v oo e e e e eee e e e e taeasaaneasaasanesesauneesueunesenssseeasnnsessnnaasonecanssssnnns 223 4.5%
RESIAETAI—TPLINE - . . s oo e et et en et e et eeeeeeaaa e eeaeeeeesaeassausasnnnnnssnnnenannanunnaneasns 2,891 48.6%
Agricultural & Raw Land .. .. ... o e e 67 52%

s, [ AU GG $5,148 100.0%

(1) Represents the percentage of loans in each category to the total loans outstanding.
2009 2008 2007

2006

Amount Percent(l) Amount Percent(l) Amount Percent(l)

Amount Percent(1)

Balance at end of period applicable to

Commercial, financial and agricultural ... $2,137 55.9%  $1,543 57.8%  $1,377 46.4% $1,418 47.8%
Real estate, construction .............. 624 6.6% 1,372 72% 154 18.9% 269 14.8%
Real estate, mortgage . ................ 956 31.2% 487 29.4% 339 27.9% 187 29.9%
Installment loans to individuals, other . ... 230 6.3% 379 5.6% 422 6.8% 628 7.5%

Total «oeeeeee i $3,947 100.0%  $3,781 100.0%  $2,292 100.0%  $2,502 100.0%

(1) Represents the percentage of loans in each category to the total loans outstanding.
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Nonperforming and Problem Assets

Certain credit risks are inherent in making loans, particularly residential, commercial, and consumer loans.
Management prudently assesses these risks and attempts to manage them effectively. The Bank attempts to use
shorter-term loans to minimize interest rate risk and, although a portion of the loans have been made based upon
the value of collateral, we rely primarily on the cash flow of the borrower as the source of repayment rather than
the value of the collateral.

The Bank also attempts to reduce repayment risks by adhering to internal credit policies and procedures.
These policies and procedures include officer and customer limits, highly structured loan documentation, and
follow up on exceptions to credit policies. The practice of lending funds to less creditworthy borrowers has
negatively impacted the banking and mortgage industries. Our Bank does not engage in such sub-prime lending
activities. The Bank’s real estate loan portfolio remains well collateralized. As a practice, the Bank does not
establish interest reserves for loans retained in our portfolio. The Bank does participate loans for requests in
excess of our legal lending limit. To further mitigate risks, the Bank regularly monitors for loan concentrations.
For information related to concentrations see Note 13, Commitments and Contingencies.

During the economic recession and subsequent recovery, the banking industry has experienced
delinquencies with junior liens, including home equity loans, thereby labeling these loan categories as higher-risk
loans. These categories represent 9.50% of the Bank’s loan portfolio. Of the loan balances in this category,
3.11% (0.30% of total loans) of those junior liens are past due and 4.21% (0.40% of total loans) are in nonaccrual
status. The Bank does not engage in negative amortization loans. Interest-only loans are selectively used and are
not part of the Bank’s traditional product offerings for home equity and residential mortgages.

Nonperforming assets, shown in Table 12 below, were $21.5 million at December 31, 2010 and $15.4
million at December 31, 2009. The increase from 2009 to 2010 in the total composition of nonperforming assets
is primarily due to increases in loans past due 90 days or more, foreclosed properties, and restructured loans,
partially offset by the decrease in nonaccrual loans.

From 2009 to 2010, loans past due 90 or more days still accruing interest increased by $3.6 million to $5.3
million. The increase in deliquent loans in this category is attributable to the economic impact on distressed
borrowers. Each quarter management carefully mointors and reviews all loans in this past due category for
nonaccrual status. Although a higher volume at December 31, 2010, management considers these loans to be well
secured and in the process of collection. We anticipate payment on these accruing loans. During 2010, there was
an increase in foreclosed properties, as there were ongoing acquisitions, holdings, and disposals during the year.
Appraisals are obtained generally at the time of foreclosure to ensure a proper valuation when the foreclosed
properties are recorded. During the holding phase, current appraisals are obtained and any necessary writedowns
are expensed as incurred. Total writedown expenses related to the holding phase of foreclosed properties in 2010
was $0.2 million. At disposition, a gain or loss on sale is recorded. Sales of foreclosed properties resulted in an
aggregrate net loss on sale of $49,775 in 2010 and is recorded in the noninterest expense foreclosed assets, net on
the Consolidated Statement of Operations. At December 31, 2010, foreclosed assets consisted of ten properties
totaling $1.9 million. The categories of the foreclosed properties were 10.8% in nonfarm nonresidential, 56.2% in
1-4 family residential, and 33.0% in construction and land development. All foreclosed properties are currently
being rented or marketed for sale. As anticipated at December 31, 2009, the total of foreclosed properties grew in
2010. The trend could worsen in 2011 should local economic conditions, such as weak home sales, continue to
deteriorate and a spike in foreclosures result, which could adversely impact earnings.

During the unprecedented economic recession of 2009 and recovery of 2010, as discussed above, the Bank
made a conscious effort to attempt work-out loan situations with past due customers. In some cases, loan
extensions are granted if the loan officer deems that the borrower’s capacity to pay is temporarily impeded. The
Bank monitors for multiple extensions as criteria for possible loan impairment. In several cases, loan
restructuring was appropriate and the volume of restructured loans grew significantly from 2009 to 2010. A loan

30



is considered a troubled debt restructuring if the borrower is experiencing financial difficulty and the Bank
granted a concession whereby the original terms of the loan were modified to favor the borrower. Bank
management has procedures and processes in place to identify, monitor, and report troubled debt restructurings.
At December 31, 2010, troubled debt restructurings totaled $8.4 million and were spread among various loan
categories. In no case was principal forgiven. In most cases, interest rates on these loans were at prevailing
market rates, with only mild concessions given on interest rate reductions from the original terms. In some cases,
additional collateral was obtained. At December 31, 2010, $3.2 million of troubled debt restructurings was on
nonaccrual status. Bank management has supported a philosophy of working with its customers during this
economic cycle. The Bank has had some success in this area but trend analysis indicates that a greater percentage
of loans previously restructured moved to nonperforming status in 2010. The ratio of nonperforming restructured
loans to total restructured loans was 37.9% in 2010 compared to 31.1% in 2009. Despite the increase in this
metric, Bank management maintains its philosophy of working with its customers to exhaust plausible options
during the economic recovery.

Loans, including troubled debt restructurings, are generally placed in nonaccrual status when the collection
of principal and interest is 90 days or more past due, unless the obligation is both well-secured and in the process
of collection. A loan is considered impaired if it is probable that the Bank will be unable to collect all amounts
due under the contractual terms of the loan agreement. This does not mean that we will not recover much of or all
the principal balance due. In most cases, we have a secured interest in collateral, such as real property or
equipment. Sales of the collateral will not always cover the full loan amount, but it should offset much of this
risk. We continue to allocate a significant number of employees in managing our lending portfolio as warranted
by the asset quality issues discussed above.

Nonaccrual loans decreased to $8.9 million at December 31, 2010 from $10.6 million at December 31,
2009. During 2010, we continued our careful monitoring and review of all credit relationships, particularly
troubled credit relationships. There were additions to nonaccrual assets during each quarter of 2010 which
resulted in a reversal of approximately $0.2 million of interest income for the year-ended December 31, 2010.
This action did not materially change our allowance for loan losses, as the exposure in these relationships had
been identified in prior periods. Concurrently, loans exited nonaccrual status. A loan is removed from nonaccrual
status when it is deemed a loss and appropriately charged to the allowance or when it begins performing
consistently, normally for six months, according to contractual terms. The combined effect of all nonaccrual
activity resulted in a net reduction of nonaccrual loans in the amount of $1.6 million. The ongoing nonaccrual
loan balances have significantly increased our nonearning assets, which will continue to have a financial impact
on the Bank in the form of foregone interest income until the loans are removed from nonaccrual status.

We consider the overall negative trend in our nonperforming assets a result of the recessionary impact of the
economy and the aftermath of awaiting a sustained recovery as well as problem loan scenarios encountered
during the normal course of business. To mitigate the risks associated with our loan portfolio, additional
emphasis has been placed on the collections and troubled assets function of the Bank as a necessary action during
this phase of the economic cycle. Additionally, commercial loan officers’ job duties have been reprioritized to
assist in the collection, legal, and work out efforts of troubled credit relationships. Our Company has performed
loan stress tests to help quantify potential maximum exposure in our loan portfolio, especially on loans with real
estate collateral located in the most distressed and saturated market in our delineated area. Bank management
acknowledges risks inherent in our portfolio but believes our allowance for loan losses is adequate and our
capital levels are sufficient to absorb potential losses studied in the loan stress test.
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Nonperforming assets are analyzed in Table 12 for the last five years.

Table 12. Nonperforming Assets

2010 2009 2008 2007 2006

Nonaccrualloans .................... $ 8,924,000 $10,558,000 $2,239,000 $ 169,000 $1,557,000
Loans past due 90 days ormore ........ 5,315,000 1,666,000 3,661,000 1,479,000 244,000
Restructuredloans ................... 5,413,000 1,882,000 —_ — —
Total nonperforming loans ............ 19,652,000 14,106,000 5,900,000 1,648,000 1,801,000
Foreclosed properties ................ 1,851,000 1,322,000 1,363,000 1,475,000 —
Total nonperforming assets ............ $21,503,000 $15,428,000 $7,263,000 $3,123,000 $1,801,000
Interest income, orginal terms '

Non-accrualloans ............... $ 582492 $ 596,123 $ 27204 $ 99,067 $ 236,886

Loans past due 90 days or more .. .. 345,851 134,721 317,375 122,720 27,167

$ 928343 $ 730,844 $ 344,579 $ 221,787 $ 264,053

Interest income, recognized

Non-accrualloans ............... $ 74474 $ 234280 $ 5766 $ 3,859 $ 41,160
Loans past due 90 days or more . ... 199,254 72,501 189,476 52,941 18,493
Total ..................... $ 273,728 $ 306,781 $ 195242 $ 56,800 $ 59,653
Nonperforming assets to total loans . .. .. 8.19% 5.85% 2.83% 1.31% 0.85%
Depesits

The Bank relies on deposits generated in its market area to provide the majority of funds needed to support
lending activities and for investments in liquid assets. More specifically, core deposits (total deposits less
certificates of deposits in denominations of $100,000 or more) are the primary funding source. The Bank’s
balance sheet growth is largely determined by the availability of deposits in its markets, the cost of attracting the
deposits, and the prospects of profitably utilizing the available deposits by increasing the loan or investment
portfolios. Market conditions have resulted in depositors shopping for deposit rates more than in the past and
increased customer awareness of interest rates adds to the importance of interest rate management. The Bank’s
management must continuously monitor market pricing, competitor’s rates, and internal interest rate spreads, in
addition to predicting future loan volume, to maintain the Bank’s growth and profitability. The Bank attempts to
structure rates to promote deposit and asset growth simultaneously, manage risk, and increase overall
profitability. -

Average total deposits for the year ended December 31, 2010 were $286.6 million, an increase of $12.6
million, or 4.6% over 2009. The Bank made a conscious and strategic decision to control the pace of deposit
growth during 2010. The percentage of the Bank’s average deposits that are interest-bearing increased to 88.3%
in 2010 from 87.9% in 2009. Average demand deposits which earn no interest increased to $33.6 million in 2010
from $33.1 million in 2009, compared with $33.7 million in 2008. Average deposits and average rates paid for
the past three years are summarized in Table 13.
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Table 13. Deposit Mix (thousands)

2010 2009 2008

Average Average Average Average Average  Average
Balance Rate Balance Rate Balance Rate

Interest-bearing deposits

NOW accounts ............ P $ 24361 0.10% $ 22,599 0.10% $ 21,674 0.12%

Moneymarket ................00iia. 8,617 0.66% 8,510 0.34% 12,610 141%

Savings . ... 21,154  0.25% 20,287 0.25% 20,032 0.47%

Small denomination certificates .......... 125,794 2.47% 120,043 3.38% 109,761 4.23%

Large denomination certificates . ......... 73,047 2.64% 69,514 3.57% 59,337 4.45%

Total interest-bearing deposits . ...... 252,973 2.04% 240,953 2.75% 223,414 3.39%
Noninteresting-bearing deposits ............. 33,642 33,072 33,673
Total deposits .................... $286,615 $274,025 $257,087

The average balance of certificates of deposit issued in denominations of $100,000 or more increased by
$5.8 million or 4.8% in 2010. The growth in certificates of deposit issued in denominations of $100,000 or more
can be primarily attributed to depositors within our market area. Time deposits held by municipalities and other
public funds sources decreased to $3.3 million in 2010 from $6.2 million in 2009. The bank had no brokered
deposits at December 31, 2010. Management’s strategy has been to support loan and investment growth with
core deposits in our primary market area with minimal reliance on more volatile, large denomination brokered
certificates of deposit. Table 14 provides maturity information relating to Certificate of Deposits of $100,000 or
more at December 31, 2010.

Table 14. Large Time Deposit Maturities (thousands)

Analysis of time deposits of $100,000 or more at December 31, 2010:

Remaining maturity of three monthsorless ................... ... ... ..., $11,983
Remaining maturity over three throughsixmonths . ........................ 5,178
Remaining maturity over six through twelvemonths ....................... 23,781
Remaining maturity overtwelvemonths . .............. ... .. ool 30,470
Total time deposits of $100,0000rmore ............ ... .o, $71,412

Capital Adequacy

Stockholders’ equity was $25.9 million at December 31, 2010, a 2.63% decrease from the 2009 year-end
total of $26.6 million. The decrease was primarily a result of the Company’s net loss, an adjustment in other
comprehensive income for defined benefit and post retirement health benefits, a decrease in the market value of
available for sale securities, and the payment of dividends. The decrease was partially offset by earnings, an
increase in the market value of equity securities and stock issued under the dividend reinvestment plan. Average
stockholders’ equity as a percentage of average total assets was 8.4% in 2010, 8.5% in 2009, and 9.2% in 2008.

Regulatory requirements relating to capital adequacy provide minimum risk-based ratios that assess capital
adequacy while encompassing all credit risks, including those related to off-balance sheet activities. Capital
ratios under these guidelines are computed by weighing the relative risk of each asset category to derive risk-
adjusted assets. The risk-based capital guidelines require minimum ratios of core (Tier 1) capital (common
stockholders’ equity) to risk-weighted assets of 4.0% and total regulatory capital (core capital plus allowance for
loan losses up to 1.25% of risk-weighted assets) to risk-weighted assets of 8.0%. As of December 31, 2010 both
the Company and Bank had ratios of Tier 1 capital to risk-weighted assets of 10.6%, and ratios of total capital to
risk-weighted assets of 11.9% and 11.8%, respectively. These ratios are below our peer group average but are in
excess of all regulatory minimum requirements.
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In addition, a minimum leverage ratio of Tier 1 capital to average total assets for the previous quarter is
required by federal bank regulators, ranging from 3.0% to 5.0%, subject to the regulator’s evaluation of the
Bank’s overall safety and soundness. As of December 31, 2010, both the Company and the Bank had ratios of
year-end Tier 1 capital to average total assets for the fourth quarter of 2010 of 8.4% and 8.3%, respectively.
Table 15 sets forth summary information with respect to the Company and the Bank’s capital ratios at
December 31, 2010, 2009 and 2008. All capital ratio levels indicate that the Company and the Bank are well
capitalized, as presented in Note 14 to the Company’s consolidated financial statements.

Table 15. Year-End Risk-Based Capital (amounts in thousands)

2010 2009 2008
Bank of Bank of Bank of
Consolidated Botetourt Consolidated Botetourt Consolidated Botetourt

Tier lcapital ......................... $ 26,631 26,550 $ 27,085 27,045 $ 26,932 $ 26,896
Qualifying allowance for loan losses

(limited to 1.25% of risk-weighted

ASSELS) .+ ot v it 3,157 3,165 3,212 3,219 3,218 3,218
Total regulatory capital ................ $ 29,788 $ 29,715 $ 30,297 $ 30,264 $ 30,150 $ 30,114
Total risk-weighted assets .............. $250,561 $251,192 $256,946 $257,550 $256,839 $257,433
Tier 1 as a percent of risk-weighted

ASSELS . . vttt 10.6% 10.6% 10.6% 10.5% 10.5% 10.5%
Total regulatory capital as a percent of

risk-weighted assets ................. 11.9% 11.8% 11.8% 11.8% 11.8% 11.7%
Leverageratio® ....................... 8.4% 8.3% 8.9% 8.9% 9.3% 9.4%

* Tier 1 capital divided by average total assets for the quarter ended December 31.

At December 31, 2010 the Company had 1,250,375 shares of common stock outstanding, which were held
by approximately 875 stockholders of record. As an alternative to the U.S. Treasury Department’s Capital
Purchase Program, the Company launched a Dividend Reinvestment and Stock Purchase Plan allowing existing
stockholders to increase their ownership in the fourth quarter of 2009, with continued growth of the program in
2010. This strategic capital planning decision provides the Company with an additional opportunity to maintain
the appropriate level of capital necessary without the substantial costs associated with a new equity offering
while concurrently giving existing stockholders an investment opportunity. Larger financial institutions are
subject to new global regulatory standards on capital adequacy as agreed by the members of the Basel Committee
on Banking Supervision. While our Bank is not subject to these new regulatory standards, we anticipate that we
may face higher capital level expectations by regulatory demands in the coming years. Additionally, capital
market outlets have been limited and could present challenges in the future for the industry. Given the increase in
nonperforming and problem assets in 2010, the Company performed a capital stress test to quantify the
maximum decrease in capital the Company could withstand, yet ensure we remain well capitalized. Bank
management believes our capital levels are suffient to absorb potential losses identified in the loan stress test.
The Company maintains a capital contingency plan outlining strategies available in the event of unplanned
circumstances requiring capital raising efforts.

Off-Balance Sheet Arrangements

For more information regarding financial instruments with off-balance sheet risk, see Note 13 to the
Company’s Consolidated Financial Statements.
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Liquidity

One of the principal goals of the Bank’s asset and liability management strategy is to maintain adequate
liquidity. Liquidity is the ability to convert assets to cash to fund depositors’ withdrawals or borrowers’ loans
without significant loss. Management must ensure that adequate funds are available at all times to meet the needs
of our customers. On the asset side of the balance sheet, cash, maturing investments, loan payments, maturing
loans, federal funds sold, and unpledged investment securities are principal sources of liquidity. On the liability
side of the balance sheet, liquidity sources include core deposits, the ability to increase large denomination
certificates, federal funds lines and repurchase agreement lines from correspondent banks, borrowings from the
Federal Reserve Bank and the Federal Home Loan Bank, as well as the ability to generate funds through the
issuance of long-term debt and equity. The liquidity ratio (the level of liquid assets divided by total deposits plus
short-term liabilities) is considered to be adequate by management. Given the stressors and potential volatility in
the financial markets and economic uncertanity, the Bank maintains a contingency liquidity plan to identify
funding sources in the event of a liquidity crisis.

The Bank uses cash, excess reserves at the Federal Reserve Bank, and federal funds sold to meet its short-
term daily funding needs. During 2010, the interest rate environment was not conducive to purchasing longer-
term investments. Management determines, based on items such as loan demand and deposit activity, an
appropriate level of cash, excess reserves, and federal funds sold and seeks to maintain that level.

There were no material changes in the Company’s overall liquidity position at December 31, 2010
compared to December 31, 2009. Federal fund lines and repurchase agreement lines available from
correspondent banks totaled $18.0 million at December 31, 2010 and 2009, respectively. At December 31, 2010
and 2009, there was no outstanding balance on these lines.

The secondary liquidity source for both short-term and long-term borrowings consists of an approximate
$12.9 million secured line of credit with the Federal Home Loan Bank of Atlanta. No balance was outstanding on
this line at December 31, 2010 or 2009. Any borrowings from the Federal Home Loan Bank are secured by a
blanket collateral agreement on a pledged portion of the Bank’s 1-to-4 family residential real estate loans,
multifamily mortgage loans, and commercial mortgage collateral. At December 31, 2010, a $6.0 million letter of
credit in favor of the Commonwealth of Virginia-Treasury Board, to secure public deposits, reduced the available
credit from this line to $6.9 million. With a 110% collateral pledging requirement, this leaves the Company $6.3
million for secondary liquidity needs.

The Bank has an approved $1.0 million Discount Window facility with the Federal Reserve Bank of
Richmond as part of its Contingency Liquidity Plan. There was no balance outstanding on this line at
December 31, 2010 or 2009.

The Bank is a participating institution in the Certificate of Deposit Account Registry Service (“CDARS”).
CDARS is a technology based service that the Bank can incorporate into its traditional product offering. The
service uses a web based application that allows participating institutions across the country to swap, sell, or buy
deposits from other members. The CDARS program can be used to attract new deposits, diversify our funding
sources, and manage liquidity.

The Bank’s investment portfolio also serves as a source of liquidity. The primary objectives of the
investment portfolio are to satisfy liquidity requirements, maximize income on portfolio assets, and if necessary,
supply collateral required to secure public funds deposits. As investment securities mature, the proceeds are
either reinvested in federal funds sold to fund loan demand or deposit withdrawal fluctuations or the proceeds are
reinvested in similar investment securities. The majority of investment security transactions consist of replacing
securities that have been called or matured. The Bank keeps a majority of its investment portfolio, 96.5%, in
unpledged assets that have less than a five year average life maturity. These investments are a source of liquid
funds as they can be sold in any interest rate environment without causing significant harm to the current period’s
results of operations.
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Management believes that the Company has no counterparty risk and maintains overall liquidity sufficient
to satisfy its depositors’ requirements and meet its customers’ credit needs.

Key Financial Ratios
The following table shows key financial ratios that often are used to compare the performance of financial

institutions.

Table 16. Key Financial Ratios
2010 2009 2008

0.04)% 025% 0.42%
©044)% 2.96% 4.52%
8.39% 8.50% 9.23%
339.99% 89.56% 86.92%

Return on average assets ..............coiviunniinieennnannnnnnn.
Returnonaverageequity .............coiiiiiiiiiiiiniinnn..
Average equity 10 average assets .. ............iiiiaiiinaeenaaan.
Dividend payout ratio . . ......... ..ot

Future Application of Accounting Pronouncements

See Note 1 to the Consolidated Financial Statements for more information regarding the expected impact of
accounting pronouncements recently issued.
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Item 7A. Quantitative and Qualitative Disclosures About Market Risk
Not applicable.

Item 8. Financial Statements and Supplementary Data

Financial Statements:

Report of Independent Registered Public Accounting Firm ............. .. ... . ..ol
Consolidated Balance Sheets as of December 31,2010and 2009 ........... .. ..o iidiiiit,
Consolidated Statements of Operations for the two years ended December 31, 2010 and 2009 ........
Consolidated Statements of Changes in Stockholders’ Equity and Comprehensive Income (Loss) for
the two years ended December 31,2010and 2009 . ........ ... il
Consolidated Statements of Cash Flows for the two years ended December 31,2010 and 2009 .......
Notes to Consolidated Financial Statements ... ......... .ottt iiinennnnn

Supplementary Data:
Not applicable.
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Report of Independent Registered Public Accounting Firm

Board of Directors and Stockholders
Botetourt Bankshares, Inc.
Buchanan, Virginia

We have audited the consolidated balance sheets of Botetourt Bankshares, Inc. and subsidiaries as of
December 31, 2010 and 2009 and the related consolidated statements of operations, changes in stockholders’
equity and comprehensive income (loss) and cash flows for the years then ended. These consolidated financial
statements are the responsibility of the Company’s management. Our responsibility is to express an opinion on
these consolidated financial statements based on our audits.

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

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects,
the financial position of Botetourt Bankshares, Inc. and subsidiaries at December 31, 2010 and 2009, and the
results of their operations and their cash flows for the years then ended, in conformity with accounting principles
generally accepted in the United States of America.

/s/ EvLuioTt DAvIS, LLC

Galax, Virginia
March 29, 2011
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Consolidated Balance Sheets
December 31, 2010 and 2009

2010 2009
Assets
Cashandduefrombanks .............c.. it innn.n. $ 6,232,356 $ 7,507,950
Interest-bearing deposits withbanks . .......................... e 12,690,985 2,044,636
Federal funds sold . ...... ...ttt e 1,728,000 7,272,000
Investment securities available forsale .. .............. .o, 15,042,933 16,090,402
Investment securities held to maturity (fair value approximates $100,000 in 2010
and $99,800in2000) . . ... 100,000 100,000
Restricted equity securities . ................. ittt 581,000 581,000
Loans, net of allowance for loan losses of $5 147,790 in 2010 and $3,947,025 in
2000 . . e e 257,557,882 259,998,540
Property and equipment, net ............... . . i 7,661,323 8,058,292
ACCIUCA INCOMIE . . . ottt ettt it et et e et 1,338,662 1,253,125
FOreClosed asSets . ..ottt e e 1,850,665 1,322,340
O her ASSBES . . vt v ettt et et e e e e e e 4,700,925 4,306,288
TOtal @SSES . .\ttt ettt ittt e e e $309,484,731 $308,534,573
Liabilities and Stockholders’ Equity
Liabilities
Noninterest-bearing deposits . .. ...ttt $ 33,006,463 $ 30,706,483
Interest-bearing deposits . ... ..ottt 248,041,302 249,133,352
Total deposits ... ...ttt e 281,047,765 279,839,835
Accruedinterestpayable . ......... ... ... 520,373 685,138
Other labilities . ... ...ttt it e ettt 2,051,912 1,403,272
Total Liabilities . ......... ..o, 283,620,050 281,928,245
Commitments and cORtingencies ..............c.viiiuunneneinnnnnnnen. — —
Stockholders’ equity
Common stock, $1.00 par value; 2,500,000 shares authorized; 1,250,375 and
1,246,062 shares issued and outstanding in 2010 and 2009, respectively ... .. 1,250,375 1,246,062
Additional paid-incapital ........... .. ... i e 1,687,446 1,630,586
Retained earnings ...............iiiiriii it 23,692,067 24,208,695
Accumulated other comprehensive loss ............. ... coiiiiiiiiin.. (765,207) (479,015)
Total stockholders’ equity .. ...ttt 25,864,681 26,606,328
Total liabilities and stockholders’ equity ............................ $309,484,731 $308,534,573

See Notes to Consolidated Financial Statements
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Consolidated Statements of Operations
Years ended December 31, 2010 and 2009

2010 2009
Interest income
Loansand fees onloans ..........co.iriiniinr et $15,613,824 $15,884,452
Federal funds SOId . ..o vttt ittt e it et e 8,641 6,078
Investment securities:
TaXADIE .. oottt e e e e 313,561 405,001
Exempt from federal income tax . .........ccoviiiiieninnneein.... 240,750 276,197
Dividend INCOIME . . oo ittt et ettt et 2,143 2,485
Deposits withbanks ...t 23,124 1,853
Total iNterestiNCOME . .. ... vve ittt 16,202,043 16,576,066
Interest expense
DEPOSIES .+ o v vttt et ettt e e 5,163,198 6,637,009
Federal funds purchased ............ ..ot iiiiiiiiiiineann, - 1,651
Total iNtereSt EXPeNSE . ... ovvve v in e eueennenennenn. 5,163,198 6,638,660
Net intereSt iNCOME . . o i v vt e ittt ittt it enineeannns 11,038,845 9,937,406
Provision forloan losses ...................iiiiiiiiiiieiniiiiariiaas 4,045,000 1,790,000
Net interest income after provision for loanlosses ............... 6,993,845 8,147,406
Noninterest income
Service charges on depositaccounts ......... ... il 1,094,093 1,161,136
Other service chargesandfees .............. ... oot 213,254 188,553
Mortgage origination fees ........ ... i 201,505 202,497
Commissions On title SEIVICES . ... oo vt einii e iiie it innieanns 48,996 71,074
Net realized gains on sales of securities ............... ... ..o o, 2,675 8,500
10757 a 1170 1.1 7= 367,285 352,161
Total noninterest iNCOME . . ... ...ttt ineineenee, 1,927,808 1,983,921
Noninterest expense
Salaries and employee benefits ............ ... il 4,877,701 4,780,653
OCCUPANCY & o vt voe e e et ttie ettt et iee e te e e annnsneeens 535,881 553,485
EQUIPMENE . ... ottt e 653,576 645,207
Foreclosed assets, MEL . ..ottt v ittt it et it 379,020 219,805
Advertising and publicrelations ........... ... ... i 147,745 171,933
OULSIAE SCIVICES & v v v v ettt ettt eee et sttt e e 352,427 303,095
FDIC insurance premiums and assesSment . . ..........ooeiiunnneeennnn. 485,688 685,338
ATManddebitcard .. ......cooriniirneir ittt 278,712 285,028
Franchise taX . ..ottt ittt it ittt ettt it e et e e 193,918 193,732
Other general and administrative .............. .. ... i i, 1,351,648 1,292,172
Total nONINtErest EXPeNSe . ........c.coovvrneinrneereanaensnns 9,256,316 9,130,448
Income (loss) before income taxes ...............ccovvviun.nn, (334,663) 1,000,879
Income tax expense (bemefit) ........... ... ... ... .. i, (217,246) 236,805
Net income (I0SS) .o v v vtiinetin e iie e eie it ennennes $ (117417) $ 764,074
Basic earnings (loss)pershare . ............... ... ... . ... $ 0.09) $ 0.61
Diluted earnings (loss)pershare . . ............ ... ... $ 0.09) $ 0.61
Basic weighted average shares outstanding . .............................. 1,248,142 1,245,409
Diluted weighted average shares outstanding . . .. ....................... ... 1,248,142 1,245,409

See Notes to Consolidated Financial Statements
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Consolidated Statements of Changes in Stockholders’ Equity and
Comprehensive Income (Loss)
Years ended December 31, 2010 and 2009

Accumulated
Other .
Common Stock Paiddn  Retained  ocome
Shares Amount Capital Earnings (Loss) Total

Balance, December 31, 2008 . . . . .. 1,245,300 $1,245,300 $1,618,584 $24,067,271 $(1,339,391) $25,591,764
Netincome .................... — — — 764,074 — 764,074
Net change in unrealized

appreciation on investment

securities available for sale, net of '

taxes of $(22,191) ............. — — — — 43,076 43,076
Reclassified securities gains

realized, net of taxes of $2,891 .. — — — — (5,614) (5,614)
Net change in defined benefit l '

pension plan, net of taxes ‘

$423,073) ... — — — — 821,259 821,259
Net change in post retirement health

plan, net of taxes of $(853)...... — —_— — — 1,655 1,655
Total comprehensive income . . . . .. 1,624,450
Dividends declared ($.50 per

share) ...................... —_ — — (622,650) —_— (622,650)
Stock issued under Dividend

Re-investment Plan ........... 762 762 12,002 — — 12,764
Balance, December 31,2009 . . . ... 1,246,062 1,246,062 1,630,586 24,208,695 (479,015) 26,606,328
Netincome (loss) ............... — — — (117,417 — (117,417)
Net change in unrealized

depreciation on investment

securities available for sale, net of

taxes of $37,465 .............. — — — — (72,726) (72,726)
Reclassified securities gains

realized, net of taxes of $910 . ... — — — — (1,765) (1,765)
Net change in defined benefit

pension plan, net of taxes

$107,082 ... ..o — — — — (207.865)  (207,865)
Net change in post retirement health .

plan, net of taxes of $1,976 ..... —_— — — — (3,836) (3,836)
Total comprehensive income

(oss) ........iiii. (403,609)
Dividends declared ($.32 per

share) ...................... — — —  (399,211) — (399,211)
Stock issued under Dividend

Re-investmentPlan ........... 4,313 4,313 56,860 —_ — 61,173
Balance, December 31, 2010 . . . . .. 1,250,375 $1,250,375 $1,687,446 $23,692,067 $ (765,207) $25,864,681

See Notes to Consolidated Financial Statements
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Consolidated Statements of Cash Flows
Years ended December 31, 2010 and 2009

2010 2009
Cash flows from operating activities
Nt INCOME (0S8) .+ v v vvveeeet sttt es e enaniiaaeen e eanns $ (117417) $ 764,074
Adjustments to reconcile net income to net cash provided by operations:
Depreciation and amortization ............. ..ol 694,640 688,461
Net amortization of securities premiums ...t 2,299 3,611
Provision for Ioan 10SSES . . . oo oottt i et tienenreneannn 4,045,000 1,790,000
Deferred inCOME tAXES .« . oo e e i et itn s iacanneannnennnss (119,048) (45,990)
Net realized losses on salesof assets ................ [ 41,816 105,514
Write down of otherreal estateowned .. ..........covviinnnsn 229,785 80,766
Changes in assets and liabilities:
Accried INCOME .. oottt it et ittt e (85,537) 201,077
OUhEr ASSEIS « v v v v et e et teeaerar e naanaaeeens (322,405)  (1,825,737)
Accrued interestpayable ............... .ol (164,765) (129,483)
Other Habilities . ..o oo vvee et ittt it een e i ieenans 366,257 300,657
Net cash provided by operating activities ................ 4,570,625 1,932,950
Cash flows from investing activities
Net (increase) decrease in federal fundssold ..............coeinnn. 5,544,000 (7,272,000)
Purchases of investment securities—available forsale .................. (9,339,308)  (9,458,755)
Purchases of restricted equity securities . . ........ ..ol — (30,100)
Maturities of investment securities—held tomaturity ................... — 1,250,000
Maturities of investment securities—available forsale .................. 9,896,612 9,343,000
Sale of investment securities—available forsale . ...................... 371,675 705,500
Net increase in interest-bearing deposits withbanks .................... (10,646,349)  (1,843,685)
Netincrease N IOANS . . v o oot ir et it ie e tn ettt eiaaeeeaennns (4,256,752) (10,333,515)
Purchases of property andequipment . .. ...........o it (168,108) (330,711)
Proceeds from sales of property and equipment .. ............ ... 24,500 26,102
Proceeds from sales of foreclosed assets . .........ccviiiininiieanns 1,851,619 1,323,000
Net cash used in investing activities . . ................... (6,716,111) (16,621,164)
Cash flows from financing activities
Net increase (decrease) in noninterest-bearing deposits ................. 2,299,980 (3,108,800)
Net increase (decrease) in interest-bearing deposits .................... (1,092,050) 18,406,167
Net decrease in federal funds purchased ............ ... ......oviin. — (1,113,000)
Common StocKissued . ..o oo ittt ittt e e 61,173 12,764
Dividends paid ... ......oiiiiiii (399,211) (622,650)
Net cash provided by financing activities ................ 869,892 13,574,481
Net decrease in cash and due frombanks . ................ (1,275,594)  (1,113,733)
Cash and due from banks, beginning . ............... ... ...l 7,507,950 8,621,683
Cash and due from banks, ending .................... ... i, $ 6,232,356 $ 7,507,950
Supplemental disclosure of cash flow information
IntereSt Paid .. ... evveiin i $ 5327962 $ 6,768,143
TAXES PAIA -+« v v v eee et e $ 434,833 $ 67,400
Supplemental disclosure of noncash activities
Other real estate acquired in settlementof loans ................. ... ... $ 2,652,410 $ 1,485,298

See Notes to Consolidated Financial Statements
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Notes to Consolidated Financial Statements

Note 1. Organization and Summary of Significant Accounting Policies
Organization

Botetourt Bankshares, Inc. (the “Company”) is a Virginia bank holding company whose principal activity is
the ownership and management of its wholly-owned subsidiary, Bank of Botetourt (the “Bank”). The Bank is a
Virginia state-chartered bank subject to regulation by the Bureau of Financial Institutions and the Federal
Deposit Insurance Corporation. The Bank provides full banking services through ten branch offices in Botetourt,
Roanoke, Rockbridge, and Franklin counties in Virginia. The Bank has a wholly-owned subsidiary, Buchanan
Service Corporation, which conducts its operations through an interest in an insurance company and two title
insurance companies, and as an agent for sale of life and disability insurance.

The accounting and reporting policies of the Company, the Bank and Buchanan Service Corporation follow
generally accepted accounting principles (“GAAP”) and general practices of the financial services industry,
within the Financial Accounting Standards Board’s (“FASB”) Accounting Standards Codification (“ASC”)
structure of authoritative literature. Following is a summary of the more significant policies.

Critical Accounting Policy

Management believes the policy with respect to the methodology for the determination of the allowance for
loan losses involves a high degree of complexity. Management must make difficult and subjective judgments
which often require assumptions or estimates about highly uncertain matters. Changes in these judgments,
assumptions or estimates could cause reported results to differ materially. This critical policy and its application
are periodically reviewed with the Audit Committee and Board of Directors.

Principles of Consolidation

The consolidated financial statements include the accounts of the Company, the Bank, and Buchanan
Service Corporation. All significant intercompany transactions and balances have been eliminated in
consolidation.

Business Segments

The Company reports its activities as a single business segment. In determining proper segment definition,
the Company considers the materiality of a potential segment and components of the business about which
financial information is available and regularly evaluated, relative to resource allocation and performance
assessment.

Use of Estimates

The preparation of financial statements in conformity with generally accepted accounting principles requires
management to make estimates and assumptions that affect the reported amounts of assets and liabilities,
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 assets such as real estate acquired in connection with foreclosures or
in satisfaction of loans, fair value of financial instruments, and employee benefit plans.

Interest-bearing Deposits with Banks

Interest-bearing deposits with banks are carried at cost.
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Notes to Consolidated Financial Statements
Note 1. Organization and Summary of Significant Accounting Policies, continued

Trading Securities

The Company does not hold securities for short-term resale and therefore does not maintain a trading
securities portfolio.

Investment Securities

Debt securities that management has the positive intent and ability to hold to maturity are classified as “held
to maturity” and recorded at amortized cost. Securities not classified as held to maturity or trading, including
equity securities with readily determinable fair values, are classified as “available for sale” and recorded at fair
value, with unrealized gains and losses excluded from earnings and reported in other comprehensive income.

Purchase premiums and discounts are recognized in interest income using the interest method over the terms
of the securities. Declines in the fair value of held to maturity and available for sale securities below their cost
that are deemed to be other than temporary are reflected in earnings as realized losses. 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 Company to retain its investment in the issuer for a period of time sufficient to allow for any
anticipated recovery in fair value. Gains and losses on the sale of securities are recorded on the trade date and are
determined using the specific identification method.

Loans Receivable

Loans receivable that management has the intent and ability to hold for the foreseeable future, or until
maturity or pay-off, are reported at their outstanding principal amount adjusted for charge-offs, the allowance for
loan losses, and any deferred fees or costs on originated loans.

Loan origination fees and costs are capitalized and recognized as an adjustment to the yield on the related
loan. Discounts and premiums on any purchased residential real estate loans are amortized to approximate the
interest method over the remaining period contractual maturity, adjusted for anticipated prepayments. Discounts
and premiums on any purchased consumer loans are recognized over the expected lives of the loans using
methods that approximate the interest method.

Interest is accrued and credited to income based on the principal amount outstanding. The accrual of interest
on impaired loans is discontinued when, in management’s opinion, the borrower may be unable to meet
payments as they become due. When interest accrual is discontinued, all unpaid accrued interest is reversed. We
apply payments received on nonaccrual loans first to outstanding principal, and the residual amount, if any, is
applied to interest. When facts, circumstances, and consistent performance indicate the borrower has regained the
ability to meet required payments, the loan is returned to accrual status. Past due status of loans is determined
based on contractual terms.

Allowance for Loan Losses

The allowance for loan losses is an estimate of the losses that may be sustained in the loan portfolio. The
allowance is based on three basic principles of accounting: (i) guidance for Contingencies, which requires that
losses be accrued when they are probable of occurring and estimable, (ii) guidance for Receivables, which
requires that losses be accrued based on the differences between the present value of future cash flows, value of
collateral, or values that are observable in the market, and the loan balance, and (iii) guidance allowing a creditor
to use existing methods for recognizing interest income on an impaired loan.
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Notes to Consolidated Financial Statements
Note 1. Organization and Summary of Significant Accounting Policies, continued
Allowance for Loan Losses, continued

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 consists of specific, general and unallocated components. The specific
component relates to loans that are classified as impaired, for which an allowance is established when the
discounted cash flows, collateral value, or observable market price of the loan is lower than its carrying value.
The general component covers non-impaired loans and is based on historical loss experience adjusted for
qualitative factors. Historical losses are categorized into risk-similar loan pools and a loss ratio factor is applied
to each group’s loan balances to determine the allocation. 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.

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. Further
information regarding the Company’s policies and methodology used to estimate the allowance for loan losses is
presented in Note 5.

Property and Equipment

Land is carried at cost. Buildings and furniture and equipment are carried at cost, less accumulated
depreciation and amortization computed principally by the straight-line method over the following estimated
useful lives or lease terms:

Years
Buildings and improvements . . .. ........ .. i 7-40
Furniture and equipment . ............ ... .. it 3-10

Foreclosed Assets

Assets acquired through, or in lieu of, loan foreclosure are held for sale and are initially recorded at the
lower of carrying value or fair value at the date of foreclosure, establishing a new cost basis. Subsequent to
foreclosure, valuations are periodically performed by management and the assets are carried at the lower of
carrying amount or fair value less cost to sell. Revenue and expenses during the holding period, gains and losses
on sale, and changes in the valuation allowance are included in net expenses from foreclosed assets.

Employee Benefit Plans

A noncontributory defined benefit pension plan is provided for all employees who meet eligibility
requirements. To be eligible, an employee must be 21 years of age and have completed one year of service. Plan
benefits are based on final average compensation and years of service. To maintain the plan’s funding adequacy,
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Notes to Consolidated Financial Statements
Note 1. Organization and Summary of Significant Accounting Policies, continued
Employee Benefit Plans, continued

the Company contributes an appropriate amount which is deductible for federal income tax purposes. Benefits
under the plan are accrued by periodic charges to income as determined by the plan’s actuaries. To the extent
accumulated plan assets, including current period cash contributions, are less than projected benefit obligations,
the Company accrues such obligations through either a charge to income or other comprehensive income.

The Company also provides a qualified profit sharing/thrift plan. All full-time employees, age 18 and older,
are eligible to participate and are automatically enrolled, unless they choose to opt-out of the plan, after
completing their first six months of service. The Company expenses its matching portion to the employees’
contributions each payroll period.

The Company sponsors a post-retirement health care plan for certain retired employees. Expenses related to
benefits under the plan are shared by the Company and the retirees monthly. The Company’s monthly portion is
expensed to income. To the extent accumulated plan assets, including periodic cash contributions from the
Company and the retirees, are less than the benefit obligations, the company accounts for such obligations
through either a charge to income or other comprehensive income.

Advertising and Public Relations Expense

The Company expenses advertising and public relations costs as they are incurred.

Transfers of Financial Assets

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

Income Taxes

Provision for income taxes is based on amounts reported in the statements of operations (after exclusion of
non-taxable income such as interest on state and municipal securities and loans) and consists of taxes currently
due plus deferred taxes on temporary differences in the recognition of income and expense for tax and financial
statement purposes. Deferred tax assets and liabilities are included in the financial statements at currently enacted
income tax rates applicable to the period in which the deferred tax assets or liabilities are expected to be realized
or settled. As changes in tax laws or rates are enacted, deferred tax assets and liabilities are adjusted through the
provision for income taxes.

Deferred income tax liabilities relating to unrealized appreciation (or the deferred tax asset in the case of
unrealized depreciation) on investment securities available for sale and the defined benefit plan and post-
retirement benefits are recorded in other liabilities (assets). These items are recorded as an adjustment to equity
in the financial statements and not included in income determination until realized. Accordingly, the resulting
deferred income tax liabilities or assets are also recorded as an adjustment to equity.

The Company defers loan fees and costs for financial statement purposes. Current tax regulations suggest
that loan fees also be deferred using the effective yield method for income tax purposes. These regulations also
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Notes to Consolidated Financial Statements
Note 1. Organization and Summary of Significant Accounting Policies, continued
Income Taxes, continued

suggest that the associated costs, which are primarily employee salaries, be currently deducted. Due to limitations
in the Company’s accounting software, the Company has chosen to accelerate revenue recognition by including
these loan fees in current year income for income tax purposes. As a result of the implementation of disclosure
guidance regarding Income Taxes, the Company has not incurred a tax benefit because the payment of tax on
these fees has been accelerated.

In the event that the Company has an unrecognized tax benefit in future accounting periods, the Company
will recognize interest accrued related to the benefit in interest expense and penalties in operating expenses.
There were no interest or penalties related to an unrecognized tax benefit for the years ended December 31, 2010
and 2009. Because of the impact of deferred tax accounting, other than interest and penalties, the reversal of the
above treatment by taxing authorities would not affect the annual effective tax rate but would defer the payment
of cash to the taxing authority to later periods. The Company’s tax filings for years ended 2007 through 2009 are
currently open to audit under statutes of limitations of the Internal Revenue Service (“IRS”) and the Virginia
Department of Taxation. During 2009, the IRS audited the Company’s 2007 federal income tax return. Upon
completion of the audit, the IRS concluded there was no change to the amount of tax the Company reported or
paid.

Basic and Diluted Earnings (Loss) per Share

Basic and diluted earnings per share is computed by dividing income available to common stockholders by
the weighted average number of common shares outstanding during the period. At December 31, 2010 and 2009,
the Company had no potentially dilutive securities outstanding.

Comprehensive Income (Loss)

Comprehensive income (loss) reflects the change in the Company’s equity during the year arising from
transactions and events other than investments by, and distributions to, stockholders. It consists of net income
plus certain other changes in assets and liabilities that are reported as separate components of stockholders’
equity rather than as income or expense.

Financial Instruments

In the ordinary course of business, the Company has entered into off-balance sheet financial instruments
consisting of commitments to extend credit and commercial and standby letters of credit. Such financial
instruments are recorded in the financial statements when they are funded. Related fees are recorded when they
are incurred or received.

Fair Value of Financial Instruments

The Fair Value Measurements and Disclosures topic provides guidance and requires disclosure of fair value
information about financial instruments, whether or not recognized in the balance sheet. In cases where quoted
market prices are not available, fair values are based on estimates using present value or other valuation
techniques. Those techniques are significantly affected by the assumptions used, including the discount rate and
estimates of future cash flows. In that regard, the derived fair value estimates cannot be substantiated by
comparison to independent markets and, in many cases, could not be realized in immediate settlement of the
instruments.
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Notes to Consolidated Financial Statements
Note 1. Organization and Summary of Significant Accounting Policies, continued

Reclassification

Certain reclassifications have been made to the prior year’s financial statements to place them on a
comparable basis with the current year. Net income and stockholders’ equity previously reported were not
affected by these reclassifications.

Subsequent Events

The Company evaluated events and transactions for potential recognition or disclosure in our financial
statements through the date the financial statements were issued.

Recent Accounting Pronouncements

The following is a summary of recent authoritative announcements.

In January 2010, fair value guidance was amended to require disclosures for significant amounts transferred
in and out of Levels 1 and 2 and the reasons for such transfers and to require that gross amounts of purchases,
sales, issuances and settlements be provided in the Level 3 reconciliation. The new disclosures are effective for
the Company and have been reflected in the Fair Value footnote.

Guidance related to subsequent events was amended in February 2010 to remove the requirement for an
SEC filer to disclose the date through which subsequent events were evaluated. The amendments were effective
upon issuance and had no significant impact on the Company’s financial statements.

Income Tax guidance was amended in April 2010 to reflect an SEC Staff Announcement after the President
signed the Health Care and Education Reconciliation Act of 2010 on March 30, 2010, which amended the Patient
Protection and Affordable Care Act signed on March 23, 2010. According to the announcement, although the
bills were signed on separate dates, regulatory bodies would not object if the two Acts were considered together
for accounting purposes. This view is based on the SEC staff’s understanding that the two Acts together represent
the current health care reforms as passed by Congress and signed by the President. The amendment had no
impact on the financial statements.

In July 2010, the Receivables topic of the ASC was amended to require expanded disclosures related to a
company’s allowance for credit losses and the credit quality of its financing receivables. The amendments will
require the allowance disclosures to be provided on a disaggregated basis. The Company is required to begin to
comply with the disclosures in its financial statements for the year ended December 31, 2010. Disclosures about
Troubled Debt Restructurings (“TDRs”) required by the Update have been deferred by FASB in an update issued
in early 2011. The TDR disclosures are anticipated to be effective for periods ending after June 15, 2011. See
Note 5.

On July 21, 2010, President Obama signed into law the Dodd-Frank Wall Street Reform and Consumer
Protection Act (the “Dodd-Frank Act”), which significantly changes the regulation of financial institutions and
the financial services industry. The Dodd-Frank Act includes several provisions that will affect how community
banks, thrifts, and small bank and thrift holding companies will be regulated in the future. Among other things,
these provisions abolish the Office of Thrift Supervision and transfer its functions to the other federal banking
agencies, relax rules regarding interstate branching, allow financial institutions to pay interest on business
checking accounts, change the scope of federal deposit insurance coverage, and impose new capital requirements
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Notes to Consolidated Financial Statements
Note 1. Organization and Summary of Significant Accounting Policies, continued
Recent Accounting Pronouncements, continued

on bank and thrift holding companies. The Dodd-Frank-Act also establishes the Bureau of Consumer Financial
Protection as an independent entity within the Federal Reserve, which will be given the authority to promulgate
consumer protection regulations applicable to all entities offering consumer financial services or products,
including banks. Additionally, the Dodd-Frank Act includes a series of provisions covering mortgage loan
origination standards affecting originator compensation, minimum repayment standards, and

pre-payments. Management is actively reviewing the provisions of the Dodd-Frank Act and assessing its
probable impact on our business, financial condition, and results of operations.

In August 2010, two updates were issued to amend various SEC rules and schedules pursuant to Release
No. 33-9026: Technical Amendments to Rules, Forms, Schedules and Codification of Financial Reporting
Policies and based on the issuance of SEC Staff Accounting Bulletin 112. The amendments related primarily to
business combinations and removed references to “minority interest” and added references to “controlling” and
“noncontrolling interests(s)”. The updates were effective upon issuance but had no impact on the Company’s
financial statements.

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

Note 2. Restrictions on Cash

To comply with banking regulations, the Bank is required to maintain certain average cash reserve balances.
The daily average cash reserve requirement was approximately $3,550,000 for the periods including
December 31, 2010 and 2009, respectively.

Note 3. Investment Securities

Debt and equity securities have been classified in the consolidated balance sheets according to
management’s intent. The carrying amount of securities and their approximate fair values at December 31
follow:

Amortized Unreglized Unrealized

Cost Gains Losses Fair Value

2010
Available for sale:

Government-sponsored enterprises ................ $ 6,183,971 $ 21,082 §$ 70,100 $ 6,134,953

State and municipal securities .................... 8,787,227 153,948 85,351 8,855,824

Corporate SeCurities . ... ......ovvr e rnon.. 1 52,155 — 52,156

$14,971,199 $227,185 $155,451 $15,042,933

Held to maturity:

State and municipal securities .................... $ 100,000 — —_ 100,000

$ 100000 $ — $ — § 100,000
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Note 3. Investment Securities, continued

Amortized Unrealized Unrealized

Cost Gains Losses Fair Value
2009
Available for sale:
U.S. Treasury securities .........oooeviieennn... $ 499360 $ 3922 $ — $ 503,282
Government-sponsored enterprises . ............... 8,505,929 34,700 85,592 8,455,037
State and municipal securities ................ e 6,900,512 196,409 10,261 7,086,660
Corporate Securities .. ......oovriiiinanaenen.. 1 45,422 — 45,423
$15,905,802 $280,453 $95,853 $16,090,402
Held to maturity:
State and municipal securities ............. ... ... $ 100,000 — 200 99,800

$ 100000 $ — $ 200 $ 99,800

Government-sponsored enterprises, commonly referred to as U.S. Agencies, include investments in Federal
Farm Credit Banks, Federal Home Loan Banks, and Federal National Mortgage Association bonds.

Investment securities with amortized cost of approximately $500,000 at December 31, 2010 and 2009,
respectively, were pledged as collateral on public deposits and for other purposes as required or permitted by
law.

Proceeds on the sale of investment securities amounted to $377,675 in 2010 and $705,500 in 2009. Gross
realized gains for the years ended December 31, 2010 and 2009 amounted to $2,675 and $8,500, respectively.

The scheduled maturities of securities available for sale and securities held to maturity at December 31,
2010, are shown below. Actual expected maturities may differ from contractual maturities because issuers may
have the right to call or prepay obligations.

Available for Sale Held to Maturity
Amortized Amortized
Cost Fair Value Cost Fair Value
Dueinoneyearorless ..........coiiiiniiininnnnnn. $ 900234 $ 904,808 $100,000 $100,000
Due after one year through fiveyears .................. 6,719,348 6,818,300 — —_
Due after five years throughtenyears ................. 7,102,670 7,019,179 — —
Dueafterten years .. . ... ..oovv v ernnrnnneenneenns 248,947 300,646 — —

$14,971,199 $15,042,933 $100,000 $100,000
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Note 3. Investment Securities, continued

The following tables detail unrealized losses and related fair values in the Bank’s investment securities
portfolio. This information is aggregated by the length of time that individual securities have been in a
continuous unrealized loss position as of December 31.

Less Than 12 Months 12 Months or More Total
Unrealized Unrealized Unrealized
Fair Value Losses Fair Value Losses Fair Value Losses
2010
Government-sponsored enterprises . . . .. $2,223288 $ 70,100 $ — $— $2,223,288 $ 70,100
State and municipal securities ......... 3,705,217 85,351 — — 3,705,217 85,351
Corporate securities ................. —_— — — — — —
Total temporarily impaired
securities . .......... ... $5,928,505 $155,451 $ — $— $5,928,505 $155,451
Less Than 12 Months 12 Months or More Total
Unrealized Unrealized Unrealized
Fair Value Losses Fair Value Losses Fair Value Lesses
2009
Government-sponsored enterprises ... .. $3,920,367 $ 85,592 $ — $— $3,920,367 $ 85,592
State and municipal securities ......... 721,006 10,328 94,667 333 815,673 10,661
Corporate securities ................. — — — — — —
Total temporarily impaired
securities ......... .0 iiiun... $4,641,373 $ 95,920 $94,667 $333  $4,736,040 $ 96,253

Management considers the nature of the investment, the underlying causes of the decline in market value,
the severity and duration of the decline in market value and other evidence, on a security by security basis, in
determining if the decline in market value is other than temporary. The Company does not believe that gross
unrealized losses as of December 31, 2010, which is comprised of 21 investment securities, represent an other-
than-temporary impairment. The gross unrealized losses reported relate to investment securities issued by
Government-sponsored enterprises and various state and municipal securities. Total gross unrealized losses,
which represent 1.03% of the amortized cost basis of the Company’s total investment securities, were attributable
to changes in interest rates due to market conditions and not due to the credit quality of the investment securities.

Restricted equity securities, which are carried at cost, consist of investments in stock of the Federal Home
Loan Bank of Atlanta (“FHLB”), and CBB Financial Corp., which are upstream correspondents of the Bank. The
FHLB requires financial institutions to make equity investments in the FHLB in order to borrow from it. The
Bank is required to hold that stock so long as it borrows from the FHLB. Both the Bank’s stock in CBB Financial
Corp. and the FHLB are restricted in the fact that the stock may only be repurchased by the issuer. Management
also considers these investments when testing for impairment. On a quarterly basis, management reviews both
institutions’ capital adequacy to ensure they meet regulatory minimum requirements. Bank management does not
believe any unrealized losses associated with investments in these institutions to be anything other than

temporary.
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Note 4. Loans Receivable

In accordance with new disclosure requirements related to Receivables, in 2010, the Company changed
disclosure of the segments of its loan portfolio to better capture the nature of credit risk inherent in its loans
receivable. Information for prior periods was not required to be retrospectively applied or restated. Therefore
certain information for prior periods is presented in a different format than the one used for 2010. The major
components of loans, segmented by the new guidance, at December 31, 2010 are as follows (in thousands):

2010

COmMMETICIAl . oot vttt e et et e e e e e e $ 18,910
Commercial Real Estale ... .ot i ittt ittt ittt ittt e e et et i e 90,665
(070 1131711 PN 11,758
Residential—Prime .. ..ot i e e e 127,669
Agricultural & RawLand .. ... ... .. 13,704
262,706

Allowance for Joan 10SSES . .o v ittt it i et it e e e (5,148)
$257,558

Loans receivable include $89,000 in overdraft demand deposit accounts at December 31, 2010.

The major components of loans in the consolidated balance sheets at December 31, 2009 are as follows (in
thousands):

_2009
Commercial ........ e e e e $ 16,701
Real estate:
Construction and land development . . ......... ...ttt iiiine 54,213
Residential, 1-4 families . ... ... ..ottt i i i i et e e 82,319
Residential, Sormore families . ...ttt ittt 2,851
Farmland . .. ..ot e e e et e 11,117
Nonfarm, nonresidential . . ....... ..ottt i i e 78,130
Agricultural . ... e s 1,664
CONSUITIETL .+ v vttt ettt et ee s seee s teaeetasenssassneneneeeeasnenenseneaenson 13,600
Other........... e e e e e e e e e e e 3,351
263,946
Allowance for loan 10SSES . ..ottt ittt it e et e e (3,947)
$259,999

Loans receivable include $77,000 in overdraft demand deposit accounts at December 31, 2009.

The Company had no subprime residential loans at December 31, 2010 or 2009.

Note 5. Allowance for L.oan Losses

The allowance for loan losses is an estimate of the losses that may be sustained in the loan portfolio. The
allowance is based on three basic principles of accounting: (i) guidance for Contingencies, which requires that
losses be accrued when they are probable of occurring and estimable, (ii) guidance for Receivables, which
requires that losses be accrued based on the differences between the present value of future cash flows, value of

collateral, or values that are observable in the market, and the loan balance, and (iii) guidance allowing a creditor

to use existing methods for recognizing interest income on an impaired loan.

52



Notes to Consolidated Financial Statements
Note 5. Allowance for Loan Losses, continued

The allowance for loan losses is established as losses are estimated to have occurred through a provision for
loan losses charged to earnings. Loan identified as losses and deemed uncollectible by management are charged
to the allowance. 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 and environmental factors. This evaluation is
inherently subjective as it requires estimates that are susceptible to significant revision as additional information
becomes available.

The allowance consists of specific, general and unallocated components. The specific component relates to
loans that are classified as impaired, for which an allowance is established when the discounted cash flows,
collateral value, or observable market price of the loan is lower than its carrying value. The general component
covers non-impaired loans and is based on historical loss experience adjusted for qualitative factors. Historical
losses are categorized into risk-similar loan pools and a loss ratio factor is applied to each group’s loan balances
to determine the allocation. In 2010, the loss ratio factor is based on average loss history for the current year and
two prior years while in 2009 the factor was based on average loss history for the current year and three prior
years. The historic loss period has been shortened from 2008 to 2010 to ensure the most relevant data is being
used in the model following the economic recession, anemic recovery, current economic conditions and local
economic forecasts.

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.
Qualitative and environmental factors include external risk factors that management believes affect the overall
lending environment of the Company. Environmental factors that management of the Company routinely analyze
include levels and trends in delinquencies and impaired loans, levels and trends in charge-offs and recoveries,
trends in volume and terms of loans, effects of changes in risk selection and underwriting practices, experience,
ability, and depth of lending management and staff, national and local economic trends and conditions such as
unemployment rates, and housing statistics, banking industry conditions, and the effect of changes in credit
concentrations.
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Note 5. Allowance for Loan Losses, continued
The following table presents activity in the allowance for credit losses for the year-ended December 31,

2010 on a portfolio segment basis. Allocation of a portion of the allowance to one category of loans does not
preclude its availability to absorb losses in other categories.

Commercial Residential Agricultural
Commercial Real Estate Consumer Prime & Raw Land Total

Alowance for loan losses:

Beginning balance ......... $ 337410 % 1,667,473 $ 230,700 $ 1,645957 $ 65,485 $ 3,947,025
Charge-offs .......... (275,738)  (735,654) (104,484) (1,795,087) — (2,910,963)
Recoveries ........... 30,434 300 35,052 942 — 66,728
Provisions ........... 235,235 708,023 61,164 3,039,363 1,215 4,045,000

Ending balance . ... $§ 327,341 $ 1,640,142 $ 222432 $ 2,891,175 $ 66,700 $ 5,147,790

Ending balances:

Individually evaluated

for impairment . . . ... $ 72,541 $ 724,842 $ — $ 1,336,774 $ — $ 2,134,157
Collectively evaluated

for impairment . .. ... $ 254800% 9153008$ 2224323$ 1,554,401 $ 66,700 $ 3,013,633

Loans receivable:

Ending balance—total . ..... $18,910,125 $90,664,395 $11,758,153 $127,669,321 $13,703,678 $262,705,672

Ending balances:

Individually evaluated

for impairment . .. ... $ 460,066 $ 8,870,708 $ — $ 16437447 % 599,969 $ 26,368,190
Collectively evaluated

for impairment . . . ... $18.450,059 $81,793,687 $11,758,153 $111,231,874 $13,103,709 $236,337,482

The changes in the allowance for loans losses for 2009 are as follows:

Balance, January 1,2009 . ... ....... ... $ 3,780,725
Provision charged to @XPeNSE . . . v vvvvee e i it 1,790,000
Recoveries of amounts charged off ......... .. ... . i 149,684
Amountscharged off ... .. ... . . (1,773,384)
Balance, December 31,2009 . .......... ...ttt $ 3,947,025

A loan is considered impaired when, based on current information and events, it is probable that the
Company will be unable to collect the scheduled payments of principal or interest when due according to the
contractual terms of the loan agreement. Management assesses for possible loan impairment on a quarterly basis.
Our impairment review includes examining factors such as the loan balance, payment status, recent payment
history, principal curtailment on lines of credit, extensions granted, risk rating, maturity date advancement, and
the probability of collecting scheduled principal and interest payments when due. A loan may be considered
impaired by management, and still be expected to have full repayment of both principal and interest, but not
according to the contractual terms of the loan agreement. Loans that experience insignificant payment delays and
payment shortfalls generally are not classified as 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
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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 potential loss exposure. Accordingly, the Company does not generally separately
identify individual consumer and residential loans for impairment disclosures.

Cash payments received for individually evaluated impaired loans are recorded according to the accrual
status of the loan. If the impaired loan is on nonaccrual status, payments are applied to the principal balance.
Otherwise the payment is applied according to its contractual terms.

The following table presents impaired loans in the segmented portfolio categories as of December 31, 2010.
The recorded investment is defined as the original amount of the loan, net of any deferred costs and fees, less any
principal reductions and direct charge-offs.

Unpaid Average Interest
Recorded Principal Related Recorded Income
Investment Balance Allowance Investment  Recognized
With no related allowance recorded:
Commercial .................... $ — 3 — 3 — $ 221963 $ —
Commercial Real Estate .......... 6,035,073 6,034,870 — 3,441,580 366,095
Residential—Prime .............. 10,892,080 10,894,976 — 9,717,616 279,079
Agricultural & RawLand ......... 599,969 599,969 — 722,197 19,691
With an allowance recorded:
Commercial .................... $ 460,066 $ 460,066 $ 72,541 $ 683,174 $§ —
Commercial Real Estate .......... 2,835,739 2,835,838 724,842 1,494,664 110,159
Residential—prime .............. 5,538,233 5,542,471 1,336,774 3,777,164 387,956
Total:
Commercial .................... $ 460,066 $ 460,066 $ 72,541 $ 905136 $ —
Commercial Real Estate .......... 8,870,812 8,870,708 724,842 4,936,244 476,254
Residential—Prime .............. 16,430,313 16,437,447 1,336,774 13,494,780 667,035
Agricultural & Raw Land ......... 599,969 599,969 — 722,197 19,691

The disaggregation of impaired loans was not required to be retrospectively applied to 2009. The following
is a summary of information pertaining to impaired and nonperforming loans at December 31, 2009.

2009

Impaired loans without a valuation allowance .............. ..o riennenun.. $12,056,395
Impaired loans with a valuation allowance ................ccouuuunnnnnnnnnn., 6,526,126
Total impaired 10anS .. ...ttt e $18,582,521
Valuation allowance related to impairedloans .....................ccooveo.... $ 1,484,740
Nonaccrual 10ans ... ... it i $10,558,464
Loans past due ninety days or more still accruing .............................. 1,666,758
$12,225,222

Average investment in impaired loans .......... ... .00 $15,264,284
Interest income recognized fortheyear .............cccoiiiiiiiiiiiiiinnnn.n.. $ 254,351
Interest income recognized on a cash basis fortheyear .......................... $ 12,398
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Note 5. Allowance for Loan Losses, continued
A loan is considered past due if the required principal and interest payment has not been received as of the

due date. The following schedule is an aging of past due loans receivable by portfolio segment as December 31,
2010.

Recorded
Total Investment >
30-59 Days 60-89 Days Greater Than Total Loans 99 Days and
Past Due Past Due 90 Days Past Due Current Receivable Accruing
Commercial ...... $ 105,853 $ — $ 460,066 $ 565919 $ 18,344,206 $ 18,910,125 $ —
Commercial Real
Estate ......... 1,046,709 1,398,370 3,584,896 6,029,975 84,634,420 90,664,395 2,899,837
Consumer ........ 202,065 55,450 33,108 290,623 11,467,530 11,758,153 —
Residential—Prime 4,669,092 1,539,408 9,901,533 16,110,033 111,559,288 127,669,321 2,364,886
Agricultural & Raw
Land .......... — 72,000 37,411 109,411 13,594,267 13,703,678 37,324
Total ........ $6,023,719 $3,065,228 $14,017,014 $23,105,961 $239,599,711 $262,705,672 $5,302,047

Loans are generally placed in nonaccrual status when, in management’s opinion, the collection of principal
and interest is 90 days or more past due, unless the obligation is both well-secured and in the process of -
collection. When interest accrual is discontinued, all unpaid accrued interest is reversed. Payments on nonaccrual
loans are applied to the principal balance. No interest income was recognized on impaired loans subsequent to
the nonaccrual status designation. A loan is returned to accrual status when the borrower makes consistent
payments accordingly to contractual terms and future payments are reasonably assured. The following is a
schedule of loans receivable, by portfolio segment, on nonaccrual status as of December 31, 2010.

2010
COMMEICIAL + v ot e et e et e e et e e et et e et et ettt $ 460,066
Commercial Real Bstate ... ..ot ittt in ittt iiit e 1,228,021
COMSUIMET .« v v e et e et et e e e e e e et s e e aanannereeenenneenaenaons 17,244
Residential—Primme . . ..ottt ittt et ettt e et 7,218,796
Ot ..ottt e e e e e e e $8,924,127

The Company uses several metrics as Credit Quality Indicators of current or potential risks in our loan
portfolio. These indicators include, but are not limited to, credit bureau reports, loan-to-value ratios, internal risk
ratings, current financial information, historic payment experience, economic conditions, and trends in net
charge-offs and nonperforming loans. As part of the ongoing monitoring of the credit quality of the Company’s
loan portfolio, every loan is assigned a risk rating grade at the time of loan origination. The risk ratings are
formally reviewed for appropriateness over the life of the loan on an annual basis. The formal review occurs
during the fourth quarter to correspond to the Company’s fiscal year-end. In addition, quarterly reviews occur for
specific loans identified by loan administration to ensure loans with potential material impact are captured on an
interim basis. These processes historically provide a predictive element to assist management in our efforts to
quantify losses. The quarterly review is an important process to accurately identify impaired loans, a critical
component in the allowance for loan losses calculation. The Company uses the following definitions for the
internal risk rating grades, listed from the least risk to the highest risk.

Excellent: The borrower is typically a long established, well seasoned company with a significant market
position. It possesses unquestioned asset quality, liquidity, and excellent sales and earning trends. Leverage, if
present, is well below industry norms. Borrower appears to have capacity to meet all of its obligations under
almost any circumstances. Management has extensive experience and depth.
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Good: The borrower demonstrates a strong and liquid financial condition based upon current financial
information and qualifies to borrow on an unsecured basis under most circumstances. If borrowing is secured,
collateral is readily marketable and amply margined. Repayment sources are well defined and more than
adequate. Credit checks and prior lending experiences with the Company, if any, are fully satisfactory. The
borrower’s cash flow comfortably exceeds total current obligations.

Satisfactory: The borrower provides current financial information reflecting a satisfactory financial
condition and reasonable debt service capacity. If borrowing is secured, collateral is marketable, adequately
margined at the present time, and expected to afford coverage to maturity. Repayment understandings are
documented, sources are considered adequate, and repayment terms are appropriate. Credit checks and prior
experience, if any, are satisfactory. The borrower is usually established and is attractive to other lenders. The
borrower’s balance sheet is stable and sales and earnings are steady and predictable.

Acceptable: While clearly an acceptable credit risk to the Company, the borrower will generally
demonstrate a higher leveraged, less liquid balance sheet and capacity to service debt, while steady, may be less
well-defined. Repayment terms may not be appropriate for individual transactions. Borrower is generally
acceptable to other borrowers; however, secured borrowing is the norm. Collateral marketability and margin are
acceptable at the present time but may not continue to be so. Credit checks or prior experience, if any, reveals
some, but not serious, slowness in paying. If a business, its management experience may be limited or have less

depth than a Satisfactory borrower. Sensitivity to economic or credit cycles exists, and staying power could be a
problem.

Special Mention: While loans to a borrower in this rating category are currently protected (no loss of
principal or interest envisioned), they may pose undue or unwarranted credit risks if weaknesses are not checked
or corrected. Weaknesses may be limited to one or several trends or developments. Weaknesses may include one
or more of the following: a potentially over-extended financial condition, a questionable repayment program, an
uncertain level of continuing employment or income, inadequate or deteriorating collateral, inadequate or
untimely financial information, management competence or succession issues, a high degree of vulnerability to
outside forces.

Substandard: Assets in this category are inadequately protected by the current creditworthiness and paying
capacity of the obligor or of the collateral pledged, if any. Assets so classified have a well-defined weakness or
weakness that jeopardizes the liquidation of the debt. They are characterized by the distinct possibility that the
Company will sustain some loss if the deficiencies are not corrected. Nonaccrual loans, reduced-earnings loans,
and loans to borrowers engaged in bankruptcy proceedings are automatically rated Substandard or lower.

Doubtful: A loan rated Doubtful has all of the weaknesses inherent in one rated Substandard with the added
characteristic that the weakness may make collection or liquidation in full, on the basis of currently existing
facts, highly improbable. A Doubtful rating generally is used when the amount of loss can be projected and that
projection exceeds one-third of the balance of outstanding debt but does not exceed two-thirds of that balance. A
Doubtful rating is generally applied when the likelihood of significant loss is high.

Loss: A Loss rating should be applied when the borrower’s outstanding debt is considered uncollectible or
of such little value that its continuance as bankable asset is not warranted. This rating does not suggest that there
is absolutely no recovery or salvage value, but that it is not practical or desirable to defer writing off the debt
even though a partial recovery may be affected in the future. The Company had no loans assigned a Loss rating at
December 31, 2010.
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The following is a schedule of the credit quality of loans receivable, by portfolio segment, as of
December 31, 2010.

Commerecial Agricultural
Commercial Real Estate Residential—Prime & Raw Land

Internal Risk Rating Grades:

Satisfactory or better .................. $10,743,831 $44,410,458 $ 56,582,438 $ 7,307,866
Acceptable ............. ... ..., 5,920,642 33,882,816 36,074,178 5,442,991
Special Mention ...................... 1,437,766 4,652,366 8,948,399 72,000
Substandard ................. ... ... 807,886 7,718,755 26,064,306 880,821
Total ........c... it $18,910,125 $90,664,395 $127,669,321  $13,703,678
Consumer
Internal Risk Rating Grades:

Performing . .. ...t i e e $11,725,045

Nonperforming .. .......c.oiiiiiiit ittt iiieenns 33,108

Total . e $11,758,153

Note 6. Property and Equipment

Components of property and equipment and total accumulated depreciation at December 31 are as follows:

2010 2009
Land . ... e e $ 2,307,853 $ 2,307,853
Buildings and improvements . .. ......... ... i i 6,732,001 6,722,905
Furniture andequipment ......... ... ... 0ottt s 3,187,180 3,180,897
12,227,034 12,211,655
Less accumulated depreciation .................. .00, .. 4,565,711 4,153,363

$ 7,661,323  $ 8,058,292

Depreciation expense for 2010 and 2009 was $540,577 and $548,165, respectively.

Lessee Activities

In 2010 and 2009, the Bank leased out a portion of its loan administration facility to a third party. The
annually renewable lease calls for monthly lease payments of $750. Rental income received related to this lease
was $9,000 in both 2010 and 2009.

In November 2010, the Bank leased out a portion of a branch facility to a third party. The five year lease
calls for monthly lease payments of $2,000 plus cleaning services for the first two years of the lease. The lease
payments incrementally increase in years three through five. Rental income received related to this facility in
2010 was $4,000.

The Bank leases office space to Mountain Valley Title Insurance Agency, LLC in the amount of $6,000
annually and paid quarterly and to Rockbridge Title Services, LLC in the amount of $6,000 annually and paid
quarterly. Both of these companies are related party interests.
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Lessee Activities, continued

The Bank recognized rental income from leasing various other real estate owned properties to tenants. The
lease contracts are short-term in the event the property sells and call for monthly payments. Rental income
received related to this activity in 2010 was $19,628 and $36,908 in 2009 and is shown net of foreclosed asset
expenses on the consolidated statements of operations.

Aggregate rental income for 2010 and 2009 was $44,628 and $57,908, respectively.

Lessor Activities

The Bank leases locations for automated teller machines, equipment and parking facilities under various
operating leases that call for annual payments as follows:

200 L e e e e e e $ 4,016
200 e e e e 3,716
200 e e e e e e e 2,286
200 e e e et e e —
2005 e e e e —
$10,018

Aggregate rental expense for 2010 and 2009 was $11,768 and $14,310, respectively.

Note 7. Deposits

The aggregate amount of time deposits in denominations of $100,000 or more at December 31, 2010 and
2009 was $71,411,860 and $70,055,203, respectively.

At December 31, 2010, the scheduled maturities of time deposits are as follows:

1220 1 O e $120,948,168
10 25,445,704
2003 e e e e e e 6,886,366
0 ) O 7,367,659
1220 ) 5 J e 31,341,495
Thereafter ...... ... i i i i e e —
$191,989,392

Note 8. Short-Term Debt

The Company has established various credit facilities to provide additional liquidity if and as needed. At
December 31, 2010, these facilities from correspondent banks included unsecured lines of credit and repurchase
agreement lines of credit totaling $18,000,000. At December 31, 2010 and 2009, the Company had no
outstanding balance against these lines.

The Company has a secured line of credit of approximately $12,900,000 with the Federal Home Loan Bank
of Atlanta. Any borrowings from the Federal Home Loan Bank are secured by a blanket collateral agreement on
a pledged portion of the Bank’s 1-to-4 family residential real estate loans, multifamily mortgage loans, and
commercial mortgage collateral. At December 31, 2010, a $6,000,000 letter of credit in favor of the ’
Commonwealth of Virginia-Treasury Board, to secure public deposits, was utilized from this line of credit,
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reducing the available credit for secondary liquidity needs to $6,900,000. With a 110% collateral pledging
requirement, this would Jeave the Company approximately $6,275,000 for secondary liquidity needs. No balance
was outstanding on this line at December 31, 2010 or 2009. Advancing the maximum available credit could
require the pledging of additional collateral.

The Company has an established a $1,000,000 Discount Window facility at the Federal Reserve Bank of
Richmond as part of its Contingency Liquidity Plan. No balance was outstanding on this line at December 31,
2010 or 2009.

Note 9. Fair Values of Financial Instruments

The estimated fair values of the Company’s financial instruments are as follows (dollars in thousands):

December 31, 2010 December 31, 2009
Fair Carrying Fair Carrying
Amount Value Amount Value
Financial assets
Cash and due from banks ..................... P $ 6232 $ 6232 $ 7,508 $ 7,508
Interest-bearing deposits withbanks .................... 12,691 12,691 2,045 2,045
Federal fundssold ..........c.0 .. 1,728 1,728 7,272 7,272
Investment securities, available forsale ................. 15,043 15,043 16,090 16,090
Investment securities, held tomaturity .................. 100 100 100 100
Restricted equity securities ............ ... .., 581 581 581 581
Loans, Net . ...... ..ccoiiniiiii it 256,398 257,558 259,999 259,974
Accrued interestreceivable . .......... ... ... ... ..., 1,339 1,339 1,253 1,253
Financial liabilities
Deposits . ...ooii i e e 284,726 281,048 279,840 282,474
Accrued interestpayable . .......... ... ... ... ..., 520 520 685 685
Unused commitments . ....................ccccoiieenan. — — —_ —_

The following methods and assumptions were used by the Company in estimating its fair value disclosures
for financial instruments:

Cash and due from banks: The carrying amounts reported in the balance sheet for cash and due from banks
approximate their fair values.

Interest-bearing deposits with banks and federal funds sold: The carrying amounts of interest—bearing
deposits with banks and federal funds sold approximate their fair values.

Securities: Fair values for securities, excluding restricted equity securities, are based on quoted market
prices, where available. If quoted market prices are not available, fair values are based on quoted market prices
of comparable instruments. The carrying values of restricted equity securities approximate fair values.

Loans receivable: For variable-rate loans that reprice frequently and with no significant change in credit
risk, fair values are based on carrying amounts. The fair values for other loans are estimated using discounted
cash flow analysis, based on interest rates currently being offered for loans with similar terms to borrowers of
similar credit quality. Loan fair value estimates include judgments regarding future expected loss experience and
risk characteristics. Fair values for impaired loans are estimated using discounted cash flow analysis or
underlying collateral values, where applicable. The carrying amount of accrued interest receivable approximates
its fair value.
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Deposit liabilities: The fair values disclosed for demand and savings deposits are, by definition, equal to the
amount payable on demand at the reporting date. The fair values for 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 contractual maturities on such time deposits. The carrying amount of accrued interest payable
approximates fair value.

Fair Value Hierarchy

Fair value is defined as the exchange price that would be received for an asset or paid to transfer a liability
(an exit price) in the principal or most advantageous market for the asset or liability in an ordetly transaction
between market participants on the measurement date. The guidance also establishes a fair value hierarchy which
requires an entity to maximize the use of observable inputs and minimize the use of unobservable inputs when
measuring fair value. The standard describes three levels of inputs that may be used to measure fair value:

Level 1: Quoted prices in active markets for identical assets or liabilities. Level 1 assets and liabilities
include debt and equity securities that are traded in an active exchange market, as well as U.S. Treasury, other
U.S. Government and agency mortgage-backed debt securities that are highly liquid and are actively traded in
over-the-counter markets.

Level 2: Observable inputs other than Level 1 prices such as quoted prices for similar assets or liabilities;
quoted prices in markets that are not active; or other inputs that are observable or can be corroborated by
observable market data for substantially the full term of the assets or liabilities. Level 2 assets and liabilities
include debt securities with quoted prices that are traded less frequently than exchange-traded instruments and
derivative contracts whose value is determined using a pricing model with inputs that are observable in the
market or can be derived principally from or corroborated by observable market data. This category generally
includes certain real estate acquired through or in lieu of foreclosure and impaired loans.

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

Investment Securities Available for Sale

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

Loans

The Company does not record loans at fair value on a recurring basis, however, from time to time, a loan is
considered impaired and an allowance for loan loss is established. Loans for which it is probable that payment of
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interest and principal will not be made in accordance with the contractual terms of the loan are considered
impaired. Once a loan is identified as individually impaired, management measures impairment in accordance
with the guidance on Receivables. The fair value of impaired loans is estimated using one of several methods,
including the collateral value, market value of similar debt, enterprise value, liquidation value and discounted
cash flows. Those impaired loans not requiring a specific allowance represents loans for which the fair value of
expected repayments or collateral exceed the recorded investment in such loans. At December 31, 2010 and
2009, substantially all impaired loans were evaluated based upon the fair value of collateral. When the fair value
of the collateral is based on an observable market price or a current appraised value, the Company records the
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
Company records the loan as nonrecurring Level 3.

Foreclosed Assets

Foreclosed assets are recorded at the lower of investment in the loan or fair value at acquisition. During the
holding phase, foreclosed assets are carried at the lower of the carrying value or fair value. Fair value is based on
independent observable market prices or appraised values of the collateral, which the Company considers to be
level 2 inputs. When the 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 Company
records the foreclosed asset as nonrecurring Level 3.

Assets and Liabilities Recorded at Fair Value on a Recurring Basis

The tables below present the recorded amount of assets and liabilities measured at fair value on a recurring
basis.

(In Thousands)
December 31, 2010 Total Level 1l Level2  Level3
Investment securities available for sale:
Government-sponsored enterprises . ... .......oevevrenerrennnn. $6135 $— $6135 $—
State and municipal securities .............. ... i i, 8,856 — 8,856 —
Corporate Securities .. ...ttt i e 52 52 — —
Total assets atfairvalue ...........iriiii i, $15,043 $ 52 $14991 $—
(In Thousands)
December 31, 2009
Investment securities available for sale:
U.S. Treasury SECUTItIes . . . ..o vvrenennineeenieannreannnns $ 503 $503 $ — $—
Government-sponsored enterprises . ..........ccvueernnieennn.n. 8,455 — 8455 —
State and municipal securities . ........... ... it 7,086 — 7,086 —
Corporate SeCurities .. ........ovuniun i nunnnnennnn. 46 46 — —
Total assetsat fairvalue .......... ...ttt $16,090 $549 $15,541 $—
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Assets and Liabilities Recorded at Fair Value on a Nonrecurring Basis

Assets measured at fair value on a nonrecurring basis are included in the tables below.

(In Thousands)
_lzeLmber_Sl,_Zgl_(_b Total Levell Level2 Level3
Impaired loans:
COMMETCIAL .o vttt ettt ittt it e it ettt ettt enas $ 841 $— $ 841 $ —
Construction and land development .............. ... ... .0l 1,043 — — 1,043
Real estate—Residential, 1-4 families .................. oot 2,709 — 1,369 1,340
Real estate—Nonfarm, nonresidential ................ ... ... 000 2,111 — 368 1,743
Total Impaired Loans ..............oioiiiiiiiiiiiiininiineneenn 6,704 — 2,578 4,126
Otherrealestate OWNEd ... .. vviieiiit ittt it ineaneneenenns 1,851 —_ 1,851 —
Total assets at fAIr VAlUe . . ..o vttt ittt et ie ittt eenanereeenns $8,555 $—  $4,429 $4,126
(In Thousands)
December 31, 2009
Impaired loans:
CommeErcial . ... oottt e e e e $ 543 $— $ 543 $§ —
Construction and land development .. .......... ..o s, 1,494 — 1,494 —_
Real estate—Residential, 1-4 families .............. ... ... .cu.. 2,067 — 2,067 —_—
Real estate—Nonfarm, nonresidential ............. ... ...t 937 — 644 293
Total Impaired Loans ............ooviiiiiiiiiiiiinnenresnnnnenns 5,041 — 4,748 293
Otherrealestate oWned .. .....cov ittt it enenaneansens 1,322 — 1,322 —
Total assets at fair Valtie . . .. ..ottt et e it $6,363 $—  $6,070 $ 293

Transfers into Level 3 during the years ended December 31, 2010 and 2009 were related to management
adjustments to third party appraisals. Management estimated the fair value of these loans to be further impaired
and thereby below the appraised value, resulting in no observable market price. During 2010 and 2009, loans
transferred out of Level 3 occurred when impairment status was eliminated. For the years ended December 31,
2010 and 2009 , the changes in Level 3 assets measured at fair value on a nonrecurring basis are summarized as

follows (dollars in thousands):

Year Ended
December 31,
2010 2009
Impaired  Impaired
Loans Loans
Balance, January 1 .........ooiunieiii i $ 293 $3,794
Reclassification adjustment . .......... ... ... o i — (2,588)
Adjusted balance, January 1 ...ttt 293 1,206
Included in €arMingS . .. ..o oottt ittt e (285) (89)
TransfersintoLevel 3 ... ... . . i i e 6,995 392
Transferoutof Level 3 . ... ... i (2,726) (1,213)
Principal reductions ......... ...t (151) 3)
Balance, December 31 ..o oot et s $4126 $ 293

The Company has no liabilities carried at fair value or measured at fair value on a recurring or nonrecurring

basis.
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Note 10. Earnings Per Share

The following table details the computation of basic and diluted earnings (loss) per share for each year
ended December 31.

2010 2009
Net income (loss) available to common stockholders .. ............... $ (117417) $ 764,074
Weighted average common shares outstanding, basic ................ 1,248,142 1,245,409
Effect of dilutive securities, options .............................. — —
Weighted average common shares outstanding, diluted ............... 1,248,142 1,245,409
Basic earnings (loss) pershare .............coouiiiiiieennnnnnnn. $ 009 $ 0.61
Diluted earnings (loss) pershare . ..., $ ©0.09 $ - 061

The Company’s 1999 Stock Option Plan expired on December 22, 2009. No restricted stock grants or
options have been granted under the 2009 Incentive Plan. Therefore, at December 31, 2010 and 2009, the
Company had no potentially dilutive securities outstanding.

Note 11. Benefit Plans
Stock Based Compensation

The Company’s 1999 Stock Option Plan (the “Plan”) provided for the issuance of 10,000 options to its
employees to purchase shares of the Company’s common stock. Prior to 2009, all options reserved under the plan
had been granted and on December 22, 2009, the Plan expired. All outstanding options vested prior to January 1,
2009. Therefore, no compensation expense was recognized in 2009. There was no unrecognized compensation
cost at December 31, 2009.

The Company maintains a 2009 Incentive Stock Plan (“2009 Incentive Plan”) that provides for restricted
stock grants and options up to 50,000 shares for key employees of the Company, to be issued at no less than the
current market price at the time of the grant or option. The maximum number of shares with respect to which
awards may be granted in any calendar year is 15,000 shares. The plan expires May 13, 2019 unless all shares are
granted prior to the expiration date. No restricted stock grants or options have been granted under the 2009
Incentive Plan during 2010 or 2009.

~

A summary of the Company’s stock option activity, and related information for the years ended
December 31, is as follows:

Granted and
Outstanding
Balance, December 31, 2008 . .. ... ... ... .. . . . . . . 4,700
Granted . . .ottt —
BXerCISed ..ot e —
Forfeited . . ..o e _—
55,4078 (=« U A 4,700)
Balance, December 31,2009 . ... ......... . i —
Granted . . . ..ot e n/a
EXOICISEA .\ttt i ettt e n/a
Forfeited . . ... o n/a
Expired . .. n/a
Balance, December 31, 2010 . ............. ... n/a
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Note 11. Benefit Plans, continued
Stock Based Compensation, continued

Additional information relating to the Stock Option Plan is detailed below:

Outstanding options at December 31:
Number, all exercisable .. ......... 0.ttt ittt
Exercise price, beginning of theyear(1) ................ ... ... .. ... e
Exercise price, end of year(1) .........oiiiiin ettt e i et
Contractual term remaining inmonths(1) ......... ... it iniiii i iiniaan.

Weighted average exercise price of options:
Granted during the Year .. ... ...ttt ittt et e inaenn
Exercised during the year .. .........c.oiiiniiininiiiiiiin it iiinanans
Forfeited during the year ... ... .. oottt it ittt in s
Expired during the year .. ... ... .. ittt ittt en et

(1) Weighted average

Defined Benefit Pension Plan

The Bank has a qualified, noncontributbry, Defined Benefit Pension Plan, sponsored by the Virginia

2009

$23.21

$23.21

Bankers Association, covering all eligible employees with one year of service who have attained the age of
twenty-one. Contributions to the plan are based on computations by independent actuarial consultants. The plan’s
assets include common stock, fixed income securities, short-term investments and cash. The benefits to the

participants are primarily based on years of service and earnings.
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The following table is a summary of the plan’s funded status for each year ended December 31:

2010 2009
Change in benefit obligution
Benefit obligation at beginningof year ............. ... i, $ 4,361,877 $4,299,502
SEIVICE COSt ottt e e e e e, 231,164 219,630
117 (T A o -1 A AP 261,431 257,680
Actuarial (aIN)/0SS . . . v oottt e 435,326 (407,736)
Benefitspaid . ....... ... oot e (1,517,173) (7,199)
Settlement (GAIN)/I0SS . ..o vt ittt e 146,481 —
Benefit obligation atendof year ......... ... i $ 3,919,106 $4,361,877
Change in plan assets
Fair value of plan assets at beginningofyear ................................ $ 3,853,538 $2,544,432
Actual return on plan assets ... ...t i e e 284,150 956,305
Employer contribution . . ............iin i i i e e 250,000 360,000
Benefitspaid ........ .ot e (1,517,173) (7,199)
Fair value of plan assets atend of year . ...........c.ciiieiriinneenrnnnennnnn $ 2,870,515 $3,853,538
Change in prepaid (accrued) benefit cost
Prepaid (accrued) benefit cost,beginning ..., $ 240,631 $ 238,232
@00 11w 1311570 1 - JN e 250,000 360,000
Pension COSt .. ..o e (475,306)  (357,601)
Prepaid (accrued) benefit cost . ......... ..o $ 15325 $ 240,631
Funded status
Funded Statts ... ..ovt ittt ittt ittt e e e e i e $(1,048,591) $ (508,339)
Unrecognized transitional netassets ................ ... i, — —
Unrecognized Prior SEIVICE COSES . . . .o vvt ittt it ittt it e iiee e eae e 787 2,671
Unrecognized net actuarial loss . .........coo i 1,063,129 746,299
Net amount recognized, December 31 ......... ... ... ..., e $ 15325 $ 240,631
Recognized on balance sheet
Otherassets (deferred tax) . .....oi ittt it i it e it e, $ 361,731 $ 254,650
Other Habilities . ... ot it i i e it ettt ettt et (1,048,591)  (508,339)
Accumulated other comprehensive loss, net of tax benefit ...................... 702,185 494,320
Net amount recognized, December 31 . ....... ...ttt iiin i, $ 15325 $ 240,631

The benefit obligation decreased from December 31, 2009 to December 31, 2010 as a result of the lump
sum benefits paid to three employees who elected early retirement during 2010. The collective payouts resulted
in a settlement accounting loss of $146,481, while also increasing the pension cost by $272,498, which is
included in the 2010 berefit cost of $475,306.

66



Notes to Consolidated Financial Statements

Note 11. Benefit Plans, continued

Defined Benefit Pension Plan, continued

The following table is a summary of the assumptions and components of net periodic benefit costs for the
years ended December 31:

2010 2009
Components of net periodic benefit cost »
SEIVICE COSE + « v v v e e e e e ettt aaaaaaens $ 231,164  $ 219,630
TRLEEESE COSE &+ o v e e v et e ve e e e s e naannnaesnassanennanecnns 261,431 257,680
Expected return on plan assets .. .........oreiiien i (307,909)  (203,170)
AMOTHZAON + o o vt ettt it et ein e et es st 1,884 1,530
Recognized net loss due to settlement ..ot 272,144 —
Recognized net actuarial 1088 .. .......c.veiniiiiiiiiie 16,592 81,931
Net periodic benefit oSt . ... ..ovnrrernerninineineni s $ 475,306  $ 357,601

2010 2009
Weighted-average assumptions at December 31
Discount rate used for net periodic pension cost .......... ... cn 6.00% 6.00%
Discount rate used for disclosure . ..........ovoieiiiiiiiiiiiiien 5.50% 6.00%
Expected return on plan assets . ...t 8.00% 8.00%
Rate of compensation INCIEASE . . ... vvvuririanereanneeieneaannees 4.00% 4.00%

The accumulated benefit obligaﬁon for the defined benefit pension plan was $2,442,831 and $3,088,680 at
December 31, 2010 and 2009.

Using the same fair value hierarchy described in Note 9, the fair values of the Company’s pension plan
assets, by asset category, are as follows:

December 31, 2010 Total Level 1 Level2 Level3
Cash equivalents and short term investments ................... $ 259 $ 259 $— $—
Mutual funds—equities ... .....vereenniii 2,268,422 2268422 — —
Mutual funds—fixed iNCOME . . . ..o v it i 601,834 601,834 — —
Total assets at fair valle .. .....ovverreeeeeerrrerennaneennns $2,870,515 $2,870,515 $— $—
Deceniber 31, 2009 Total Level 1 Level2 Level3
Cash equivalents and short term investments ................... $ 18,179 $ 18,179 $— $—
Mutual funds—equities ... ....ovverenniiiii e 2,920,576 2,920,576 —_— —_
Mutual funds—fixedincome .. ... ..ccoviiiiiiiiii e 914,783 914,783 —_ _—
Total assetsatfairvalue ......... ..o iiiiiiiiinenns $3,853,538 $3,853,538 $— $—

A contribution of $300,000 was made in February 2011. No additional contributions are expected in 2011.
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Estimated future benefit payments, which reflect expected future service, as appropriate, are as follows:

2010 o $ 9416
2012 9,104
2003 L 8,986
2014 8,873
2015 33,102
2016-2020 . .. ... 736,803

Long-term rate of return

The plan sponsor selects the expected long-term rate-of-return-on-assets assumption in consultation with
their investment advisors and actuary, and with the concurrence from their auditors. This rate is intended to
reflect the average rate of earnings expected to be earned on the funds invested or to be invested to provide plan
benefits. Historical performance is reviewed—especially with respect to real rates of return (net of inflation)—
for the major asset classes held or anticipated to be held by the trust, and for the trust itself. Undue weight is not
given to recent experience—that may not continue over the measurement period—with higher significance
placed on current forecasts of future long-term economic conditions.

Because assets are held in a qualified trust, anticipated returns are not reduced for taxes. Further—solely for
this purpose—the plan is assumed to continue in force and not terminate during the period during which assets
are invested. However, consideration is given to the potential impact of current and future investment policy,
cash flow into and out of the trust, and expenses (both investment and non-investment) typically paid from plan
assets (to the extent such expenses are not explicitly estimated within periodic cost).

The plan’s annualized performance, compared to the benchmark, is presented as follows:
1-Year 3-Year 5-Year 10-Year

Planreturn ... ... 14.47% 0.00% 3.85% 4.90%
Benchmark .......... ... ... 14.73% 0.69% 4.04% 3.72%
Discount Rate

The process used to select the discount rate assumption takes into account the benefit cash flow and the
segmented yields on high quality corporate bonds that would be available to provide for the payment of the
benefit cash flow. A single effective discount rate, rounded to the nearest 0.25%, is then established that
produces an equivalent discounted present value,

Asset allocation and investment strategies

The pension plan’s weighted-average asset allocations, by asset category, are as follows for the year-ended
December 31:

200 2009
Asset Category
Mutual funds—fixedincome ............ ... ... ... ... ... .. .. 21%  24%
Mutual funds—equity ............... .. ... 9%  76%
Other ... "‘_:_% — %
Total ... .. 100% 100%
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Bank management elects an asset allocation for the plan annually. The election is based on management’s
assessment of the fixed income and equities markets and the economic outlook when matching potential risk and
return for employee participants. The trust fund is diversified to maintain a reasonable level of risk without
imprudently sacrificing return, with a targeted asset allocation of 25% fixed income and 75% equities. The
Investment Manager selects fund managers with demonstrated experience and expertise and funds with
demonstrated historical performance for the implementation of the Plan’s investment strategy. The Investment
Manager considers both actively and passively managed investment strategies and allocates funds across the
asset classes to develop an efficient investment structure.

It is the responsibility of the Trustee to administer the investments of the Trust within reasonable costs,

being careful to avoid sacrificing quality. These costs include, but are not limited to, management and custodial
fees, consulting fees, transaction costs and other administration costs chargeable to the Trust.

Concentration of risk

No concentration of risk was identified in the plan.
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Post Retirement Health Insurance

The Company sponsors a post retirement health care plan for certain retired employees. The health plan has
an annual limitation (a “cap”) on the dollar amount of the employer’s share of the cost of covered benefits
incurred by a plan participant. The retiree is responsible, therefore, for the amount by which the cost of the
benefit coverage under the plan incurred during a year exceeds that cap. No health care cost increases have been
factored into the health plan’s actuarial calculations due to this cap. The plan remains frozen with coverage
continuing for eight existing retiree participants. The following tables summarize the Bank’s post retirement plan
obligations, assets, funded status, and the assumptions and components of net periodic benefit costs using a
measurement date of December 31, 2010 and 2009.

2010 2009
Change in benefit obligation
Benefit obligation at beginningof year ............. ... ... .. .. $ 181,246 $ 176,540
INtereSt COSE . . ottt ittt et e e e 9,877 10,851
Actuarial 1088 .. ... 20,535 11,602
Benefits paid .. ...t (18,752) (17,747
Benefit obligation atendof year ............. .. . . . . $192,906 $ 181,246
Change in plan assets
Fair value of plan assets at beginning of year ...........coovviviiininieien. ... $ —  $ —
Employer contribution ... ...... ... ... it e e 18,752 17,747
Benefits paid .. .....c.oin it (18,752) (17,747
Fair value of plan assetsatendof year. . .............. ..o, $ — § —
Funded status
Funded status, December 31 .. ... ... ... . . i $(192,906) $(181,246)
Unrecognized transition obligation ............. .. ... ... ... .. i i, 161,936 176,658
Unrecognized actuarial (gain) 10SS . ...... ...ttt e, 5,287 (15,248)
Net amount recogNIzZed . ... ...ttt e e e $ (25,683) $ (19,836)
Recognized on balance sheet
Other assets (deferred taX) ... ... ottt e e $ 56,856 $ 54,879
Otherliabilities ... ...ttt i e (192,906) (181,246)
Accumulated other comprehensive loss, net of tax benefit ........................ 110,367 106,531
Net amount recoOgnized . .. ....ovui it e e e e $ (25,683) $ (19,836)
Components of net periodic benefit cost
IntereSt COSt . . oo vttt i e $ 9877 $ 10,851
Amortization of net obligation attransition . .............. ... it 14,722 14,722
Amortizationof net gain .. ........ .. ... . e —_ 612) -
Net periodic postretirement benefitcost............ ... ... ..o, $ 24599 $ 24961
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Post Retirement Health Insurance, continued

The Bank expects to recognize amortization of transition obligation of $14,722 in 2011.

The discount rate assumption in determining the benefit relating to the untrended post retirement health care
plan at December 31, 2010, was 4.50%. Since the post retirement health insurance benefit plan is untrended,
increases and decreases in health care cost trend rates, expected rate of return on plan assets, and the rate of
compensation increase is not applicable.

Employer contributions are expected to be $19,200 in 2011.

Estimated future benefit payinents by the plan are as follows:

. GO P $19,200
2 1 2 18,564
2 03 17,899
200 e i e e 17,210
2005 e e e e 16,501
20016-2020 . ..ot et 71,645

Deferred Compensation Plan

Funded deferred compensation plans have been adopted for certain members of the Board of Directors and
executive employees. The corresponding assets and liabilities of the plans at December 31, 2010 were $231,264
for the Director Plan and $296,378 for the Executive Plan and are held by a third party through the Virginia
Bankers Association.

Profit Sharing/Thrift Plan

The Company provides a profit sharing/thrift plan for its employees to which contributions are made at the
discretion of the Board of Directors. All full-time employees, age 18 and older, are eligible to participate and are
automatically enrolled, unless they choose to opt-out of the plan, after completing their first six months of
service. The plan allows for pretax employee contributions of up to the maximum allowed by the Internal
Revenue Service. In 2010 and 2009, the first 1% of employee contributions was matched 100% by the Company.
The next 5% of employee contributions was matched 50% by the Company. Employer contributions to the plan
amounted to $94,614 and $90,836 in 2010 and 2009, respectively.
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Note 12. Income Taxes
Current and Deferred Income Tax Components

The components of income tax expense (benefit) are as follows:

2010 2009
Current
Federal . ...t e $ 177,245 $282,822
7 L “43) 27
177,202 282,795
Deferred v
Federal ....... ... i e, (392,690) (44,720)
State ..o (1,758) (1,270)
(394,448) (45,990)
$(217,246) $236,805
Rate Reconciliation

A reconciliation of income tax expense (benefit) computed at the statutory federal income tax rate to income
tax expense (benefit) included in the statements of operations follows:

2010 2009
Tax at statutory federalrate .............. ... 0o iiniiinirnnann. $(113,785) $ 340,299
Tax exempt interest inCOmME . ..........ouernirnn i neennnnnn. (103,753)  (104,323)
Other ..o 292 829

$(217,246) $ 236,805

Deferred Income Tax Analysis

The significant components of net deferred tax assets at December 31 are summarized as follows:

2010 2009
Deferred tax assets

Allowance for1oan 10SSes . . ......oven e, $1,391,410  $1,125,079
Deferred compensation ...............c.oiiiiiiiiiiien.. 146,493 137,972
Defined benefitplan ............... ... .. ... ... .. .. ..., 361,731 254,650
Post retirement healthbenefits .............................. 56,856 54,879
Investment in pass-throughentities .. ......................... 64,173 53,054
Interest earned on nonaccrual loans . ......................... 789 16,014
Foreclosed assets . ..ottt 100,605 67,903
Accrued unpaid compensation ..................iiiiinn.... 45,696 49,946
Other .. ... i e 9,847 7,965

Deferted tax assets ...........coiiiti e eaeiennnnn. 2,177,600 1,767,462

Deferred tax liabilities . . ..... oottt e e

Net unrealized appreciation on securities available forsale ........ (24,390) (62,764)
Depreciation .. ..........ciiiiii i i s (310,3106) (343,268)
Accretion of discount on investment securities ................. (3,429) (4,049)
Accrued pension COSES . ... vtetn it i it (107,211) (166,813)
Other .o e (22,901) (23,092)

Deferred tax liabilities ... ........ ..., (468,247) (599,986)

Netdeferredtax asset ...........covviiiniininennnnnn.. $1,709,353  $1,167,476




Notes to Consolidated Financial Statements
Note 12. Income Taxes, continued
Deferred Income Tax Analysis, continued

The Company has analyzed the tax positions taken or expected to be taken in its tax returns and concluded it
has no liability related to uncertain tax positions in accordance with accounting guidance on Income Taxes.

Note 13. Commitments and Contingencies
Litigation
In the normal course of business the Company is involved in various legal proceedings. After consultation

with legal counsel, management believes that any liability resulting from such proceedings will not be material to
the consolidated financial statements.

Financial Instruments with Off-Balance-Sheet Risk

The Company 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, credit risk in excess of the amounts
recognized in the consolidated balance sheets.

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

2010 2009
Commitments toextend credit ... ......ovviirerinenennnnn. $39,430,000 $37,478,000
Standby lettersof credit ......... ... ... il 2,689,000 3,782,000

$42,119,000  $41,260,000

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

Standby letters of credit are conditional commitments issued by the Company 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 Company deems necessary. )

In the normal course of business, the Company extends commitment letters to fund loans at a future date.
The Company had issued approximately $3,300,000 in such commitments at December 31, 2010. However, there
is no assurance that the loans will be originated and funded due to uncertainty of customer acceptance of the
terms and conditions of the agreement.
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Notes to Consolidated Financial Statements
Note 13. Commitments and Contingencies, continued

Concentrations of Credit Risk

Substantially all of the Company’s loans, commitments to extend credit, and standby letters of credit have
been granted to customers in the Company’s market area and such customers are generally depositors of the
Bank. The concentrations of credit by type of loan are set forth in Note 4. The distribution of commitments to
extend credit approximates the distribution of loans outstanding. Standby letters of credit are granted primarily to
commercial borrowers. Although the Company has a reasonably diversified loan portfolio, a substantial portion
of its debtors’ ability to honor their contracts is dependent upon economic conditions in and around Botetourt,
Roanoke, Rockbridge and Franklin counties, Virginia. At December 31, 2010 the Company had an approximate
$88,000,000 loan concentration in non-owner occupied commercial real estate, construction, and lot loans. The
concentration includes $79,000,000 in secured loans and $9,000,000 in loan commitments. The total
commitments to extend credit presented in the financial instruments with off-balance sheet risk above include the
$9,000,000 related to the non-owner occupied concentration. Of the $88,000,000 concentration, approximately
$55,000,000 is related to construction, land and development, and other land loans. Of the $55,000,000 in these
categories, $50,000,000 is in secured loans while $5,000,000 is in unused commitments. The $5,000,000 in
unused commitments is also included in the total commitments to extend credit above. The Bank also monitors
loan concentrations for large individual credit relationships to mitigate risk and ensure compliance with
applicable laws.

Note 14. Regulatory Restrictions

Investments in state and municipal securities involve governmental entities within and outside the
Company’s market arca. '

The Company from time to time has cash and cash equivalents on deposit with financial institutions which
exceed federally-insured limits.

Dividends

The Company’s dividend payments are made from dividends received from the Bank. The Bank, as a
Virginia banking corporation, may pay dividends only out of its retained earnings. However, regulatory
authorities may limit payment of dividends by any bank when it is determined that such a limitation is in the
public interest and is necessary to ensure financial soundness of the bank.

Capital Requirements

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

Quantitative measures established by regulation to ensure capital adequacy require the Company and the
Bank to maintain minimum amounts and ratios (set forth in the table below) of total and Tier 1 capital to risk-
weighted assets, and of Tier 1 capital to average assets, as all those terms are defined in the regulations.
Management believes, as of December 31, 2010, that the Company and the Bank met all capital adequacy
requirements to which they are subject.
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Notes to Consolidated Financial Statements

Note 14. Regulatory Restrictions, continued
Capital Requirements, continued

As of the most recent notification, the Federal Deposit Insurance Corporation categorized the Bank as well
capitalized under the regulatory framework for prompt corrective action. To be categorized as well capitalized,
an institution must maintain minimum total risk-based, Tier 1 risk-based, and Tier 1 leverage ratios as set forth in
the following table. There are no conditions or events since the notification that management believes have
changed the Bank’s category.

The Company and Bank’s actual capital amounts and ratios are also presented in the table (in thousands
except for percentages).

Minimum

To Be Well
Minimum Capitalized Under
For Capital Prompt Corrective
Actual Adequacy Parposes  Action Provisions
Amount  Ratio Amount Ratio Amount  Ratio

December 31, 2010:
Total Capital
(to Risk-Weighted Assets)
Consolidated . ....... e $29,796 11.9% $20,046 8.0% n/a n/a
Bank of Botetourt .................. $29,715 11.8% $20,095 8.0% $25,119 10.0%

Tier 1 Capital
(to Risk-Weighted Assets)

Consolidated ...................... $26,631 10.6% $10,023 4.0% nfa n/a
Bank of Botetourt .................. $26,550 10.6% $10,048 4.0% $15072 6.0%
Tier 1 Capital
(to Average Assets)
Consolidated ...................... $26,631 84% $12,739 4.0% nfa n/a
Bank of Botetourt .................. $26,550 83% $12,738 4.0% $15,922 5.0%
December 31, 2009:
Total Capital
(to Risk-Weighted Assets)
Consolidated . .........covvvenvnn.. $30,297 11.8% $20,497 8.0% n/a n/a
Bank of Botetourt .................. $30,264 11.8% $20,546  8.0% $25,682 10.0%

Tier 1 Capital
(to Risk-Weighted Assets)

Consolidated ...................... $27,085 10.6% $10,248 4.0% n/a n/a
BankofBotetourt .................. $27,045 105% $10,273 4.0% $15409 6.0%
Tier 1 Capital
(to Average Assets)
Consolidated ...................... $27,085 89% $12242 4.0% n/a n/a
Bank of Botetourt .................. $27,045 8.8% $12,241 4.0% $15301 5.0%

Intercompany Transactions

The Bank’s legal lending limit on loans to the Company are governed by Federal Reserve Act 23A, and
differ from legal lending limits on loans to external customers. Generally, a bank may lend up to 10% of its
capital and surplus to its Parent, if the loan is secured. If collateral is in the form of stocks, bonds, debentures or
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Neotes to Consolidated Financial Statements
Note 14. Regulatory Restrictions, continued
Intercompany Transactions, continued

similar obligations, it must have a market value when the loan is made of at least 20% more than the amount of
the loan, and if obligations of a state or political subdivision or agency thereof, it must have a market value of at
least 10% more than the amount of the loan. If such loans are secured by obligations of the United States or
agencies thereof, or by notes, drafts, bills of exchange or bankers’ acceptances eligible for rediscount or purchase
by a Federal Reserve Bank, requirements for collateral in excess of the loan amount do not apply. Under this
definition, the legal lending limit for the Bank on loans to the Company was approximately $2,700,000 at
December 31, 2010. No 23A transactions existed between the Company and the Bank at December 31, 2010.

Note 15. Transactions with Related Parties

The Company has entered into transactions with its directors, significant shareholders and their affiliates
(related parties). 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. '

Aggregate loan transactions with related parties were as follows:

2010 2009
Balance, beginning .. ................. .. . ... $1,124484 $ 1,318,616
New loans or creditline advances .............o.veeiuinnnnn.. 4,307,343 4,793,729
Repayments ..............ouiiiiniiin i (3,422,693) (4,987,861)
Balance,ending . .............. ... ... . . . .. $ 2,009,134 $1,124.484

Deposit transactions with related parties at December 31, 2010 and 2009 were insignificant.

As discussed in Note 6 Property and Equipment, the Bank had lessee activities with companies of related
party interests in both 2010 and 2009.

Note 16. Dividend Reinvestment and Stock Purchase Plan

The Company maintains a Dividend Reinvestment and Stock Purchase Plan (“DRIP”) which provides for
the issuance of up to 200,000 shares of common stock. The purchase price of shares acquired through the DRIP
is recommended by the Dividend Reinvestment Plan Committee (“Committee”) of the Company and approved
by the Board of Directors. In determining the purchase price per share, the Committee considers book value of
the common stock of the Company, relationship between traded price and book value, known recent trades, and
any additional information the Committee deems appropriate.

The following is a summary of the shares of common stock issued from dividends reinvested and optional
cash purchases in 2010 and 2009.

2010 2009
Purchase Purchase
Shares Price Shares Price
FirstQuarter ...................o0oiiiiiiniain.. 968  $15.50 n/a $ n/a
SecondQuarter .................. i, 964 15.50 n/a n/a
ThirdQuarter .............oiiiiiiiiiiinin, 1,062 14.50 n/a n/a
FourthQuarter ................ i, _1,3_19_ 12.00 762 16.75

Total Shares Issued . ............ ... .. ... ... 4,313 7_62



Notes to Consolidated Financial Statements

Note 17. Parent Company Financial Information

Condensed financial information of Botetourt Bankshares, Inc. is presented as follows:

Balance Sheets
December 31, 2010 and 2009
2010 2009
Assets
Cashandduefrombanks ...........cooviinininiinnnan. $ 49883 $ 6,511
Investment in affiliate bank atequity ....................... 25,783,952 26,565,630
Other assets .. ....ovvuret ettt nnnrenas 30,846 34,187
TOtal ASSEES . oot vttt e e e e $25,864,681  $26,606,328
Liabilities
Total liabilities ..............otriiriiiiiiiiannnnns $ —  $ —
Stockholders’ equity
CommoOn SEOCK . . i i ittt i e e e e e » 1,250,375 1,246,062
Additional paid-incapital ............... ... i, 1,687,446 1,630,586
Retainedearnings ..............cviiniiiineinnnennnnnnn 23,692,067 24,208,695
Accumulated other comprehensiveloss ..................... (765,207) (479,015)
Total stockholders’ equity ........... ..o, 25,864,681 26,606,328
Total liabilities and stockholders’ equity ................ $25,864,681  $26,606,328
Statements of Operations
For the years ended December 31, 2010 and 2009
2010 2009
Income
Dividends from affiliate bank ..............ccciiiiiiiniineen..n $ 490,000 $684,342
490,000 684,342
Expenses :
OPperating EXpenseS . ... ...euenenennenenenenrnenrneeacnenanns 81,604 90,384
Income before income tax benefit and equity in undistributed income
of affiliate . . ... ..t e e 408,396 593,958
Income tax benefit (30,846) (34,187)
Income before equity in undistributed income of affiliate ........... 439,242 628,145
Equity in undistributed income (loss) of affiliate (556,659) 135,929
Netincome (I0SS) « . v vv ittt eiiee ittt ettt e eaneens $(117,417) $764,074

77



Notes to Consolidated Financial Statements

Note 17. Parent Company Financial Information, continued

Statements of Cash Flows
For the years ended December 31, 2010 and 2009
2010 2009
Cash flows from operating activities
Net income (loss) ............ A $(117,417) $ 764,074
Adjustments to reconcile net income to net cash provided by operating
activities: v
Equity in undistributed (income) loss of affiliate . . ............ 556,659 (135,929)
Net (increase) decrease in otherassets ...................... 3,341 (33,797)
Net cash provided by operating activities ............... 442,583 594,348
Cash flows from investing activities
Increase in investment in affiliate bank ......................... (61,173) (12,764)
Net cash used in investing activities . . .................. (61,173) (12,764)
Cash flows from financing activities
Dividendspaid .........ciiiiiiiiiii i i i i (399,211)  (622,650)
Common stockissued .. ...ttt 61,173 12,764
Net cash used by financing activities ................... (338,038)  (609,886)
Net increase (decrease) in cash and due from banks ....... 43,372 (28,302)
Cash and due from banks, beginning . ............................. 6,511 34,813
Cash and due from banks,ending ............................ ... $ 49883 $ 6,511

Note 18. Subsequent Events
Declaration of Cash Dividend

On January 26, 2011, the Company declared a first quarter $0.04 dividend per common share paid on
February 18, 2011 to shareholders of record on February 9, 2011.

Organization

On January 26, 2011 the Board of Directors approved the transfer of Buchanan Service Corporation’s
ownership interest in an investment company to Bank of Botetourt. The conveyance of ownership was effective
on January 3, 2011 and did not result in a taxable event.

Legal Proceeding

In January 2011, the Bank received a bankruptcy notice from a business customer which purchases
investment property. The Bank is contesting the bankruptcy and requesting the court to dismiss the case. The
Bank contends that the petition was filed in bad faith and that the borrowing customer has the capacity to service
the debt with cash and other assets. For the quarter-ending March 31, 2011, the Bank will reserve $525,000 for
the exposure associated with the loan in the event the bankruptcy petition is approved by the court. This legal
proceeding and other factors will increase the expected provision for loan losses in the first quarter of 2011.
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Item9. Changes In and Disagreements with Accountants on Accounting and Financial Disclosure

None.

Item 9A. Contrels and Procedures

As of the end of the period to which this report relates, the Company has carried out an evaluation, under the
supervision and with the participation of the Disclosure Committee, including the Chief Executive Officer and
Chief Financial Officer, of the effectiveness of the design and operation of our disclosure controls and
procedures in accordance with Rule 13a-15(b) of the Securities Exchange Act of 1934 (the “Exchange Act”). The
Disclosure Committee ensures that information required to be disclosed under the Exchange Act is
communicated to our Chief Executive Officer and Chief Financial Officer. Internal audits conducted by the
Company’s internal audit department are reviewed by certifying officers to assist in assessing the adequacy of the
Company internal controls. Based on these evaluations, the Chief Executive Officer and Chief Financial Officer
concluded that our disclosure controls and procedures were effective in enabling us to record, process,
summarize and report effectively and in a timely manner the information required to be disclosed in reports we
file under the Exchange Act.

Management’s Annual Report on Internal Control Over Financial Reporting

Management is responsible for establishing and maintaining adequate internal control over financial
reporting, as such term is defined in the Exchange Act Rules 13a-15(f). A system of internal control over
financial reporting is a process designed to provide reasonable assurance regarding the reliability of financial
reporting and the preparation of financial statements for external purposes in accordance with generally accepted
accounting principles.

Under the supervision and with the participation of management, including the principal executive officer
and the principal financial officer, the Company’s management has evaluated the effectiveness of its internal
control over financial reporting as of December 31, 2010 based on the criteria established in a report entitled
“Internal Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission” and the interpretive guidance issued by the Securities and Exchange Commission in Release
No. 34-55929. Based on this evaluation, the Company’s management has evaluated and concluded that the
Company’s internal control over financial reporting was effective as of December 31, 2010.

There has been no change in its internal control over financial reporting that occurred during the Company’s
most recent fiscal quarter that has materially affected, or is reasonably likely to materially affect, the Company’s
internal control over financial reporting.

This annual report does not include an attestation report of the Company’s independent registered public
accounting firm regarding internal control over financial reporting. The Dodd-Frank Act exempted the Company
from complying with Section 404(b) and our registered public accounting firm was not required to issue an
attestation on our internal controls over financial reporting pursuant to rules of the Securities and Exchange
Commission.

Item 9B. Other Information

None.
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PART III

Item 10. Directors, Executive Officers, and Corporate Governance

The information: required by Item 10 of Form 10-K appears in the Company’s proxy statement for its annual
meeting of stockholders in 2011, which will be filed pursuant to schedule 14A, and is incorporated herein by
reference.

Item 11. Executive Compensation

The information required by Item 11 of Form 10-K appears in the Company’s proxy statement for its annual
meeting of stockholders in 2011, which will be filed pursuant to schedule 14A, and is incorporated herein by
reference. '

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

The information required by Item 12 of Form 10-K appears in the Company’s proxy statement for its annual
meeting of stockholders in 2011, which will be filed pursuant to schedule 14A, and is incorporated herein by
reference.

Item 13. Certain Relationships and Related Transactions, and Director Independence

The information required by Item 13 of Form 10-K appears in the Company’s proxy statement for its annual
meeting of stockholders in 2011, which will be filed pursuant to schedule 14A, and is incorporated herein by
reference.

Item 14. Principal Accounting Fees and Services

The information required by Item 14 of Form 10-K appears in the Company’s proxy statement for its annual
meeting of stockholders in 2011, which will be filed pursuant to schedule 14A, and is incorporated herein by
reference.
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PART IV

Item 15. Exhibits, Financial Statements Schedules
(a) The following documents are filed as part of this Report:
1. Financial Statements

Report of Independent Registered Public Accounting Firm

Consolidated Balance Sheets as of December 31, 2010 and 2009

Consolidated Statements of Operations for the two years ended December 31, 2010 and 2009
Consolidated Statements of Changes in Stockholders’ Equity and Comprehensive Income (Loss)
for the two years ended December 31, 2010 and 2009

Consolidated Statements of Cash Flows for the two years ended December 31, 2010 and 2009
Notes to.Consolidated Financial Statements

2. Financial Statement Schedules:

All schedules are omitted as the required information is inapplicable or the information is
presented in the Consolidated Financial Statements or related notes.

3. Exhibits:
331).(1) Restated Articles of Incorporation (filed herewith)
3(i).(1) Amended and restated Bylaws filed on Form 8-K on October 14, 2008

10.4(1),(2) Change In Control Agreement filed as Exhibit 10.4 to the Form 10-SB
12G on April 30, 2002. Terminated effective November 30, 2010

10.5(1) Defined Benefit Plan filed as Exhibit 10.5 to the Form 10-SB 12G on
April 30, 2002

10.6(1),(2) Employment Agreement filed as Exhibit 10.6 on the Form 8-K on

January 5, 2010

10.7(1) 2009 Incentive Stock Plan filed as Appendix B on the Schedule 14A on
March 27, 2009

10.8(1) Dividend Reinvestment and Stock Purchase Plan filed on the Form S-3D

on September 10, 2009. Replaced by Amendment No. 1 to Form S-3 filed
January 11, 2011, referenced in Exhibit 10.14

10.9(1),(2) Employment Agreement filed as Exhibit 10.9 on the Form 8-K on
November 30, 2010

10.10(1),(2) Employment Agreement filed as Exhibit 10.10 on the Form 8-K on
November 30, 2010

10.11(1),(2) Noncompete and Change of Control Agreement filed as Exhibit 10.11 on
the Form 8-K on November 30, 2010

10.12(1),(2)  Confidentiality and Change of Control Agreement filed as Exhibit 10.12
on the Form 8-K on November 30, 2010

10.13(1) 2011 Annual Executive Bonus Plan filed as Exhibit 10.13 on the Form 8-K
on November 30, 2010
10.14(1) The Amended Dividend Reinvestment and Stock Purchase Plan as filed in

Amendment No. 1 to Form S-3 January 11, 2011
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13.
19.

21.
23.
24,
31.1

312

32.

99.2

99.3

99.4

Annual Report to Shareholders (filed herewith)

Letter to Shareholders regarding the amended Dividend Reinvestment
and Stock Purchase Plan and the record date and payment date for
dividends

Subsidiaries of the Registrant (filed herewith)
Consent of Elliott Davis, LL.C (filed herewith)
Power of Attorney (filed herewith)

Certification of Chief Executive Officer pursuant to Rule 13 a-14(a)
under the Securities Exchange Act of 1934 (filed herewith)

Certification of Chief Financial Officer pursuant to Rule 13 a-14(a) under
the Securities Exchange Act of 1934 (filed herewith)

Certification of Chief Executive Officer and Chief Financial Officer
pursuant to 18 U.S.C. Section 1350, as adopted Pursuant to Section 906
of the Sarbanes-Oxley Act of 2002 (filed herewith)

Code of Ethics/Conflict of Interest Policy For Board of Directors Relating
To Bank Bribery Act Of 1985 (18 U.S.C. #215) As Amended In 1986 on
Form 10-KSB on March 23, 2006.

Code of Ethics & Professional Conduct For All Employees Relating To
Bank Bribery Act Of 1985 (18 U.S.C. #215) As Amended In 1986 on
Form 10-KSB on March 23, 2006.

Code of Ethics for Chief Executive Officer and Senior Financial Officers
Relating To Bank Bribery Act Of 1985 (18 U.S.C. #215) As Amended In
1986 on Form 10-KSB on March 23, 2006.

(b) Response to this item is the same as Item 15(a).

(c) Response to this item is the same as Item 15(a).

(1) Incorporated by Reference
(2) Designates a Management Contract

82



SIGNATURES

In accordance with Section 13 or 15 (d) of the Securities Exchange Act of 1934, the registrant has caused
this report to be signed on our behalf by the undersigned, thereunto duly authorized.

BOTETOURT BANKSHARES, INC.

Date: March 29, 2010 By: /s/ H.WATTS STEGER, III
Name: H. Watts Steger, I1I
Title: Chairman and Chief Executive Officer
By: /s/ MICHELLE A. ALEXANDER
Name: Michelle A. Alexander
Title: Senior Vice President and Chief Financial Officer
By: /s/ _EDGAR K. BAKER
Name: Edgar K. Baker*

Title: Director

By: /s/ _G.LyYN HayTH, III

Name: G. Lyn Hayth, ITI*

Title: Secretary of the Company, President and CEO of Bank of

Botetourt, Director

By: /s/ JoycCE R. KESSINGER

Name: Joyce R. Kessinger*

Title: Director

By: /s/ GERALD A. MARSHALL

Name: Gerald A. Marshall*

Title: Director

By: /s/ _Tommy L. MOORE

Name: Tommy L. Moore*

Title: Director

By: /s/ _D. BRUCE PATTERSON

Name: D. Bruce Patterson*

Title: Director

By: /s/ _F. LINDSEY STINNETT

Name: F. Lindsey Stinnett*

Title: Director

By: /s/ _JoHN B. WILLIAMSON, III

Name: John B. Williamson, ITT*

Title: Director

*By: /s/ _MICHELLE A. ALEXANDER
Michelle A. Alexander

Attorney-In-Fact
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EXHIBIT 31.1

CERTIFICATION OF CHIEF EXECUTIVE OFFICER

I, H. Watts Steger, III, certify that:

1. Ihave reviewed this annual report on Form 10-K of Botetourt Bankshares, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to
state a material fact necessary to make the statements made, in light of the circumstances under which
such statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this
report, fairly present in all material respects the financial condition, results of operations and cash
flows of the registrant as of, and for, the periods presented in this report;

4. The registrant’s other certifying officer and I are responsible for establishing and maintaining
disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and
internal control over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for
the registrant and have:

a) designed such disclosure controls and procedures, or caused such discloshre controls and
procedures to be designed under our supervision, to ensure that material information relating to
the registrant, including its consolidated subsidiaries, is made known to us by others within those
entities, particularly during the period in which this report is being prepared;

b) designed such internal control over financial reporting, or caused such internal control over
financial reporting to be designed under our supervision to provide reasonable assurance regarding
the reliability of financial reporting and the preparation of financial statements for external
purposes in accordance with generally accepted accounting principles;

c) evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in
this report our conclusions about the effectiveness of the disclosure controls and procedures, as of
the end of the period covered by this report based on such evaluation; and

d) disclosed in this report any change in the registrant’s internal control over financial reporting that
occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth quarter in the
case of an annual report) that has materially affected, or is reasonably likely to materially affect,
the registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation of
internal control over financial reporting, to the registrant’s auditors and the audit committee of the
registrant’s board of directors (or persons performing the equivalent functions):

a) all significant deficiencies and material weaknesses in the design or operation of internal control
over financial reporting which are reasonably likely to adversely affect the registrant’s ability to
record, process, summarize and report financial information; and

b) any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal control over financial reporting.

Date: March 29, 2011 By: /s/ H. WATTS STEGER, IIT

H. Watts Steger, ITI
Chief Executive Officer



EXHIBIT 31.2

CERTIFICATION OF CHIEF FINANCIAL OFFICER

I, Michelle A. Alexander, certify that:

1.

I have reviewed this annual report on Form 10-K of Botetourt Bankshares, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to
state a material fact necessary to make the statements made, in light of the circumstances under which
such statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this
report, fairly present in all material respects the financial condition, results of operations and cash
flows of the registrant as of, and for, the periods presented in this report;

4.  The registrant’s other certifying officer and I are responsible for establishing and maintaining
disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and
internal control over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for
the registrant and have:

a) designed such disclosure controls and procedures, or caused such disclosure controls and
procedures to be designed under our supervision, to ensure that material information relating to
the registrant, including its consolidated subsidiaries, is made known to us by others within those
entities, particularly during the period in which this report is being prepared;

b) designed such internal control over financial reporting, or caused such internal control over
financial reporting to be designed under our supervision to provide reasonable assurance regarding
the reliability of financial reporting and the preparation of financial statements for external
purposes in accordance with generally accepted accounting principles;

c) evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in
this report our conclusions about the effectiveness of the disclosure controls and procedures, as of
the end of the period covered by this report based on such evaluation; and

d) disclosed in this report any change in the registrant’s internal control over financial reporting that
occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth quarter in the
case of an annual report) that has materially affected, or is reasonably likely to materially affect,
the registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation of
internal control over financial reporting, to the registrant’s auditors and the audit committee of the
registrant’s board of directors (or persons performing the equivalent functions):

a) all significant deficiencies and material weaknesses in the design or operation of internal control
over financial reporting which are reasonably likely to adversely affect the registrant’s ability to
record, process, summarize and report financial information; and

b) any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal control over financial reporting.

Date: March 29, 2011 By: /s/  MICHELLE A, ALEXANDER

Michelle A. Alexander
Chief Financial Officer



EXHIBIT 32

CERTIFICATION OF CHIEF EXECUTIVE OFFICER AND
CHIEF FINANCIAL OFFICER PURSUANT TO 18 U.S.C. § 1350

In connection with the Annual Report on Form 10-K for the period ended December 31, 2010 (the
“Form 10-K”) of Botetourt Bankshares, Inc. (the “Company”), we, H. Watts Steger, I1I, Chief Executive Officer
and Michelle A. Alexander, Chief Financial Officer of the Company, hereby certify pursuant to 18 U.S.C. §1350,
as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, that, to our knowledge:

(a) the Form 10-K fully complies with the requirements of Section 13(a) or 15(d) of the Securities
Exchange Act of 1934, as amended; and

(b) the information contained in the Form 10-K fairly presents, in all material respects, the financial condition
and results of operations of the Company as of and for the periods presented in the Form 10-K.

By: /s/  H. WATTS STEGER, III Date: March 29, 2011
H. Watts Steger, ITI
Chief Executive Officer
By: /s/  MICHELLE A. ALEXANDER

Michelle A. Alexander
Chief Financial Officer
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Buotolovirt RBantstres, Fine.

H. Watts Steger, 11

G. Lyn Hayth, 1II

Dear Stockholder,

This past year will be remembered as a year filled with unprecedented challenges for Botetourt
Bankshares, Inc., as well as for the entire financial services industry. In 2010, our Company
experienced a third consecutive year of sub-par earnings, mirroring the performance of
the majority of banks since the onset of our nation’s economic downturn. The Company
experienced a net loss for 2010 amounting to $117,417, representing a decrease of 115.31%
from the previous year’s earnings. Net income was adversely impacted primarily due to a
higher provision for loan losses, as the Company has continued to respond to increases in
loan delinquencies, impaired loans and exposure in the real estate development market.
The loan loss provision for 2010 amounted to $4,045,000, compared to $1,790,000 in 2009.
Actual net charge-offs for the year amounted to 1.10% of average total loans, compared to

0.63% of average total loans for the prior year.

As a result of the poor earnings performance experienced in 2010, the quarterly dividend
payment to stockholders was reduced to $0.04 per share, effective with the February 2011
dividend payment. This decision by your Company’s management and board of directors
was both appropriate and prudent, recognizing the need to maintain adequate capital levels,

while at the same time delivering an adequate return on stockholder investment.

Toral assets at year-end 2010 amounted to $309,484,731, an increase of 0.31% above 2009.
Total deposits at December 31, 2010 amounted to $281,047,765, an increase of 0.43% above
the prior year. With sluggish loan demand resulting from the current economic climate, your
Company’s management made a conscious and strategic decision to control the rate of asset
growth during the year. As a result, risk-based capital ratios improved from 2009 levels and

both the bank and the Company remain well-capitalized according to regulatory standards.

During 2010, Congress passed the Dodd-Frank Wall Street Reform and Consumer Protection
Act, representing the most comprehensive financial regulatory reform measures enacted since
the Great Depression. This legislation will result in many additional regulatory burdens being
placed upon all financial institutions, although it also will provide some benefits to most

community banks as well. One of the beneficial provisions of the legislation for community

banks provides for a reform in FDIC deposit insurance coverage and the assessment of fees to all banks, which should ultimately

reduce your Company’s costs in this area.

In July 2010, G. Lyn Hayth, Il was elected by your board of directors to the position of chief executive officer of Bank of

Botetourt, with the previously announced retirement of H. Watts Steger, I1I from active management of the bank. Mr. Hayth

:has been involved in senior management of the bank since 1986, a period of twenty five years, and provides strong management

wity in this transition of leadership of the bank. Mr. Steger will continue as chairman and chlef executive officer of the

mpany and wdl adyxseon'bank activities and concentrate on suategm mat ers of the Company




We anticipate that 2011 will continue to be filled with challenges and economic uncertainty, although we are hopeful that
recent positive trends will lead to a sustained economic recovery. Unemployment rates, although still very high, are showing
signs of improvement. Inflation remains under control. Our Congress faces the monumental task of bringing deficit spending
under control with a still deeply divided legislature. Turmoil is rampant in several countries in the Middle East. Interest rates
continue ro remain at historic low levels. Despite these many challenges facing our nation as well as our industry, your Coinpany’s
management is confident that better days are ahead and that both the Company and the nation will remain resiliéinztf through

this turbulent period.

Your Company’s management team and your board of directors remain committed to “Taking Care of You, the Company S
mission of both professmnally and personally serving our customers, employees stockholders and commumtxes. Thank you for

your,contmued support of Botetourt Bankshares Inc and commumty bankmg



Financial Hits Sury ]

The Financial Highlights Summary is provided to give a concise overview of relevant historical financial data and ratios.
The unaudited data is in thousands of dollars, except per-share data. To fully understand and evaluate Botetourt Bank-
shares, Inc.’s financial condition and its results of operations, one should read the Company’s Form 10-K, which includes
its audited consolidated financial statements, accompanying notes, and management’s discussion and analysis.

Summary of Operations

Interest income
Interest expense

Net interest income
Provision for loan losses
Other income
Other expense
Income taxes

Net income (loss)

Per-Share Data

Basic earnings (loss) per share
Diluted earnings (loss) per share

Cash dividends declared

Book value

Year-end Balance Sheet Summary

Loans, net
Securities

Total assets
Deposits
Stockholders’ equity

Interest-earning assets
Interest-bearing liabilities
Selected Ratios

Return on average assets
Return on average equity

2010 2009 2008 2007 2006
$ 16202 % 16,576 $ 17,735 $ 18,994 $ 16,955
5,163 6,639 7,623 8,073 6,084
11,039 9,937 10,112 10,921 10,871
4,045 1,790 1,885 275 300
1,927 1,984 1,828 1,678 1,794
9,255 9,130 8,400 7,415 7,315
(217) 237 452 1,549 1,573

$ 11 % 764 $ 1,203 $ 3,360 $ 3,477
$ (009 % 0.6l $ 097 $ 2.70 $  2.80
(0.09) 0.61 0.97 2.70 2.80
0.32 0.50 0.84 0.80 0.72
20.69 21.35 20.55 21.28 19.02

$ 257,558  $ 259,999 $ 252,940 $ 235,389 $ 209,541
15,724 16,771 18,519 22,515 26,864
309,485 308,535 294,392 279,632 254,382
281,048 279,840 264,542 248,106 227,229
25,865 26,606 25,592 26,451 23,623

$ 292,849  $ 290,034 $ 275,441 $ 260,415 $ 239,070
248,041 249,133 231,840 217,797 194,802
(0.04)% 0.3% 0.4% 1.2% 1.4%
(0.44)% 3.0% 4.5% 13.5% 15.2%
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Bank of Botetourt Officers

G. Lyn Hayth, 111 Vicky M. Wheeler
President & CEO Senior Vice President

Branch Administration

Michelle A. Alexander
Senior Vice President

Chief Financial Officer

Barbara G. Anderson
Vice President .
Compliance & Training

P. Duaine Fitzgerald
Senior Vice President
Financial Services
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Paul M. Murphy Tammy S. Talbott Deborah W. Plogger
Vice President Assistant Vice President Manager, Rockbridge
Credit Analyst & Bnnch Manager Title Services, LLC

Karen R. Thrasher
Assistant Vice President
& Branch Manager

Stephanie D. Ponton

Garland L. Humphries
artan wmphries Branch Manager.

Vice President
Credit Administration
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Employs

Passing the Torch
H. Watts Steger, III concluded his term as Chairman of the Virginia
Bankers Association. He now serves as its Immediate Past Chairman. Steger,

Chairman and CEQ, of Botetourt Bankshares, Inc. was elected June 22, 2010
at the VBA annual meeting held at The Homestead.

A native of Pulaski, VA, Steger is an alumnus of Hampden-Sydney College.
He is also a graduate of the Virginia Bankers School of Bank Management
at the University of Virginia and the Graduate School of Banking of the
South at Louisiana State University and currently serves as a faculty member

for both programs. Steger began his banking career at Bank of Botetourt in
1971 as a Management Trainee and became Chief Executive Officer in 1976,
- ‘ President in 1984, and Chairman of the Board in 2001. Steger retired as Chief
G. Lyn Hayth, 111 & H. Watts Steger, 111 Executive Officer of Bank of Botetourt in June 2010, but continues serving
as Chairman and CEO of Botetourt Bankshares, Inc. In addition to his work

with the Virginia Bankers Association, Steger has devoted his time to numerous community organizations.

Bank of Botetourt held a “Passing the Torch Reception” on June 23, 2010 at the Buchanan Community House. The
event was a celebration for G. Lyn Hayth, III as he is appointed Chief Executive Officer of Bank of Botetourt, effective
July Ist. H. Watts Steger, 111 was also honored for serving as CEO of Bank of Botetourt since 1976 and for his future
continued service as Chairman & CEO of Botetourt Bankshares, Inc.

G. Lyn Hayth, III was officially named Chief Executive Officer of Bank of Botetourt on July 1, 2010. Mr. Hayth has
been employed by Bank of Botetourt for twenty-four years in numerous capacities, primarily involved in the lending
function for the Bank. Hayth began his banking career with the Farm Credit System prior to his employment with the
Bank. He has been involved in banking associations in the Commonwealth of Virginia, having served as a past director
of the Virginia Association of Community Banks and is a current director of Community Bankers Bank in Richmond,
Virginia. Hayth is a member and director of the Kiwanis Club of Botetourt County and also a past board member of the
Botetourt County Public Schools Education Foundation. He is also a past president of the Botetourt County Chamber of
Commerce. Hayth is a native of the Springwood area of Botetourt County and graduated from James River High School.
Hayth was inducted into the “Knights of Distinction,” honoring James River alumni who have excelled. He received
both a Bachelor of Science degree in Agricultural Economics and a Master of Science degree from Virginia Polytechnic
Institute and State University. He is also a graduate of the Virginia Bankers School of Bank Management at University
of Virginia and the Graduate School of Banking of the South at Louisiana State University.

Bank of Botetourt would like to announce the retirement of head teller, Katherine (Kitty)
B. Bryant from its Eagle Rock Office after 17 vears of service. Bryant worked in the banking
industry for approximately 40 years.

Bryant is a native of Eagle Rock, she attended Eagle Rock High School and graduated from
James River High School. After high school, Bryant began her banking career working for
Eagle Rock Bank, Inc. as a teller under Mr. G.G. Burgess, her father and the bank’s president at
the time. She joined Bank of Botetourt in 1993 along with her two sisters, Pat and Betty, when
the branch was purchased from Dominion Bank. Bryant’s retirement marks the end of an era
for her family, as one or more of their family members have worked in the bank’s Eagle Rock
office for the past 84 years.

In retirement, Bryant hopes to read and spend some time relaxing with her family. She is looking forward to spending some
quality time with both of her sisters, who retired in previous years. Bryant currently resides in Eagle Rock with her husband,
Danny. She also has two children in the area, her sons, Danny Jr. and Keith Bryant.



Eploees

__ Promotions

George E. “Ned” Honts, IV has been has been promoted to the position of Senior Vice
President on July 1, 2010. Honts, a Botetourt native, joined Bank of Botetourt in 1994 after
graduating from Hampden-Sydney College the same year. He graduated from the Virginia
Bankers Association School of Bank Management in 1997. He went on to complete the
Graduate School of Banking program at Louisiana State University in 2004. Honts has
worked in the commercial lending and business banking departments for Bank of Botetourt.
He currently resides in Botetourt with his wife, Stephanie, and his son, Garrett.

Paul M. Murphy has been promoted to Vice President of Loan Processing at Bank of
Botetourt’s Loan Administration office in Troutville. A Roanocke native, Murphy graduated
from Virginia Military Institute in 2002 with a Bachelor of Arts degree in Business &
Economics. Murphy joined Bank of Botetourt in 2002, shortly after his graduation from
VMI. Murphy graduated from the Virginia Bankers School of Bank Management at the
University of Virginia in Charlottesville in 2007. He currently resides in the Roanoke area.

Paul M Murphy

Cynthia H. Bower, Branch Manager at Bank of Botetourt’s Bonsack office, was among the
63 Virginia bankers who graduated August 6, 2010 from the Virginia Bankers School of Bank
Management at the University of Virginia in Charlottesville.

Bower, Branch Manager of Bank of Botetourt’s office in Bonsack, has been promoted to the
position of Assistant Vice President. Bower has been with Bank of Botetourt since 1998 and
has previously held the positions of Teller, Head Teller and Consumer Banker. She began
her banking career in 1983 and had previously worked for Dominion First Union and First
National Bank of Rocky Mount. A native of Roanoke, Bower graduated from William Fleming

Cynthia H. Bower High School. Bower resides in Botetourt County with her husband, Jeff.

On September 1, 2010, Bank of Botetourt announced that Cheryl A. Ward was hired as the
new Branch Manager of the bank’s LakeWatch office in Moneta.

Ward has worked in banking for over 20 years, most recently at StellarOne Bank. Born in
Upstate New York, Ward graduated from Cayuga Community College with an Associate’s
Degree in Retail Business Management. Ward has lived in the Franklin County area for
the past 6 years. She is an Ambassador for the Smith Mountain Lake Regional Chamber of
Commerce and a member of the Smith Mountain Lake Lions Club. Ward currently resides in
Moneta with her husband, Frank.

i |
Cheryl A. Ward



Annual Meeting

The annual meeting of stockholders will be held at 2:30 p.m. on Wednesday, May 18, 2011, at the Buchanan Theatre, Main

Street, Buchanan, Virginia.

Requests for Information

Requests for information should be directed to Mr. H. Watts Steger, 111 at Botetourt Bankshares, Inc., Post Office Box 339,

Buchanan, Virginia, 24066; telephone (540) 591-5000.

Independent Auditors

Elliott Davis, LLC
Certified Public Accountants
Post Office Box 760
Galax, Virginia 24333

Federal Deposit Insurance Corporation

Stock Transfer Agent

Registrar and Transfer Company

10 Commerce Drive

Cranford, New Jersey 07016

The Bank is a member of the FDIC. This statement has not been reviewed, or confirmed for accuracy or relevance, by the

Federal Deposit Insurance Corporation.

Buchanan Office
19747 Main Street - Buchanan
(540) 254-1721

Daleville Office
670 Roanoke Road - Daleville
(540) 992-4771

Eagle Rock Office
58 Railroad Avenue - Eagle Rock
(540) 884-2265

Troutville Office
5462 Lee Highway - Troutville
(540) 966-3850

Bonsack Office
3801 Challenger Avenue - Roanoke
(540) 777-2265

Lexington Office
65 East Midland Trail - Lexington
(540) 463-7224

LakeWatch Office
51 Firstwatch Drive - Moneta
(540) 719-1880

Banking Offices

Loan Administration Center
21 Stoney Battery Road - Troutville
(540) 966-3850

Peters Creek Office
3130 Peters Creek Road - Roanoke
(540) 777-2010

Fairfield Office
5905 North Lee Highway - Fairfield
(540) 377-5270

Investment Securities
5462 Lee Highway - Troutville
(540) 473-1224

Mortgage Centers
(540) 591-5000 - (540) 966-5626
(540) 463-5626

Operations Center
19800 Main Street - Buchanan
(540) 473-1173

Natural Bridge Office

9 Lloyd Tolley Road - Natural Bridge Station

(540) 291-1881

www.bankofbotetourt.com
info@bankofbotetourt.com
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