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Commission file number 001-35296
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Ohio 34-1371693
(State or other jurisdiction of (LR.S. Employer
incorporation or organization) Identification No.)
20 South Broad Street, Canfield, Ohio 44406
(Address of principal executive offices) (Zip Code)

Registrant s telephone number, including area code: 330-533-3341

Securities registered pursuant to Section 12(b) of the Act:

Title of each class Name of each exchange on which registered
Common Shares, no par value The NASDAQ Stock Market LL.C
Securities registered pursuant to Section 12(g) of the Act:

None

(Title of Class)

Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities Act. Yes © No x
Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the Act. Yes © No x

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

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

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained herein, and will not be contained, to the best of
registrant s knowledge, in definitive proxy or information statements incorporated by reference in Part III of this Form 10-K or any amendment to this Form
10-K. x

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer, or a smaller reporting company. See the
definition of large accelerated filer, accelerated filer and smaller reporting company in Rule 12b-2 of the Exchange Act. (Check one):

Large accelerated filer - Accelerated filer X
Non-accelerated filer “ (Do not check if a smaller reporting company) Smaller reporting company

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). Yes © No x

As of June 30, 2012, the estimated aggregate market value of the registrant s common shares, no par value (the only common equity of the registrant), held by
non-affiliates of the registrant was approximately $117.1 million based upon the last sales price as of June 30, 2012 reported on NASDAQ. (The exclusion from
such amount of the market value of the common shares owned by any person shall not be deemed an admission by the registrant that such person is an affiliate of
the registrant).

As of March 8, 2013, the registrant had outstanding 18,795,048 common shares, no par value.
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PARTI
Item 1. Business.
General
Farmers National Banc Corp.

Farmers National Banc Corp. (the Company, Farmers, we, our or us ),isa one-bank holding company organized in 1983 under the laws of tt
State of Ohio and registered under the Bank Holding Company Act of 1956, as amended (the BHCA ). The Company operates principally

through its wholly-owned subsidiaries, The Farmers National Bank of Canfield (the Bank or Farmers Bank ) and Farmers Trust Company ( Trust

or Farmers Trust ). Farmers National Insurance, LLC ( Insurance or Farmers Insurance ) is a wholly-owned subsidiary of the Bank. The Company
and its subsidiaries operate in the domestic banking, trust, insurance and financial management industries.

The Company s principal business consists of owning and supervising its subsidiaries. Although Farmers directs the overall policies of its
subsidiaries, including lending practices and financial resources, most day-to-day affairs are managed by their respective officers. Farmers and
its subsidiaries had 335 full-time equivalent employees at December 31, 2012.

The Company s principal executive offices are located at 20 South Broad Street, Canfield, Ohio 44406, and its telephone number is

(330) 533-3341. Farmers common shares, no par value, are listed on the NASDAQ Capital Market (the NASDAQ ) under the symbol FMNB.
Farmers business activities are managed and financial performance is primarily aggregated and reported in two lines of business, the bank
segment and the trust segment. For a discussion of Farmers financial performance for the fiscal year ended December 31, 2012, see the
Consolidated Financial Statements and Notes to the Consolidated Financial Statements found in Item 8 of this Annual Report on Form 10-K.

The Farmers National Bank of Canfield

The Bank is a full-service national banking association engaged in commercial and retail banking in Mahoning, Trumbull, Columbiana and
Stark Counties in Ohio. The Bank s commercial and retail banking services include checking accounts, savings accounts, time deposit accounts,
commercial, mortgage and installment loans, home equity loans, home equity lines of credit, night depository, safe deposit boxes, money orders,
bank checks, automated teller machines, internet banking, travel cards, E Bond transactions, utility bill payments, MasterCard and Visa credit
cards, brokerage services and other miscellaneous services normally offered by commercial banks.

A discussion of the general development of the Bank s business and information regarding its financial performance throughout 2012, is
discussed in Item 7. Management Discussion and Analysis of Financial Condition and Results of Operations of this Annual Report on Form
10-K.

The Bank faces significant competition in offering financial services to customers. Ohio has a high density of financial services providers, many
of which are significantly larger institutions that have greater financial resources than the Bank, and all of which are competitors to varying
degrees. Competition for loans comes principally from savings banks, savings and loan associations, commercial banks, mortgage banking
companies, credit unions, insurance companies and other financial service companies. The most direct competition for deposits has historically
come from savings and loan associations, savings banks, commercial banks and credit unions. Additional competition for deposits comes from
non-depository competitors such as the mutual fund industry, securities and brokerage firms and insurance companies.
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Farmers Trust Company

During 2009, the Company acquired 100% of the capital stock of Butler Wick Trust Company, a wholly-owned subsidiary of Butler Wick
Corporation for approximately $12.1 million and renamed the entity Farmers Trust Company. Farmers Trust offers a full complement of
personal and corporate trust services in the areas of estate settlement, trust administration and employee benefit plans. Farmers Trust operates
two offices located in Boardman and Warren, Ohio.

Farmers National Insurance, LLC

Farmers Insurance was formed during 2009 and offers a variety of insurance products through licensed representatives. Farmers Insurance is a
subsidiary of Farmers Bank and does not account for a material portion of the revenue and, therefore, will not be discussed individually, but as
part of the Bank.

Investor Relations

The Company maintains an Internet site at http://www.farmersbankgroup.com, which contains an Investor Relations section that provides access

to the Company s filings with the Securities and Exchange Commission (the Commission ) Farmers makes available free of charge on or through
its website the Company s annual reports on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K and amendments to such
documents filed or furnished pursuant to the Securities Exchange Act of 1934, as amended (the Exchange Act ) as soon as reasonably practicable
after the Company has filed these documents with the Commission. In addition, the Company s filings with the Commission may be read and
copied at the Commission s Public Reference Room at 100 F Street, NE, Washington, DC 20549. Information on the operation of the Public
Reference Room may be obtained by calling 1-800-SEC-0330. These filings are also available on the Commission s web-site at
http://www.sec.gov free of charge as soon as reasonably practicable after the Company has filed the above referenced reports.

Supervision and Regulation
Introduction

The Company and its subsidiaries are subject to extensive regulation by federal and state regulatory agencies. The regulation of bank holding
companies and their subsidiaries is intended primarily for the protection of consumers, depositors, borrowers, the Deposit Insurance Fund and
the banking system as a whole and not for the protection of shareholders. This intensive regulatory environment, among other things, may
restrict the Company s ability to diversify into certain areas of financial services, acquire depository institutions in certain markets or pay
dividends on its common shares. It also may require the Company to provide financial support to its banking and other subsidiaries, maintain
capital balances in excess of those desired by management and pay higher deposit insurance premiums as a result of the deterioration in the
financial condition of depository institutions in general.

Significant aspects of the laws and regulations that have, or could have, a material impact on Farmers and its subsidiaries are described below.
These descriptions are qualified in their entirety by reference to the full text of the applicable statutes, legislation, regulations and policies, as
they may be amended or revised by the U.S. Congress or state legislatures and federal or state regulatory agencies, as the case may be. Changes
in these statutes, legislation, regulations and policies may have a material adverse effect on the Company and its business, financial condition or
results of operations.
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Bank Holding Company. As a bank holding company, Farmers is subject to regulation under the BHCA and to inspection, examination and
supervision by the Board of Governors of the Federal Reserve System (the Federal Reserve Board ). The Federal Reserve Board has extensive
enforcement authority over bank holding companies and may initiate enforcement actions for violations of laws and regulations and unsafe or
unsound practices. The Federal Reserve Board may assess civil money penalties, issue cease and desist or removal orders and may require that a
bank holding company divest subsidiaries, including subsidiary banks. Farmers is also required to file reports and other information with the
Federal Reserve Board regarding its business operations and those of its subsidiaries.

Subsidiary Bank. The Bank is subject to regulation and examination primarily by the Office of the Comptroller of the Currency (the OCC ) and
secondarily by the Federal Deposit Insurance Corporation (the FDIC ). OCC regulations govern permissible activities, capital requirements,
dividend limitations, investments, loans and other matters. The OCC has extensive enforcement authority over Farmers Bank and may impose
sanctions on Farmers Bank and, under certain circumstances, may place Farmers Bank into receivership.

Farmers Bank is also subject to certain restrictions imposed by the Federal Reserve Act and Federal Reserve Board regulations regarding such
matters as the maintenance of reserves against deposits, extensions of credit to Farmers or any of its subsidiaries, investments in the stock or
other securities of Farmers or its subsidiaries and the taking of such stock or securities as collateral for loans to any borrower.

Non-Banking Subsidiaries. Farmers non-banking subsidiaries are also subject to regulation by the Federal Reserve Board and other applicable
federal and state agencies. In particular, Farmers National Insurance is subject to regulation by the Ohio Department of Insurance, which
requires, amongst other things, the education and licensing of agencies and individual agents and imposes business conduct rules.

Securities and Exchange Commission and The NASDAQ Stock Market LLC. The Company is also under the regulation and supervision of the
Commission and certain state securities commissions for matters relating to the offering and sale of its securities. The Company is subject to
disclosure and regulatory requirements of the Securities Act of 1933, as amended (the Securities Act ), and the Exchange Act, and the regulations
promulgated there under. Farmers common shares are listed on the NASDAQ under the symbol FMNB and the Company is subject to the rules
for NASDAQ listed companies.

Federal Home Loan Bank. Farmers Bank is a member of the Federal Home Loan Bank of Cincinnati (the FHLB ), which provides credit to its
members in the form of advances. As a member of the FHLB, the Bank must maintain an investment in the capital stock of the FHLB in a
specified amount. Upon the origination or renewal of a loan or advance, the FHLB is required by law to obtain and maintain a security interest in
certain types of collateral. The FHLB is required to establish standards of community investment or service that its members must maintain for
continued access to long-term advances from the FHLB. The standards take into account a member s performance under the Community
Reinvestment Act of 1977 (the CRA ) and its record of lending to first-time home buyers.

The Federal Deposit Insurance Corporation. The FDIC is an independent federal agency that insures the deposits, up to prescribed statutory
limits, of federally-insured banks and savings associations and safeguards the safety and soundness of the financial institution industry. The
Bank s deposits are insured up to applicable limits by the Deposit Insurance Fund of the FDIC and subject to deposit insurance assessments to
maintain the Deposit Insurance Fund.

The FDIC may terminate insurance coverage upon a finding that an insured depository institution has engaged in unsafe or unsound practices, is
in an unsafe or unsound condition, or has violated any applicable law, regulation, rule, order or condition enacted or imposed by the institution s
regulatory agency.
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Federal regulators continue to implement many provisions of the Dodd-Frank Act, which was signed into law by President Obama on July 21,
2010. The Dodd-Frank Act created many new restrictions and an expanded framework of regulatory oversight for financial institutions,
including depository institutions. Many provisions of the Dodd-Frank Act still have not been implemented and will require interpretation and
rule making by federal regulators, including banking regulators and the Securities and Exchange Commission. In addition, the Consumer
Financial Protection Bureau has only recently begun to implement its authority, and there is significant uncertainty as to how its regulations and
other authority will affect the Company s business. Farmers continues to closely monitor all relevant sections of the Dodd-Frank Act to ensure
continued compliance with these regulatory requirements. The following discussion summarizes significant aspects of the Dodd-Frank Act that
have and may continue to affect Farmers and Farmers Bank:

the Consumer Financial Protection Bureau has been established and empowered to exercise broad regulatory, supervisory and
enforcement authority with respect to both new and existing consumer financial protection laws;

the Dodd-Frank Act restricts the preemption of state law by federal law and disallows subsidiaries and affiliates of national banks
from availing themselves of such preemption;

the deposit insurance assessment base for federal deposit insurance has been expanded from domestic deposits to average assets
minus average tangible equity;

the Dodd-Frank Act instructs appropriate federal banking agencies to make the capital requirements for banks and savings and loan
holding companies and insured depository institutions countercyclical so that the amount of capital required to be maintained
increases in times of economic expansion and decreases in times of economic contraction, consistent with safety and soundness;

the prohibition on the payment of interest on demand deposits has been repealed, effective July 21, 2011, thereby permitting
depository institutions to pay interest on business transaction and other accounts;

the standard maximum amount of deposit insurance per customer has been permanently increased to $250,000 and
non-interest-bearing transaction accounts had unlimited deposit insurance through January 1, 2013;

bank holding companies, such as Farmers, are required to be well capitalized and well managed and must continue to be both well
capitalized and well managed in order to acquire banks located outside their home state;

the Dodd-Frank Act extended the application to most bank holding companies of the same leverage and risk-based capital
requirements that apply to insured depository institutions, which, among other things, will disallow treatment of trust preferred
securities as Tier 1 capital under certain circumstances;

new corporate governance requirements, which are generally applicable to most larger public companies, now require new
compensation practices, including, but not limited to, providing shareholders the opportunity to cast a non-binding vote on executive
compensation, to consider the independence of compensation advisors and new executive compensation disclosure requirements;
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the Dodd-Frank Act amended the Electronic Fund Transfer Act to, among other things, give the Federal Reserve Board the authority
to establish rules regarding interchange fees charged for electronic debit transactions by payment card issuers having assets over $10
billion and to enforce a new statutory requirement that such fees be reasonable and proportional to the actual cost of a transaction to

the issuer; and

the authority of the Federal Reserve Board to examine bank holding companies and their non-bank subsidiaries was expanded.
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Many aspects of the Dodd-Frank Act are still subject to rulemaking and will take effect over several years, making it difficult to anticipate the
overall financial impact on Farmers, its customers or the financial services industry more generally.

Bank Holding Company Regulation

As a bank holding company, Farmers activities are subject to extensive regulation by the Federal Reserve Board under the BHCA. Generally, the
BHCA limits the business of bank holding companies to banking, managing or controlling banks and other activities that the Federal Reserve
Board has determined to be closely related to banking as to be a proper incident thereto. Under Federal Reserve Board policy, a bank holding
company is expected to serve as a source of financial and managerial strength to each subsidiary bank and to commit resources to support those
subsidiary banks. Under this policy, the Federal Reserve Board may require a bank holding company to contribute additional capital to an
undercapitalized subsidiary bank and may disapprove of the payment of dividends to the holding company s shareholders if the Federal Reserve
Board believes the payment of such dividends would be an unsafe or unsound practice. The Dodd-Frank Act codified this policy as a statutory
requirement.

The BHCA requires prior approval by the Federal Reserve Board for a bank holding company to directly or indirectly acquire more than a 5.0%
voting interest in any bank or its parent holding company. Factors taken into consideration in making such a determination include the effect of
the acquisition on competition, the public benefits expected to be received from the acquisition, the projected capital ratios and levels on a
post-acquisition basis, and the acquiring institution s record of addressing the credit needs of the communities it serves.

The BHCA also governs interstate banking and restricts Farmers nonbanking activities to those determined by the Federal Reserve Board to be
financial in nature, or incidental or complementary to such financial activity, without regard to territorial restrictions. Transactions among the
Bank and its affiliates are also subject to certain limitations and restrictions of the Federal Reserve Board, as described more fully under the
caption Dividends and Transactions with Affiliates In this Item 1.

The Gramm-Leach-Bliley Act of 1999 permits a qualifying bank holding company to elect to become a financial holding company and thereby
affiliate with securities firms and insurance companies and engage in other activities that are financial in nature and not otherwise permissible
for a bank holding company. Farmers has not elected to seek financial holding company status.

Regulation of Nationally-Chartered Banks

As a national banking association, Farmers Bank is subject to regulation under the National Banking Act and is periodically examined by the
OCC. OCC regulations govern permissible activities, capital requirements, dividend limitations, investments, loans and other matters.
Furthermore, Farmers Bank is subject, as a member bank, to certain rules and regulations of the Federal Reserve Board, many of which restrict
activities and prescribe documentation to protect consumers. Under the Bank Merger Act, the prior approval of the OCC is required for a
national bank to merge with, or purchase the assets or assume the deposits of, another bank. In reviewing applications to approve merger and
other acquisition transactions, the OCC and other bank regulatory authorities may include among their considerations the competitive effect and
public benefits of the transactions, the capital position of the combined organization, the applicant s performance under the CRA, and fair
housing laws, and the effectiveness of the entities in restricting money laundering activities. In addition, the establishment of branches by
Farmers Bank is subject to the prior approval of the OCC. The OCC has the authority to impose sanctions on the Bank and, under certain
circumstances, may place Farmers Bank into receivership.

The Bank is also an insured institution as a member of the Deposit Insurance Fund. As a result, it is subject to regulation and deposit insurance
assessments by the FDIC.
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Dividends and Transactions with Affiliates

The Company is a legal entity separate and distinct from the Bank and its other subsidiaries. The Company s principal source of funds to pay
dividends on its common shares and service its debt is dividends from Farmers Bank and its other subsidiaries. Various federal and state
statutory provisions and regulations limit the amount of dividends that Farmers Bank may pay to Farmers without regulatory approval. Farmers
Bank generally may not, without prior regulatory approval, pay a dividend in an amount greater than its undivided profits after deducting
statutory bad debt in excess of the bank s allowance for loan losses. In addition, prior approval of the OCC is required for the payment of a
dividend if the total of all dividends declared in a calendar year would exceed the total of Farmers Bank s net income for the year combined with
its retained net income for the two preceding years.

In addition, Farmers and Farmers Bank are subject to other regulatory policies and requirements relating to the payment of dividends, including
requirements to maintain adequate capital above regulatory minimums. The federal banking agencies are authorized to determine under certain
circumstances that the payment of dividends would be an unsafe or unsound practice and to prohibit payment thereof. The federal banking
agencies have stated that paying dividends that deplete a bank s capital base to an inadequate level would be an unsafe and unsound banking
practice and that banking organizations should generally pay dividends only out of current operating earnings. In addition, in the current
financial and economic environment, the Federal Reserve Board has indicated that bank holding companies should carefully review their
dividend policy and has discouraged payment ratios that are at maximum allowable levels, unless both asset quality and capital are very strong.
Thus, the ability of Farmers to pay dividends in the future is currently influenced, and could be further influenced, by bank regulatory policies
and capital guidelines.

The Bank is subject to restrictions under federal law that limit the transfer of funds or other items of value to the Company and its nonbanking
subsidiaries and affiliates, whether in the form of loans and other extensions of credit, investments and asset purchases, or other transactions
involving the transfer of value from a subsidiary to an affiliate or for the benefit of an affiliate. These regulations limit the types and amounts of
transactions (including loans due and extensions of credit) that may take place and generally require those transactions to be on an arm s-length
basis. In general, these regulations require that any covered transaction by Farmers Bank with an affiliate must be secured by designated
amounts of specified collateral and must be limited, as to any one of Farmers or its non-bank subsidiaries, to 10% of Farmers Bank s capital stock
and surplus, and, as to Farmers and all such non-bank subsidiaries in the aggregate, to 20% of Farmers Bank s capital stock and surplus. The
Dodd-Frank Act significantly expanded the coverage and scope of the limitations on affiliate transactions within a banking organization
including, for example, the requirement that the 10% of capital limit on covered transactions apply to financial subsidiaries. Covered
transactions are defined by statute to include a loan or extension of credit, as well as a purchase of securities issued by an affiliate, a purchase of
assets (unless otherwise exempted by the Federal Reserve Board) from the affiliate, certain derivative transactions that create a credit exposure

to an affiliate, the acceptance of securities issued by the affiliate as collateral for a loan, and the issuance of a guarantee, acceptance or letter of
credit on behalf of an affiliate.

Capital loans from the Company to the Bank are subordinate in right of payment to deposits and certain other indebtedness of the Bank. In the
event of Farmers bankruptcy, any commitment by Farmers to a federal bank regulatory agency to maintain the capital of Farmers Bank will be
assumed by the bankruptcy trustee and entitled to a priority of payment.

The Federal Deposit Insurance Act of 1950, as amended, provides that, in the event of the liquidation or other resolution of an insured depository
institution such as the Bank, the insured and uninsured depositors, along with the FDIC, will have priority in payment ahead of unsecured,
nondeposit creditors, including the Company, with respect to any extensions of credit they have made to such insured depository institution.
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Both Farmers and Farmers Bank are subject to risk-based capital requirements imposed by their respective primary federal banking regulator.
These capital guidelines are based on the International Convergence of Capital Measurement and Capital Standards (Basel I), published by the
Basel Committee on Banking Supervision (the Basel Committee ) in 1988. The guidelines provide a systematic analytical framework for
evaluating capital levels and make regulatory capital requirements sensitive to differences in risk profiles among banking organizations, takes
off-balance sheet exposures expressly into account in evaluating capital adequacy and minimizes disincentives to holding liquid, low-risk assets.
Capital levels as measured by these standards are also used to categorize financial institutions for purposes of certain prompt corrective action
regulatory provisions.

Under the guidelines, the minimum ratio of total capital to risk-weighted assets (including certain off-balance sheet items such as standby letters
of credit) is 8.0%. At least half of the minimum total risk-based capital ratio (4.0%) must be composed of Tier 1 capital, which consists of:

(i) common shareholders equity; (ii) minority interests in certain equity accounts of consolidated subsidiaries; and (iii) a limited amount of
qualifying preferred stock and qualified trust preferred securities (although the Tier 1 capital treatment of trust preferred securities will be phased
out under the Dodd-Frank Act in certain circumstances), less goodwill and certain other intangible assets, including unrealized net gains and
losses, after applicable taxes, on available-for-sale securities carried at fair value. The remainder of total risk-based capital ( Tier 2 risk-based
capital) may consist of certain amounts of hybrid capital instruments, mandatory convertible debt, subordinated debt, preferred stock not
qualifying as Tier 1 capital, loan and lease loss allowance and net unrealized gains on certain available-for-sale equity securities, all subject to
limitations established by the guidelines.

Under the guidelines, capital is compared to the relative risk on Farmers and Farmers Bank s balance sheet. To derive the risk included in the
balance sheet, one of four risk weights (0.0%, 20.0%, 50.0% and 100.0%) is applied to different balance sheet and off-balance sheet assets,
primarily based on the relative credit risk of the counterparty. The capital amounts and classifications are also subject to qualitative judgments
by the regulators about components, risk weightings and other factors.

The Federal Reserve Board has also established minimum leverage ratio guidelines for bank holding companies. The Federal Reserve Board
guidelines provide for a minimum ratio of Tier 1 capital to average assets (excluding the loan and lease loss allowance, goodwill and certain
other intangibles), or leverage ratio, of 3.0% for bank holding companies that meet certain criteria, including having the highest regulatory
rating, and 4.0% for all other bank holding companies. The guidelines further provide that bank holding companies experiencing growth through
acquisitions or otherwise, or under other warranted circumstances, will be expected to maintain strong capital positions substantially above the
minimum supervisory levels without significant reliance on intangible assets. The OCC and the FDIC have each also adopted minimum leverage
ratio guidelines for national banks and for state non-member banks, respectively.

The Federal Reserve Board s review of certain bank holding company transactions is affected by whether the applying bank holding company is

well-capitalized. To be deemed well-capitalized, the bank holding company must have a Tier 1 risk-based capital ratio of at least 6.0%, a
leverage ratio of at least 5.0%, and a total risk-based capital ratio of at least 10.0%, and must not be subject to any written agreement, order,
capital directive or prompt corrective action directive issued by the Federal Reserve Board to meet and maintain a specific capital level for any
capital measure.
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In 2004, the Basel Committee published a new, more risk-sensitive capital adequacy framework (Basel II) for large, internationally active
banking organizations. In December 2007, the federal banking agencies issued final rules making the implementation of certain parts of Basel 11
mandatory for any bank that has consolidated total assets of at least $250 billion (excluding certain assets) or has consolidated on-balance sheet
foreign exposure of at least $10 billion, and making it voluntary for other banks. The Dodd-Frank Act requires the Federal Reserve Board, the
OCC and the FDIC to adopt regulations imposing minimum Basel [-based capital requirements in cases where the Basel 1I-based capital
requirements and any changes in capital regulations resulting from Basel III (discussed below) otherwise would permit lower requirements. In
June 2011, the federal banking agencies adopted a rule applicable to only large, internationally active banks requiring their risk-based capital to
meet the higher of the minimum requirements under Basel III or under the risk-based capital rules generally applicable to United States banks.

In December 2010 and January 2011, the Basel Committee released a final framework for strengthening international capital and liquidity
regulation (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.

The Basel 111 final capital framework, among other things, (i) introduces as a new capital measure of Common Equity Tier 1 ( CET1 ),

(ii) specifies that Tier 1 capital consist of CET1 and Additional Tier 1 capital instruments meeting specified requirements, (iii) defines CET1
narrowly by requiring that most adjustments to regulatory capital measures be made to CET1 and not to the other components of capital, and
(iv) expands the scope of the adjustments as compared to existing regulations.

When fully phased in on January 1, 2019, Basel III will require banks to maintain: (i) as a newly adopted international standard, a minimum

ratio of CET1 to risk-weighted assets of 4.5%, plus a 2.5% capital conservation buffer (which is added to the 4.5% CET1 ratio as that buffer is
phased in, which will effectively result in a minimum ratio of CET1 to risk-weighted assets of 7.0%); (ii) a minimum ratio of Tier 1 capital to
risk-weighted assets of 6.0%, plus the capital conservation buffer (which is added to the 6.0% Tier 1 capital ratio as that buffer is phased in,
effectively resulting in a minimum Tier 1 capital ratio of 8.5% on full implementation); (iii) a minimum ratio of Total (Tier 1 plus Tier 2) capital
to risk-weighted assets of at least 8.0%, plus the capital conservation buffer (which is added to the 8.0% total capital ratio as that buffer is phased
in, effectively resulting in a minimum total capital ratio of 10.5% upon full implementation); and (iv) as a newly adopted international standard,
a minimum leverage ratio of 3.0%, calculated as the ratio of Tier 1 capital to balance sheet exposures plus certain off-balance sheet exposures
(computed as the average for each quarter of the month-end ratios for the quarter).

Basel III also provides for a countercyclical capital buffer, generally imposed when federal banking agencies determine that excess aggregate
credit growth becomes associated with a buildup of systemic risk, that would be in addition to the capital conservation buffer in the range of
0.0% to 2.5% when fully implemented, potentially resulting in total buffers of 2.5% to 5.0%. The countercyclical capital conservation buffer is
designed to absorb losses during periods of economic stress. Banking institutions with a ratio of CET1 to risk-weighted assets above the
minimum, but below the conservation buffer (or below the combined capital conservation buffer and countercyclical capital buffer, when
applicable) will have constraints imposed on their dividends, equity repurchases and compensation, based on the amount of the shortfall.

The implementation of the Basel III capital framework was scheduled to commence on January 1, 2013, but has since been delayed. Banking
institutions will be required to maintain 3.5% CET]1 to risk weighted assets, 4.5% Tier 1 capital to risk weighted assets and 8.0% total capital to
risk-weighted assets.
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The Basel 111 final framework provides for a number of new deductions from and adjustments to CET1, including the deduction of mortgage
servicing rights, deferred tax assets dependent upon future taxable income and significant investments in non-consolidated financial entities if
any one such category exceeds 10.0% of CET]1 or if all such categories in the aggregate exceed 15.0% of CET1.

Implementation of the deductions and other adjustments to CET1 will be phased-in on a pro-rata basis over a five-year period beginning on
January 1, 2014. Implementation of the capital conservation buffer will begin on January 1, 2016 at 0.625% and be phased in over a four-year
period (increasing each subsequent January 1 by the same amount until it reaches 2.50% on January 1, 2019).

The timing for the federal banking agencies publication of proposed rules to implement the Basel III capital framework and the implementation
schedule is uncertain. However, it is anticipated that rules implementing Basel III will be proposed for comment in mid-2012.

Notwithstanding its release of the Basel III framework as a final framework, the Basel Committee is considering further amendments to Basel
I, including imposition of additional capital surcharges on globally systemically important financial institutions. In addition to Basel III, the
Dodd-Frank Act requires or permits federal banking agencies to adopt regulations affecting capital requirements in a number of respects,
including potentially more stringent capital requirements for systemically important financial institutions. Accordingly, the regulations
ultimately applicable to the Company may differ substantially from the currently published final Basel III framework. Requirements of higher
capital levels or higher levels of liquid assets could adversely impact the Company s net income and return on equity.

Prompt Corrective Action

The federal banking agencies have established a system of prompt corrective action to resolve certain of the problems of undercapitalized
institutions. This system is based on five capital level categories for insured depository institutions: well capitalized, adequately capitalized,
undercapitalized,  significantly undercapitalized, and critically undercapitalized.

The federal banking agencies may (or in some cases must) take certain supervisory actions depending upon a bank s capital level. For example,
the banking agencies must appoint a receiver or conservator for a bank within 90 days after it becomes critically undercapitalized unless the
bank s primary regulator determines, with the concurrence of the FDIC, that other action would better achieve regulatory purposes. Banking
operations otherwise may be significantly affected depending on a bank s capital category. For example, a bank that is not well capitalized
generally is prohibited from accepting brokered deposits and offering interest rates on deposits higher than the prevailing rate in its market, and
the holding company of any undercapitalized depository institution must guarantee, in part, specific aspects of the bank s capital plan for the plan
to be acceptable.

Federal law permits the OCC to order the pro rata assessment of shareholders of a national bank whose capital stock has become impaired, by
losses or otherwise, to relieve a deficiency in such national bank s capital stock. This statute also provides for the enforcement of any such pro
rata assessment of shareholders of such national bank to cover such impairment of capital stock by sale, to the extent necessary, of the capital
stock owned by any assessed shareholder failing to pay the assessment. As the sole shareholder of Farmers Bank, the Company is subject to such
provisions.

Deposit Insurance

Substantially all of the deposits of the Bank are insured up to applicable limits by the Deposit Insurance Fund of the FDIC, and Farmers Bank is
assessed deposit insurance premiums to maintain the Deposit Insurance Fund. Insurance premiums for each insured institution are determined
based upon the institution s capital level and supervisory rating provided to the FDIC by the institution s primary federal regulator and other
information
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deemed by the FDIC to be relevant to the risk posed to the Deposit Insurance Fund by the institution. The assessment rate is then applied to the
amount of the institution s deposits to determine the institution s insurance premium.

On February 7, 2011, the FDIC approved a final rule that changed the deposit insurance assessment base, as required by the Dodd-Frank Act. As
adopted, the final rule changed the deposit insurance assessment base from domestic deposits to average assets minus average tangible equity. In
addition, the final rule also adopted a new large-bank pricing assessment scheme and established a target size for the Deposit Insurance Fund.
Specifically, the final rule set a target size for the Deposit Insurance Fund at 2 percent of insured deposits and implements a lower assessment
rate schedule when the fund reaches 1.15 percent and, in lieu of dividends, provides for a lower rate schedule when the reserve ratio reaches 2
percent and 2.5 percent. The final rule also created a scorecard-based assessment system for banks with more than $10 billion in assets. The final
rule went into effect beginning with the second quarter of 2011.

As insurer, the FDIC is authorized to conduct examinations of and to require reporting by federally-insured institutions. It also may prohibit any
federally-insured institution from engaging in any activity the FDIC determines by regulation or order to pose a serious threat to the Deposit
Insurance Fund. The FDIC also has the authority to take enforcement actions against insured institutions. Insurance of deposits may be
terminated by the FDIC upon a finding that the institution has engaged or is engaging in unsafe and unsound practices, is in an unsafe or
unsound condition to continue operations or has violated any applicable law, regulation, rule, order or condition imposed by the FDIC or written
agreement entered into with the FDIC. The management of the Bank does not know of any practice, condition or violation that might lead to
termination of deposit insurance.

Fiscal and Monetary Policies

The Company s business and earnings are affected significantly by the fiscal and monetary policies of the federal government and its agencies.
The Company is particularly affected by the policies of the Federal Reserve Board, which regulates the supply of money and credit in the United
States in order to influence general economic conditions, primarily through open market operations in U.S. government securities, changes in the
discount rate on bank borrowings and changes in the reserve requirements against depository institutions deposits. These policies and regulations
significantly affect the overall growth and distribution of loans, investments and deposits, as well as interest rates charged on loans and paid on
deposits.

The monetary policies of the Federal Reserve board have had a significant effect on operations and results of financial institutions in the past and
are expected to have significant effects in the future. In view of the changing conditions in the economy, the money markets and activities of
monetary and fiscal authorities, Farmers can make no predictions as to future changes in interest rates, credit availability or deposit levels.

Community Reinvestment Act

The CRA requires depository institutions to assist in meeting the credit needs of their market areas consistent with safe and sound banking

practice. Under the CRA, each depository institution is required to help meet the credit needs of its market areas by, among other things,

providing credit to low- and moderate-income individuals and communities. Depository institutions are periodically examined for compliance

with the CRA and are assigned ratings. In order for a bank holding company to commence any new activity permitted by the BHCA, or to

acquire any company engaged in any new activity permitted by the BHCA, each insured depository institution subsidiary of the bank holding
company must have received a rating of at least satisfactory in its most recent examination under the CRA. Furthermore, banking regulators take
into account CRA ratings when considering approval of a proposed transaction. Farmers received a rating of satisfactory in its most recent CRA
examination.
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Customer Privacy

Farmers Bank is subject to regulations limiting the ability of 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 customers to
prevent disclosure of certain personal information to a nonaffiliated third party. These regulations affect how consumer information is
transmitted and conveyed to outside vendors.

Anti-Money Laundering and the USA Patriot Act

The Uniting and Strengthening of America by Providing Appropriate Tools Required to Intercept and Obstruct Terrorism Act of 2001 (the USA
Patriot Act ) and its related regulations require insured depository institutions, broker-dealers and certain other financial institutions to have
policies, procedures, and controls to detect, prevent, and report money laundering and terrorist financing. The USA Patriot Act and its
regulations also provide for information sharing, subject to conditions, between federal law enforcement agencies and financial institutions, as
well as among financial institutions, for counter-terrorism purposes. Failure of a financial institution to maintain and implement adequate
programs to combat money laundering and terrorist financing, or to comply with all of the relevant laws or regulations, could have serious legal
and reputational consequences for the institution. In addition, federal banking agencies are required, when reviewing bank holding company
acquisition and bank merger applications, to take into account the effectiveness of the anti-money laundering policies, procedures and controls

of the applicants.

Corporate Governance

The Sarbanes-Oxley Act of 2002 effected broad reforms to areas of corporate governance and financial reporting for public companies under the
jurisdiction of the Commission. The Company s corporate governance policies include an Audit Committee Charter, a Compensation Committee
Charter, Corporate Governance and Nominating Committee Charter, and Code of Business Conduct and Ethics. The Board of Directors reviews
the Company s corporate governance practices on a continuing basis. These and other corporate governance policies have been provided
previously to shareholders and are available, along with other information on Farmers corporate governance practices, on the Company s website

at www.farmersbankgroup.com.

As directed by Section 302(a) of the Sarbanes-Oxley Act, the Company s chief executive officer and chief financial officer are each required to
certify that the Company s Quarterly and Annual Reports do not contain any untrue statement of a material fact. The rules have several
requirements, including having these officers certify that: they are responsible for establishing, maintaining, and regularly evaluating the
effectiveness of the Company s internal controls, they have made certain disclosures about the Company s internal controls to its auditors and the
audit committee of the Board of Directors, and they have included information in the Company s Quarterly and Annual Reports about their
evaluation and whether there have been significant changes in internal controls or in other factors that could significantly affect internal controls
subsequent to the evaluation.

Executive and Incentive Compensation

In June 2010, the Federal Reserve Board, OCC and FDIC issued joint interagency guidance on incentive compensation policies (the Joint
Guidance ) 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. This principles-based guidance, which covers all employees that 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 supported by
strong corporate governance, including active and effective oversight by the organization s board of directors.
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Pursuant to the Joint Guidance, the Federal Reserve Board will review as part of a regular, risk-focused examination process, the incentive
compensation arrangements of financial institutions such as Farmers. Such 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 and deficiencies will be incorporated into the institution s supervisory ratings, which can affect the
institution s ability to make acquisitions and take other actions. Enforcement actions may be taken against an institution if its incentive
compensation arrangements, or related risk-management control or governance processes, pose a risk to the organization s safety and soundness
and prompt and effective measures are not being taken to correct the deficiencies.

On February 7, 2011, the federal banking agencies jointly issued proposed rules on incentive-based compensation arrangements under applicable
provisions of the Dodd-Frank Act (the Proposed Rules ). The Proposed Rules generally apply to financial institutions with $1.0 billion or more in
assets that maintain incentive-based compensation arrangements for certain covered employees. The Proposed Rules: (i) prohibit covered

financial institutions from maintaining incentive-based compensation arrangements that encourage covered persons to expose the institution to
inappropriate risk by providing the covered person with excessive compensation; (ii) prohibit covered financial institutions from establishing or
maintaining incentive-based compensation arrangements for covered persons that encourage inappropriate risks that could lead to a material
financial loss; (iii) require covered financial institutions to maintain policies and procedures appropriate to their size, complexity and use of
incentive-based compensation to help ensure compliance with the Proposed Rules; and (iv) require covered financial institutions to provide
enhanced disclosure to regulators regarding their incentive-based compensation arrangements for covered persons within 90 days following the

end of the fiscal year.

Public companies will also be required, once stock exchanges impose additional listing requirements under the Dodd-Frank Act, to implement

clawback procedures for incentive compensation payments and to disclose the details of the procedures which allow recovery of incentive
compensation that was paid on the basis of erroneous financial information necessitating a restatement due to material noncompliance with
financial reporting requirements. This clawback policy is intended to apply to compensation paid within a three year look-back window of the
restatement and would cover all executives who received incentive awards.

The Dodd-Frank Act also provides shareholders the opportunity to cast a non-binding vote on executive compensation practices, imposes new
executive compensation disclosure requirements, and contains additional considerations of the independence of compensation advisors
beginning in 2013.

Future Legislation

Various and significant legislation affecting financial institutions and the financial industry is from time to time introduced in the U.S. Congress
and state legislatures, as well as by regulatory agencies. Such initiatives may include proposals to expand or contract the powers of bank holding
companies and depository institutions or proposals to substantially change the financial institution regulatory system. Such legislation could
change the operating environment for Farmers and its subsidiaries in substantial and unpredictable ways and could significantly increase or
decrease the costs of doing business, limit or expand permissible activities or affect the competitive balance among financial institutions. With
the enactment of the Dodd-Frank Act and the continuing implementation of final rules and regulations thereunder, the nature and extent of future
legislative and regulatory changes affecting financial institutions remains very unpredictable. Farmers cannot predict the scope and timing of any
such future legislation and, if enacted, the effect that it could have on its business, financial condition or results of operations.

Summary

To the extent that the foregoing information describes statutory and regulatory provisions applicable to the Company or its subsidiaries, it is
qualified in its entirety by reference to the full text of those provisions or
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agreements. Also, such statutes, regulations and policies are continually under review by the U.S. Congress and state legislatures as well as
federal and state regulatory agencies and are subject to change at any time, particularly in the current economic and regulatory environment. Any
such change in applicable statutes, regulations or regulatory policies could have a material effect on Farmers and its business, financial condition
or results of operations.

Item 1A. Risk Factors.

The following are certain risk factors that could materially and negatively affect our business, results of operations, cash flows or financial
condition. These risk factors should be considered in connection with evaluating the forward-looking statements contained in this Annual Report
on Form 10-K because these factors could cause our actual results or financial condition to differ materially from those projected in
forward-looking statements. The risks that are discussed below are not the only ones we face. If any of the following risks occur, our business,
financial condition or results of operations could be negatively affected. Additional risks that are not presently known or that we presently deem
to be immaterial could also have a material, adverse impact on our business, financial condition or results of operations.

Risks Relating to Economic and Market Conditions
Difficult market conditions and economic trends have adversely affected our industry and our business.

Beginning in the latter half of 2007 through 2009, the U.S. economy was in recession and business activity across a wide range of industries and
regions in the U. S. was greatly reduced. Although economic conditions have improved, certain sectors, such as real estate and manufacturing,
remain weak and unemployment remains high. It is also possible that recent improvements may be reversed if current economic turmoil in
Europe becomes global or the United States Congress fails to resolve certain critical fiscal policies it is now facing, including the automatic
budget cuts contemplated in the sequester arrangement and raising the federal government s debt ceiling in time to avoid a default. In addition,
many local governments and many businesses are still in serious difficulty due to depressed consumer spending and continued decreased
liquidity in the credit markets.

Market conditions have also led to poor financial performance resulting in the failure and merger of a number of financial institutions. These
failures, as well as possible future failures, have had a significant negative impact on the capitalization levels and of the Deposit Insurance Fund,
which has led to a significant increase in deposit insurance premiums paid by financial institutions.

Our success depends, to a certain extent, upon economic and political conditions, local and national, as well as governmental monetary policies.
Conditions such as inflation, recession, unemployment, changes in interest rates, money supply, governmental fiscal policies, and other factors
beyond our control may adversely affect our asset quality, deposit levels and loan demand and, therefore, our earnings. Because we have a
significant amount of real estate loans, additional decreases in real estate values could adversely affect the value of property used as collateral
and our ability to sell the collateral upon foreclosure. Adverse changes in the economy may also have a negative effect on the ability of our
borrowers to make timely repayments of their loans, which would have an adverse impact on our earnings. If during a period of reduced real
estate values we are required to liquidate the collateral securing loans to satisfy the debt or to increase our allowance for loan losses, it could
materially reduce our profitability and adversely affect our financial condition. Moreover, the Financial Accounting Standards Board may
change its requirements for establishing the loan loss allowance. The substantial majority of our loans are to individuals and businesses in the
Mahoning Valley and Stark County (the Valley ). Consequently, further significant declines in the economy in the Valley could have a material
adverse effect on our business, financial condition or results of operations. It is uncertain when the negative credit trends in our market will
reverse, and, therefore, future earnings are susceptible to further declining credit conditions in the market in which we operate.

13

Table of Contents 19



Edgar Filing: FARMERS NATIONAL BANC CORP /OH/ - Form 10-K

Table of Conten
Changes in interest rates could adversely affect income and financial condition.

Our earnings and cash flow are dependent upon our net interest income. Net interest income is the difference between the interest income
generated by our interest-earning assets (consisting primarily of loans and, to a lesser extent, securities) and the interest expense generated by
our interest-bearing liabilities (consisting primarily of deposits and wholesale borrowings). Our level of net interest income is primarily a
function of the average balance of our interest-earning assets, the average balance of our interest-bearing liabilities and the spread between the
yield on such assets and the cost of such liabilities. These factors are influenced by both the pricing and mix of our interest-earning assets and
our interest-bearing liabilities which, in turn, are impacted by external factors, such as the local economy, competition for loans and deposits, the
monetary policy of the Federal Reserve Board and market interest rates.

Interest rates are beyond our control, and they fluctuate in response to general economic conditions and the policies of various governmental and
regulatory agencies, in particular, the Federal Reserve Board. Changes in monetary policy, including changes in interest rates, will influence the
origination of loans, the purchase of investments, the generation of deposits and the rates received on loans and investment securities and paid on
deposits. While we have taken measures intended to manage the risks of operating in a changing interest rate environment, there can be no
assurance that such measures will be effective in avoiding undue interest rate risk. See additional interest rate risk discussion under the Market
Risk section found in Item 7A of this Annual Report on Form 10-K.

Defaults by another larger financial institution could adversely affect financial markets generally.

The commercial soundness of many financial institutions may be closely interrelated as a result of credit, trading, clearing or other relationships
between institutions. As a result, concerns about, or a default or threatened default by, one institution could lead to significant market-wide
liquidity and credit problems, losses or defaults by other institutions. This is sometimes referred to as systemic risk and may adversely affect
financial intermediaries, such as clearing agencies, clearing houses, banks, securities firms and exchanges, with which we and our subsidiaries
interact on a daily basis, and therefore could adversely affect our business, financial condition or results of operations.

Risks Related to Our Business

We extend credit to a variety of customers based on internally set standards and judgment. We manage credit risk through a program of
underwriting standards, the review of certain credit decisions and an on-going process of assessment of the quality of credit already
extended. Our credit standards and on-going process of credit assessment might not protect us from significant credit losses.

We take credit risk by virtue of making loans, extending loan commitments and letters of credit and, to a lesser degree, purchasing
non-governmental securities. Our exposure to credit risk is managed through the use of consistent underwriting standards that emphasize

in-market lending, while avoiding highly leveraged transactions as well as excessive industry and other concentrations. Our credit administration
function employs risk management techniques to ensure that loans adhere to corporate policy and problem loans are promptly identified. While
these procedures are designed to provide us with the information needed to implement policy adjustments where necessary, and to take proactive
corrective actions, there can be no assurance that such measures will be effective in avoiding undue credit risk.

We have significant exposure to risks associated with commercial real estate and residential real estate.

As of December 31, 2012, approximately 60.8% of our loan portfolio consisted of commercial real estate and residential real estate loans,
including real estate development, construction and residential and commercial mortgage loans. Consequently, real estate-related credit risks are
a significant concern for us. The adverse consequences from real estate-related credit risks tend to be cyclical and are often driven by national
economic
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developments that are not controllable or entirely foreseeable by us or our borrowers. General difficulties in our real estate markets have recently
contributed to increases in our non-performing loans, charge-offs, and decreases in our income.

Our business depends significantly on general economic conditions in Ohio. Accordingly, the ability of our borrowers to repay their loans, and
the value of the collateral securing such loans, may be significantly affected by economic conditions in the regions we serve or by changes in the
local real estate markets. A significant decline in general economic conditions caused by inflation, recession, unemployment, acts of terrorism,
or other factors beyond our control could therefore have an adverse effect on our business, financial condition or results of operations.

Our indirect lending exposes us to increased credit risks.

A portion of our current lending involves the purchase of consumer automobile installment sales contracts from automobile dealers located in
Northeastern Ohio. These loans are for the purchase of new or late model used cars. We serve customers over a broad range of creditworthiness,
and the required terms and rates are reflective of those risk profiles. While these loans have higher yields than many of our other loans, such
loans involve significant risks in addition to normal credit risk. Potential risk elements associated with indirect lending include the limited
personal contact with the borrower as a result of indirect lending through dealers, the absence of assured continued employment of the borrower,
the varying general creditworthiness of the borrower, changes in the local economy, and difficulty in monitoring collateral. While indirect
automobile loans are secured, such loans are secured by depreciating assets and characterized by loan to value ratios that could result in us not
recovering the full value of an outstanding loan upon default by the borrower. Due to the economic slowdown in our primary market area, we
currently are experiencing higher delinquencies, charge-offs and repossessions of vehicles in this portfolio. If the economy continues to contract,
we may continue to experience higher levels of delinquencies, repossessions and charge-offs.

Commercial and industrial loans may expose us to greater financial and credit risk than other loans.

As of December 31, 2012, approximately 16.6% of our loan portfolio consisted of commercial and industrial loans. Commercial and industrial
loans generally carry larger loan balances and can involve a greater degree of financial and credit risk than other loans. Any significant failure to
pay on time by our customers would hurt our earnings and cause a significant increase in non-performing loans. The increased financial and
credit risk associated with these types of loans are a result of several factors, including the concentration of principal in a limited number of
loans and borrowers, the size of loan balances, the effects of general economic conditions on income-producing properties and the increased
difficulty of evaluating and monitoring these types of loans. In addition, when underwriting a commercial or industrial loan, we may take a
security interest in commercial real estate, and, in some instances upon a default by the borrower, we may foreclose on and take title to the
property, which may lead to potential financial risks. An increase in non-performing loans could result in a net loss of earnings from these loans,
an increase in the provision for loan losses and an increase in loan charge-offs, all of which could have a material adverse effect on our business,
financial condition or results of operations.

Our allowance for loan loss may not be adequate to cover actual future losses.

We maintain an allowance for loan losses to cover current, probable incurred loan losses. Every loan we make carries a certain risk of
non-repayment, and we make various assumptions and judgments about the collectability of our loan portfolio, including the creditworthiness of
our borrowers and the value of the real estate and other assets serving as collateral for the repayment of loans. Through a periodic review and
consideration of the loan portfolio, management determines the amount of the allowance for loan losses by considering general market
conditions, credit quality of the loan portfolio, the collateral supporting the loans and performance of customers relative to their financial
obligations with us. The amount of future losses is
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susceptible to changes in economic, operating and other conditions, including changes in interest rates, which may be beyond our control, and
these losses may exceed current estimates. We cannot fully predict the amount or timing of losses or whether the loss allowance will be adequate
in the future. If our assumptions prove to be incorrect, our allowance for loan losses may not be sufficient to cover losses inherent in our loan
portfolio, which will require additions to the allowance. Excessive loan losses and significant additions to our allowance for loan losses could
have a material adverse impact on our business, financial condition or results of operations.

We are subject to certain risks with respect to liquidity.

Liquidity refers to our ability to generate sufficient cash flows to support our operations and to fulfill our obligations, including commitments to
originate loans, to repay our wholesale borrowings and other liabilities and to satisfy the withdrawal of deposits by our customers. Our primary
source of liquidity is our core deposit base, which is raised through our retail branch system. Core deposits savings and money market accounts,
time deposits less than $100 thousand and demand deposits comprised approximately 90.6% of total deposits at December 31, 2012. Additional
available unused wholesale sources of liquidity include advances from the FHLB, issuances through dealers in the capital markets and access to
certificates of deposit issued through brokers. Liquidity is further provided by unencumbered, or unpledged, investment securities that totaled
$281 million at December 31, 2012. An inability to raise funds through deposits, borrowings, the sale or pledging as collateral of loans and other
assets could have a substantial negative effect on our liquidity. Our access to funding sources in amounts adequate to finance our activities could
be impaired by factors that affect us specifically or the financial services industry in general. Factors that could negatively affect our access to
liquidity sources include a decrease in the level of our business activity due to a market downturn or negative regulatory action against us. Our
ability to borrow could also be impaired by factors that are not specific to us, such as severe disruption of the financial markets or negative news
and expectations about the prospects for the financial services industry as a whole, as evidenced by recent turmoil in the domestic and
worldwide credit markets.

Our business strategy includes continuing our growth plans. Our business, financial condition or results of operations could be negatively
affected if we fail to grow or fail to manage our growth effectively.

We intend to continue pursuing a profitable growth strategy both within our existing markets and in new markets. Our prospects must be
considered in light of the risks, expenses and difficulties frequently encountered by companies in significant growth stages of development. We
cannot assure that we will be able to expand our market presence in our existing markets or successfully enter new markets or that any such
expansion will not adversely affect our results of operations. Failure to manage our growth effectively could have a material adverse effect on
our business, future prospects, financial condition or results of operations and could adversely affect our ability to successfully implement our
business strategy. Also, if we grow more slowly than anticipated, our operating results could be materially adversely affected.

We may not be able to attract and retain skilled people.

Our success depends, in large part, on our ability to attract and retain key people. Competition for the best people in most activities in which we
engage can be intense, and we may not be able to retain or hire the people we want or need. In order to attract and retain qualified employees, we
must compensate them at market levels. If we are unable to continue to attract and retain qualified employees, or do so at rates necessary to
maintain our competitive position, our performance, including our competitive position, could suffer, and, in turn, adversely affect our business,
financial condition or results of operations.

Strong competition within the market in which we operate could reduce our ability to attract and retain business.

In our market, we encounter significant competition from banks, savings and loan associations, credit unions, mortgage banks and other
financial service companies. As a result of their size and ability to achieve
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economies of scale, some of our competitors offer a broader range of products and services than we can offer. In particular, the competition
includes major financial companies whose greater resources may afford them a marketplace advantage by enabling them to maintain numerous
banking locations and mount extensive promotional and advertising campaigns. Our ability to maintain our history of strong financial
performance and return on investment to shareholders will depend in part on our continued ability to compete successfully in our market.
Financial performance and return on investment to shareholders will also depend on our ability to expand our scope of available financial
services to our customers. In addition to other banks, competitors include securities dealers, brokers, investment advisors, and finance and
insurance companies. The increasingly competitive environment is, in part, a result of changes in regulation, changes in technology and product
delivery systems, and the accelerating pace of consolidation among financial service providers.

Consumers may decide not to use banks to complete their financial transactions.

Technology and other changes are allowing parties to utilize alternative methods to complete financial transactions that historically have
involved banks. For example, consumers can now maintain funds in brokerage accounts or mutual funds that would have historically been held
as bank deposits. Consumers can also complete transactions such as paying bills and/or transferring funds directly without the assistance of
banks. The process of eliminating banks as intermediaries could result in the loss of fee income, as well as the loss of customer deposits and the
related income generated from those deposits. The loss of these revenue streams and the lower cost deposits as a source of funds could have a
material adverse effect on our business, financial condition or results of operations.
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