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Virginia 54-1232965
(State or other jurisdiction of (LR.S. Employer
incorporation or organization) Identification No.)
112 West King Street, Strasburg, Virginia 22657
(Address of principal executive offices) (Zip Code)

Registrant s telephone number, including area code: (540) 465-9121
Securities registered pursuant to Section 12(b) of the Act: None
Securities registered pursuant to Section 12(g) of the Act:
Common Stock, $1.25 par value

(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 (§ 232.405 of this Chapter) during the preceding 12 months (or
for such shorter period that the registrant was required to submit and post such files). Yes x No ~

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K (§ 229.405 of this Chapter) 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. ~

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

Large accelerated filer ~ Accelerated filer

Non-accelerated filer Smaller reporting company X
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Act). Yes ©~ No x

The aggregate market value of the voting and non-voting common equity held by non-affiliates computed by reference to the closing sales price
on June 30, 2012 was $13,379,559.
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Part I

Cautionary Statement Regarding Forward-Looking Statements

First National Corporation (the Company) makes forward-looking statements in this Form 10-K that are subject to risks and uncertainties. These
forward-looking statements include statements regarding profitability, liquidity, adequacy of capital, allowance for loan losses, interest rate
sensitivity, market risk, growth strategy and financial and other goals. The words believes, expects, may, will, should, projects,

anticipates, forecasts, intends, or other similar words or terms are intended to identify forward-looking statements. These forward-looking

statements are subject to significant uncertainties because they are based upon or are affected by factors including:

Table of Contents

the ability to raise capital as needed;

adverse economic conditions in the market area and the impact on credit quality and risks inherent in the loan portfolio such as
repayment risk and fluctuating collateral values;

additional future losses if our levels of non-performing assets do not moderate and if the proceeds we receive upon liquidation of
assets are less than the carrying value of such assets;

further increases of non-performing assets may reduce interest income and increase net charge-offs, provision for loan losses, and
operating expenses;

the adequacy of the allowance for loan losses related to specific reserves on impaired loans, and changes in factors considered such
as general economic and business conditions in the market area and overall asset quality;

the adequacy of the valuation allowance for other real estate owned related to changes in economic conditions and local real estate
activity;

loss or retirement of key executives;

the ability to compete effectively in the highly competitive banking industry;

legislative or regulatory changes, including changes in accounting standards, may adversely affect the businesses that the Company
is engaged in;

the ability to implement various technologies into operations may impact the Company s ability to operate profitably;

the ability of the Company to implement its disaster recovery plan in the event of a natural disaster;
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risks related to the timing of the recoverability of the deferred tax asset, which is subject to considerable judgment, and the risk that
even after the recovery of the deferred tax asset balance under GAAP, there will remain limitations on the ability to include the
deferred tax assets for regulatory capital purposes;

increases in FDIC insurance premiums could adversely affect the Company s profitability;

the ability to retain customers and secondary funding sources if the Bank s reputation would become damaged;

the reliance on secondary sources, such as Federal Home Loan Bank advances, sales of securities and loans, federal funds lines of
credit from correspondent banks and out-of-market time deposits, to meet liquidity needs;

changes in interest rates could have a negative impact on the Company s net interest income and an unfavorable impact on the Bank s
customers ability to repay loans; and

other factors identified in Item 1A, Risk Factors , below.
Because of these and other uncertainties, actual future results may be materially different from the results indicated by these forward-looking
statements. In addition, past results of operations do not necessarily indicate future results.

Item 1. Business
General

First National Corporation is the bank holding company of:

First Bank (the Bank). The Bank owns:

First Bank Financial Services, Inc.

Shen-Valley Land Holdings, LLC

First National (VA) Statutory Trust II (Trust II)

First National (VA) Statutory Trust III (Trust III)
First Bank Financial Services, Inc. invests in entities that provide title insurance and investment services. Shen-Valley Land Holdings, LLC was
formed to hold other real estate owned and future office sites. The Trusts were formed for the purpose of issuing redeemable capital securities,
commonly known as trust preferred securities.
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The Bank first opened for business on July 1, 1907 under the name The Peoples National Bank of Strasburg. On January 10, 1928, the Bank
changed its name to The First National Bank of Strasburg. On April 12, 1994, the Bank received approval from the Federal Reserve Bank of
Richmond (the Federal Reserve) and the Virginia State Corporation Commission s Bureau of Financial Institutions to convert to a state chartered
bank with membership in the Federal Reserve System. On June 1, 1994, the Bank consummated such conversion and changed its name to First
Bank.

Access to Filings

The Company s internet address is www.fbvirginia.com. The Company s Annual Reports on Form 10-K, Quarterly Reports on Form 10-Q and
Current Reports on Form 8-K, and amendments to those reports, as filed with or furnished to the Securities and Exchange Commission (the
SEC), are available free of charge at www.fbvirginia.com as soon as reasonably practicable after being filed with or furnished to the SEC. A
copy of any of the Company s filings will be sent, without charge, to any shareholder upon written request to: M. Shane Bell, Chief Financial
Officer, at 112 West King Street, Strasburg, Virginia 22657.

Products and Services

The Bank s primary market area is located within an hour commute of the Washington, D.C. Metropolitan Area. The Bank s office locations are
well-positioned in strong markets along the Interstate 81 and Interstate 66 corridors in the northern Shenandoah Valley region of Virginia, which
include the City of Winchester, Frederick County, Warren County and Shenandoah County. Within the market area there are various types of
industry including medical and professional services, manufacturing, retail and higher education. Customers include individuals, small and
medium-sized businesses, local governmental entities and non-profit organizations.

The Bank provides loan, deposit, investment, trust and asset management and other products and services in the northern Shenandoah Valley
region of Virginia. Loan products and services include personal loans, residential mortgages, home equity loans and commercial loans. Deposit
products and services include checking, savings, NOW accounts, money market accounts, IRA accounts, certificates of deposit, and cash
management accounts. The Bank offers other services, including internet banking, mobile banking, remote deposit capture and other traditional
banking services.

The Bank s Trust and Asset Management Department offers a variety of trust and asset management services including estate planning,
investment management of assets, trustee under an agreement, trustee under a will, individual retirement accounts, estate settlement, 401(k) and
benefit plans. The Bank offers financial planning and brokerage services for its customers through its investment division, First Financial
Advisors.

The Bank s products and services are provided through 10 branch offices, 26 ATMs and its website. www.fbvirginia.com. The Bank operates six
of its offices under the Financial Center concept. A Financial Center offers all of the Bank s financial services at one location. This concept
allows loan, deposit, trust and investment advisory personnel to be readily available to serve customers throughout the Bank s market area. For
the location of each of these Financial Centers, see Item 2 of this Form 10-K below.

Competition

The financial services industry remains highly competitive and is constantly evolving. The Company experiences strong competition in all
aspects of its business. In its market areas, the Company competes with large national and regional financial institutions, credit unions, other
independent community banks, as well as consumer finance companies, mortgage companies, loan production offices, mutual funds and life
insurance companies. Competition has increasingly come from out-of-state banks through their acquisitions of Virginia-based banks.
Competition for deposits and loans is affected by various factors including interest rates offered, the number and location of branches and types
of products offered, and the reputation of the institution. Credit unions have been allowed to increasingly expand their membership definitions
and, because they enjoy a favorable tax status, may be able to offer more attractive loan and deposit pricing.

The Company believes its competitive advantages include long-term customer relationships, local management and directors, a commitment to
excellent customer service, dedicated and loyal employees, and the support of and involvement in the communities that the Company serves.
The Company focuses on providing products and services to individuals, small to medium-sized businesses and local governmental entities
within its communities. According to Federal Deposit Insurance Corporation (FDIC) deposit data as of June 30, 2012, the Bank was ranked first
in Shenandoah County with $231.8 million in deposits, representing 30% of the total deposit market; third in Warren County with $60.8 million
or 13% of the market; and fourth in Winchester and Frederick County with $174.1 million or 9% of the market. The Bank was ranked third
overall in its market area with 15% of the total deposit market.
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No material part of the business of the Company is dependent upon a single or a few customers, and the loss of any single customer would not
have a materially adverse effect upon the business of the Company.

Employees

At December 31, 2012, the Company and the Bank employed a total of 151 full-time equivalent employees. The Company considers relations
with its employees to be excellent.

SUPERVISION AND REGULATION

Bank holding companies and banks are extensively and increasingly regulated under both federal and state laws. The following description
briefly addresses certain historic and current provisions of federal and state laws and certain regulations, proposed regulations, and the potential
impacts on the Company and the Bank. To the extent statutory or regulatory provisions or proposals are described in this report, the description
is qualified in its entirety by reference to the particular statutory or regulatory provisions or proposals.

Regulatory Reform The Dodd-Frank Act

On July 21, 2010, President Obama signed into law the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 (the Dodd-Frank
Act ). The Dodd-Frank Act significantly restructures the financial regulatory regime in the United States and has a broad impact on the financial
services industry. While some rulemaking under the Dodd-Frank Act has occurred, many of the act s provisions require study or rulemaking by
federal agencies, a process which will take years to implement fully.

Among other things, the Dodd-Frank Act provides for new capital standards that may eliminate the treatment of trust preferred securities as Tier
1 capital. Existing trust preferred securities would be grandfathered for banking entities with less than $15 billion of assets, such as the
Company. The Dodd-Frank Act permanently raises deposit insurance levels to $250,000, and temporarily provided unlimited deposit insurance
coverage for transaction accounts through December 31, 2012. Pursuant to modifications under the Dodd-Frank Act, deposit insurance
assessments will be calculated based on an insured depository institution s assets less tangible equity rather than its insured deposits and the
minimum reserve ratio of the FDIC s Deposit Insurance Fund is to be raised to 1.35%. The payment of interest on business demand deposit
accounts is permitted by the Dodd-Frank Act. Further, the Dodd-Frank Act bars banking organizations, such as the Company, from engaging in
proprietary trading and from sponsoring and investing in hedge funds and private equity funds, except as permitted under certain limited
circumstances.

The Dodd-Frank Act established the Bureau of Consumer Financial Protection ( CFPB ) as an independent bureau of the Board of Governors of
the Federal Reserve System. The CFPB has the exclusive authority to prescribe rules governing the provision of consumer financial products

and services, which in the case of the Bank will be enforced by the Federal Reserve. The Dodd-Frank Act also provides that debit card
interchange fees must be reasonable and proportional to the cost incurred by the card issuer with respect to the transaction. This provision is
known as the Durbin Amendment. In June 2011, the Federal Reserve adopted regulations setting the maximum permissible interchange fee as
the sum of 21 cents per transaction and 5 basis points multiplied by the value of the transaction, with an additional adjustment of up to one cent
per transaction if the card issuer implements certain fraud-prevention standards. While banks with less than $10 billion in assets, such as the
Bank, are exempt from this measure, it is likely that all banks could be forced by market pressures to lower their interchange fees or face
potential rejection of their cards by retailers.

The Dodd-Frank Act enhances the requirements for certain transactions with affiliates under Sections 23A and 23B of the Federal Reserve Act,
including an expansion of the definition of covered transactions and increasing the amount of time for which collateral requirements regarding
covered transactions must be maintained. These requirements became effective on July 21, 2011. The Dodd-Frank Act also provides that the
appropriate federal regulators must establish standards prohibiting as an unsafe and unsound practice any compensation plan of a bank holding
company or other covered financial institution that provides an insider or other employee with excessive compensation or compensation that
gives rise to excessive risk or could lead to a material financial loss to such firm.

Although a significant number of the rules and regulations mandated by the Dodd-Frank Act have been finalized, many of the new requirements
have yet to be implemented and will likely be subject to implementing regulations over the course of several years. Given the uncertainty
associated with the manner in which the provisions of the Dodd-Frank Act will be implemented by the various regulatory agencies, the full
extent of the impact such requirements will have on the operations
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of the Company and the Bank is unclear. The changes resulting from the Dodd-Frank Act may affect the profitability of business activities,
require changes to certain business practices, impose more stringent capital requirements, liquidity and leverage ratio requirements, or otherwise
adversely affect the business of the Company and the Bank. These changes may also require the Company to invest significant management
attention and resources to evaluate and make necessary changes to comply with new statutory and regulatory requirements.

The Company

General. As a bank holding company registered under the Bank Holding Company Act of 1956 (the BHCA ), the Company is subject to
supervision, regulation, and examination by the Federal Reserve. The Company is also registered under the bank holding company laws of
Virginia and is subject to supervision, regulation, and examination by the Virginia State Corporation Commission (the SCC ).

Permitted Activities. A bank holding company is limited to managing or controlling banks, furnishing services to or performing services for its
subsidiaries, and engaging in other activities that the Federal Reserve determines by regulation or order to be so closely related to banking or
managing or controlling banks as to be a proper incident thereto. In determining whether a particular activity is permissible, the Federal Reserve
must consider whether the performance of such an activity reasonably can be expected to produce benefits to the public that outweigh possible
adverse effects. Possible benefits include greater convenience, increased competition, and gains in efficiency. Possible adverse effects include
undue concentration of resources, decreased or unfair competition, conflicts of interest, and unsound banking practices. Despite prior approval,
the Federal Reserve may order a bank holding company or its subsidiaries to terminate any activity or to terminate ownership or control of any
subsidiary when the Federal Reserve has reasonable cause to believe that a serious risk to the financial safety, soundness or stability of any bank
subsidiary of that bank holding company may result from such an activity.

Banking Acquisitions; Changes in Control. The BHCA requires, among other things, the prior approval of the Federal Reserve in any case where
a bank holding company proposes to (i) acquire direct or indirect ownership or control of more than 5% of the outstanding voting stock of any
bank or bank holding company (unless it already owns a majority of such voting shares), (ii) acquire all or substantially all of the assets of
another bank or bank holding company, or (iii) merge or consolidate with any other bank holding company. In determining whether to approve a
proposed bank acquisition, the Federal Reserve will consider, among other factors, 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 performance under the Community Reinvestment Act of 1977 (the CRA ).

Subject to certain exceptions, the BHCA and the Change in Bank Control Act, together with the applicable regulations, require Federal Reserve
approval (or, depending on the circumstances, no notice of disapproval) prior to any person or company s acquiring control of a bank or bank
holding company. A conclusive presumption of control exists if an individual or company acquires the power, directly or indirectly, to direct the
management or policies of an insured depository institution or to vote 25% or more of any class of voting securities of any insured depository
institution. A rebuttable presumption of control exists if a person or company acquires 10% or more but less than 25% of any class of voting
securities of an insured depository institution and either the institution has registered securities under Section 12 of the Securities Exchange Act
of 1934 (the Exchange Act ) or no other person will own a greater percentage of that class of voting securities immediately after the acquisition.
The Company s common stock is registered under Section 12 of the Exchange Act.

Source of Strength. Federal Reserve policy has historically required bank holding companies to act as a source of financial and managerial
strength to their subsidiary banks. The Dodd-Frank Act codified this policy as a statutory requirement. The federal bank regulatory agencies
must still issue regulations to implement the source of strength provisions of the Dodd-Frank Act. Under this requirement, the Company is
expected to commit resources to support the Bank, including at times when the Company may not be in a financial position to provide such
resources. Any capital loans by a bank holding company to any of its subsidiary banks are subordinate in right of payment to depositors and to
certain other indebtedness of such subsidiary banks. In the event of a bank holding company s bankruptcy, any commitment by the bank holding
company to a federal bank regulatory agency to maintain the capital of a subsidiary bank will be assumed by the bankruptcy trustee and entitled
to priority of payment.

Safety and Soundness. There are a number of obligations and restrictions imposed on bank holding companies and their subsidiary banks by law
and regulatory policy that are designed to minimize potential loss to the depositors of such depository institutions and the Federal Deposit
Insurance Corporation ( FDIC ) insurance fund in the event of a depository institution default. For example, under the Federal Deposit Insurance
Company Improvement Act of 1991, to avoid receivership of an insured depository institution subsidiary, a bank holding company is required to
guarantee the compliance of any subsidiary bank that may become undercapitalized with the terms of any capital restoration plan filed by such
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subsidiary with its appropriate federal bank regulatory agency up to the lesser of (i) an amount equal to 5% of the institution s total assets at the
time the institution became undercapitalized, or (ii) the amount that is necessary (or would have been necessary) to bring the institution into
compliance with all applicable capital standards as of the time the institution fails to comply with such capital restoration plan.

Under the Federal Deposit Insurance Act ( FDIA ), the federal bank regulatory agencies have adopted guidelines prescribing safety and soundness
standards. These guidelines establish general standards relating to internal controls and information systems, internal audit systems, loan
documentation, credit underwriting, interest rate exposure, asset growth and compensation, fees and benefits. In general, the guidelines require,
among other things, appropriate systems and practices to identify and manage the risk and exposures specified in the guidelines.

Capital Requirements. The Federal Reserve imposes certain capital requirements on bank holding companies under the BHCA, including a
minimum leverage ratio and a minimum ratio of qualifying capital to risk-weighted assets. These requirements are described below under The
Bank-Capital Requirements . Subject to its capital requirements and certain other restrictions, the Company is able to borrow money to make a
capital contribution to the Bank, and such loans may be repaid from dividends paid by the Bank to the Company.

On March 13, 2009, the Company received an investment in the Company through the U.S. Treasury s purchase of preferred stock totaling $13.9
million from the Company s participation in the Troubled Asset Relief Program (TARP) Capital Purchase Program (Capital Purchase Program)
under the Emergency Economic Stabilization Act of 2008 (EESA). On August 29, 2012, the Treasury sold its preferred stock in the Company to
private investors. The Treasury sold all 13,900 shares of Preferred Stock at a price of $882.50 per share and all 695 shares of Warrant Preferred
Stock at a price of $912.50 per share. Each series of preferred stock was sold pursuant to an effective shelf registration statement previously filed
by the Company with the Securities and Exchange Commission. Terms of the preferred stock did not change as result of the sale to new
investors, including dividends which are payable on the full face value. As a result of the sale of the preferred stock by Treasury, the Company is
no longer subject to the executive compensation and corporate governance requirements applicable to TARP participants.

Limits on Dividends and Other Payments. The Company is a legal entity, separate and distinct from its subsidiaries. A significant portion of the
revenues of the Company result from dividends paid to it by the Bank. There are various legal limitations applicable to the payment of dividends
by the Bank to the Company and to the payment of dividends by the Company to its shareholders. The Bank is subject to various statutory
restrictions on its ability to pay dividends to the Company. Under the current supervisory practices of the Bank s regulatory agencies, prior
approval from those agencies is required if cash dividends declared in any given year exceed net income for that year, plus retained net profits of
the two preceding years. The payment of dividends by the Bank or the Company may be limited by other factors, such as requirements to
maintain capital above regulatory guidelines. Bank regulatory agencies have the authority to prohibit the Bank or the Company from engaging in
an unsafe or unsound practice in conducting their business. The payment of dividends, depending on the financial condition of the Bank, or the
Company, could be deemed to constitute such an unsafe or unsound practice.

The Company s preferred stock is in a superior ownership position compared to common stock. Dividends must be paid to the preferred stock
holder before they can be paid to the common shareholders. If the dividends on the Preferred Stock have not been paid for an aggregate of six

(6) quarterly dividend periods or more, whether or not consecutive, the Company s authorized number of directors will be automatically
increased by two (2) and the holders of the Preferred Stock will have the right to elect those directors at the Company s next annual meeting or at
a special meeting called for that purpose; these two directors may be elected annually and may serve until all accrued and unpaid dividends for

all past dividend periods have been declared and paid in full. The Company is current on all dividend payments on the Preferred Stock.

In the third quarter of 2011, the Company suspended payment of dividends on its common stock, and it is currently subject to regulatory
restrictions that do not permit the Bank to declare or pay any dividend without the prior approval of the banking regulators.

The Bank

General. The Bank is supervised and regularly examined by the Federal Reserve and the SCC. The various laws and regulations administered by
the regulatory agencies affect corporate practices, such as the payment of dividends, incurrence of debt, and acquisition of financial institutions
and other companies; they also affect business practices, such as the payment of interest on deposits, the charging of interest on loans, types of
business conducted, and location of offices. Certain of these law and regulations are referenced above under The Company.
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Capital Requirements. The Federal Reserve and the other federal banking agencies have issued risk-based and leverage capital guidelines
applicable to U. S. banking organizations. In addition, those regulatory agencies may from time to time require that a banking organization
maintain capital above the minimum levels because of its financial condition or actual or anticipated growth. Under the risk-based capital
requirements of the Federal Reserve, the Company and the Bank are required to maintain a minimum ratio of total capital to risk-weighted assets
of at least 8.0%. At least half of the total capital is required to be Tier 1 capital, which consists principally of common and certain qualifying
preferred shareholders equity (including grandfathered trust preferred securities), less certain intangibles and other adjustments. The remainder
( Tier 2 capital ) consists of a limited amount of subordinated and other qualifying debt (including certain hybrid capital instruments) and a
limited amount of the general loan loss allowance. The Tier 1 and total capital to risk-weighted asset ratios of the Company were 14.07% and
15.34%, respectively, as of December 31, 2012, thus exceeding the minimum requirements. The Tier 1 and total capital to risk-weighted asset
ratios of the Bank were 12.31% and 13.59%, respectively, as of December 31, 2012, also exceeding the minimum requirements.

Each of the federal regulatory agencies has established a minimum leverage capital ratio of Tier 1 capital to average adjusted assets ( Tier 1
leverage ratio ). These guidelines provide for a minimum Tier 1 leverage ratio of 4% for banks and bank holding companies that meet certain
specified criteria, including having the highest regulatory examination rating and are not contemplating significant growth or expansion. As of
December 31, 2012, the Tier 1 leverage ratios of the Company and the Bank were 10.47% and 9.15%, respectively, well above the minimum
requirements. The guidelines also provide that banking organizations experiencing internal growth or making acquisitions will be expected to
maintain strong capital positions substantially above the minimum supervisory levels without significant reliance on intangible assets.

Deposit Insurance. Substantially all of the deposits of the Bank are insured up to applicable limits by the Deposit Insurance Fund ( DIF ) of the
FDIC and are subject to deposit insurance assessments to maintain the DIF. On April 1, 2011, the deposit insurance assessment base changed
from total deposits to average total assets minus average tangible equity, pursuant to a rule issued by the FDIC as required by the Dodd-Frank
Act.

The FDIA, as amended by the Federal Deposit Insurance Reform Act and the Dodd-Frank Act, requires the FDIC to set a ratio of deposit
insurance reserves to estimated insured deposits of at least 1.35%. The FDIC utilizes a risk-based assessment system that imposes insurance
premiums based upon a risk matrix that takes into account a bank s capital level and supervisory rating. On February 27, 2009, the FDIC
introduced three possible adjustments to an institution s initial base assessment rate: (i) a decrease of up to five basis points for long-term
unsecured debt, including senior unsecured debt (other than debt guaranteed under the Temporary Liquidity Guarantee Program) and
subordinated debt and, for small institutions, a portion of Tier 1 capital; (ii) an increase not to exceed 50% of an institution s assessment rate
before the increase for secured liabilities in excess of 25% of domestic deposits; and (iii) for non-Risk Category I institutions, an increase not to
exceed 10 basis points for brokered deposits in excess of 10% of domestic deposits.

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 terminated on December 31, 2012.
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In addition, all FDIC insured institutions are required to pay assessments to the FDIC at an annual rate of approximately one basis point of
insured deposits to fund interest payments on bonds issued by the Financing Corporation, an agency of the federal government established to
recapitalize the predecessor to the Savings Association Insurance Fund. These assessments will continue until the Financing Corporation bonds
mature in 2017 through 2019.

Transactions with Affiliates. Pursuant to Sections 23A and 23B of the Federal Reserve Act and Regulation W, the authority of the Bank to

engage in transactions with related parties or affiliates or to make loans to insiders is limited. Loan transactions with an affiliate generally must
be collateralized and certain transactions between the Bank and its affiliates, including the sale of assets, the payment of money or the provision
of services, must be on terms and conditions that are substantially the same, or at least as favorable to the Bank, as those prevailing for
comparable nonaffiliated transactions. In addition, the Bank generally may not purchase securities issued or underwritten by affiliates.

Loans to executive officers, directors or to any person who directly or indirectly, or acting through or in concert with one or more persons, owns,
controls or has the power to vote more than 10% of any class of voting securities of a bank (a 10% Shareholders ), are subject to Sections 22(g)
and 22(h) of the Federal Reserve Act and their corresponding regulations (Regulation O) and Section 13(k) of the Exchange Act relating to the
prohibition on personal loans to executives (which exempts financial institutions in compliance with the insider lending restrictions of

Section 22(h) of the Federal Reserve Act). Among other things, these loans must be made on terms substantially the same as those prevailing on
transactions made to unaffiliated individuals and certain extensions of credit to those persons must first be approved in advance by a
disinterested majority of the entire board of directors. Section 22(h) of the Federal Reserve Act prohibits loans to any of those individuals where
the aggregate amount exceeds an amount equal to 15% of an institution s unimpaired capital and surplus plus an additional 10% of unimpaired
capital and surplus in the case of loans that are fully secured by readily marketable collateral, or when the aggregate amount on all of the
extensions of credit outstanding to all of these persons would exceed the Bank s unimpaired capital and unimpaired surplus. Section 22(g) of the
Federal Reserve Act identifies limited circumstances in which the Bank is permitted to extend credit to executive officers.

Prompt Corrective Action. Immediately upon becoming undercapitalized, a depository institution becomes subject to the provisions of
Section 38 of the FDIA, which: (i) restrict payment of capital distributions and management fees; (ii) require that the appropriate federal banking
agency monitor the condition of the institution and its efforts to restore its capital; (iii) require submission of a capital restoration plan;

(iv) restrict the growth of the institution s assets; and (v) require prior approval of certain expansion proposals. The appropriate federal banking
agency for an undercapitalized institution also may take any number of discretionary supervisory actions if the agency determines that any of
these actions is necessary to resolve the problems of the institution at the least possible long-term cost to the DIF, subject in certain cases to
specified procedures. These discretionary supervisory actions include: (i) requiring the institution to raise additional capital; (ii) restricting
transactions with affiliates; (iii) requiring divestiture of the institution or the sale of the institution to a willing purchaser; and (iv) any other
supervisory action that the agency deems appropriate. These and additional mandatory and permissive supervisory actions may be taken with
respect to significantly undercapitalized and critically undercapitalized institutions. The Bank meets the definition of being well capitalized as of
December 31, 2012.

Community Reinvestment Act. The Bank is subject to the requirements of the Community Reinvestment Act of 1977. The CRA imposes on
financial institutions an affirmative and ongoing obligation to meet the credit needs of the local communities, including low and moderate
income neighborhoods. If the Bank receives a rating from the Federal Reserve of less than satisfactory under the CRA, restrictions on operating
activities could be imposed.

Privacy Legislation. Several recent regulations issued by federal banking agencies also provide new protections against the transfer and use of
customer information by financial institutions. A financial institution must provide to its customers information regarding its policies and
procedures with respect to the handling of customers personal information. Each institution must conduct an internal risk assessment of its
ability to protect customer information. These privacy provisions generally prohibit a financial institution from providing a customer s personal
financial information to unaffiliated parties without prior notice and approval from the customer.

USA Patriot Act of 2001. 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 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.
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Consumer Laws and Regulations. The Bank is also subject to certain consumer laws and regulations issued thereunder that are designed to
protect consumers in transactions with banks. These laws include the Truth in Lending Act, the Truth in Savings Act, the Electronic Funds
Transfer Act, the Expedited Funds Availability Act, the Equal Credit Opportunity Act, Real Estate Settlement Procedures Act, Home Mortgage
Disclosure Act, the Fair Credit Reporting Act, and the Fair Housing Act, among others. The laws and related regulations mandate certain
disclosure requirements and regulate the manner in which financial institutions transact business with customers. The Bank must comply with
the applicable provisions of these consumer protection laws and regulations as part of its ongoing customer relations.

Incentive Compensation. In June 2010, the federal banking agencies issued comprehensive final guidance on incentive compensation policies
intended to ensure that the incentive compensation policies of financial institutions do not undermine the safety and soundness of such
institutions by encouraging excessive risk-taking. The Interagency Guidance on Sound Incentive Compensation Policies, which covers all
employees that have the ability to materially affect the risk profile of a financial institutions, either individually or as part of a group, is based
upon the key principles that a financial institution s incentive compensation arrangements should (i) provide incentives that do not encourage
risk-taking beyond the institution 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 financial institution s board
of directors.

The Federal Reserve will review, as part of the regular, risk-focused examination process, the incentive compensation arrangements of financial
institutions, such as the Company, that are not large, complex banking organizations. These reviews will be tailored to each financial institution
based on the scope and complexity of the institution 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 institution s supervisory ratings,
which can affect the institution s ability to make acquisitions and take other actions. Enforcement actions may be taken against a financial
institution if its incentive compensation arrangements, or related risk-management control or governance processes, pose a risk to the institution s
safety and soundness and the financial institution is not taking prompt and effective measures to correct the deficiencies. At December 31, 2012,
the Company had not been made aware of any instances of non-compliance with the guidance.

Effect of Governmental Monetary Policies

The Company s operations are affected not only by general economic conditions but also by the policies of various regulatory authorities. In
particular, the Federal Reserve regulates money and credit conditions and interest rates to influence general economic conditions. These policies
have a significant impact on overall growth and distribution of loans, investments and deposits; they affect interest rates charged on loans or paid
for time and savings deposits. Federal Reserve monetary policies have had a significant effect on the operating results of commercial banks,
including the Company, in the past and are expected to do so in the future.

Item 1A. Risk Factors

An investment in the Company s common stock involves significant risks, including, but not limited to, the following risks and uncertainties.
These risk factors should be read carefully and considered before deciding to invest in the Company s common stock. These risk factors may
adversely affect the Company s financial condition and future earnings. In that event, the trading price of the Company s common stock could
decline and you could lose a part or all of your investment. This section should be read together with the other information, including the
consolidated financial statements and related notes to the consolidated financial statements included in Item 8 of this Form 10-K.

The Company may be further adversely affected by economic conditions in its market area.

The Company is headquartered in the northern Shenandoah Valley region of Virginia. Because our lending is concentrated in this market, the
Company is affected by the general economic conditions in the region. Changes in the economy may influence the growth rate of loans and
deposits, the quality of the loan portfolio and loan and deposit pricing. A decline in general economic conditions caused by inflation, recession,
unemployment or other factors beyond the Company s control would further impact these local economic conditions and the demand for banking
products and services generally, which could negatively affect the Company s performance and financial condition.
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Deteriorating credit quality, particularly in real estate loans, has adversely impacted the Company and may continue to adversely impact the
Company.

During 2008, the Company began to experience a downturn in the overall credit performance of the loan portfolio, as well as acceleration in the
deterioration of general economic conditions. This deterioration, including a significant increase in national and regional unemployment levels,
negatively impacted some borrowers ability to repay. During the year ended December 31, 2008, these conditions resulted in a $13.9 million
increase in non-performing assets and loans over 90 days past due to $16.2 million. At December 31, 2012, 2011 and 2010, non-performing
assets and loans over 90 days past due remained at elevated levels, totaling $14.2 million, $18.7 million and $15.4 million, respectively. The
provision for loan losses totaled $3.6 million, $12.4 million and $11.7 million for the years ended December 31, 2012, 2011 and 2010,
respectively. Additional increases in loan loss reserves may be necessary in the future. While the quality of the loan portfolio has improved,
asset quality is below historic levels and any further deterioration in the quality of the loan portfolio can have a material adverse effect on
earnings, liquidity and capital.

The Bank will realize additional future losses if the levels of non-performing assets do not moderate and if the proceeds we receive upon
liquidation of assets are less than the carrying value of such assets.

The Company expects to continue its focus on reducing non-performing asset levels during 2013 by selling other real estate owned (OREO),
improving risk management practices, and aggressively managing and monitoring potential problem loans. Other potential problem loans are
defined as performing loans that possess certain risks, including the borrower s ability to pay and the collateral value securing the loan, that
management has identified that may result in the loans not being repaid in accordance with their terms. At December 31, 2012, other potential
problem loans totaled $44.6 million. Among the Bank s potential problem loans are several large credit relationships. Consequently, an adverse
development with respect to one of these loans or credit relationships could expose us to a significant increase in nonperforming assets.

The actual volume of future distressed asset sales could increase based on regulatory directives, the level of migration of performing loans to
problem loan status, as well as opportunities to sell such assets, thus resulting in higher credit costs. The continuing weakness in the residential
and commercial real estate markets may negatively impact the ability to dispose of distressed assets, and may result in higher credit losses on
sales of distressed assets. Non-performing assets are recorded on the financial statements at the estimated fair value, which considers
management s plans for disposition. The Company will realize additional future losses if the proceeds received upon dispositions of assets are
less than the recorded carrying value of such assets. If market conditions continue to decline, the magnitude of losses realized upon the
disposition of non-performing assets may increase, which could materially adversely affect the Company s business, financial condition and
results of operations.

Further increases in non-performing assets may reduce interest income and increase net loan charge-offs, provision for loan losses, and
operating expenses.

As a result of the prolonged economic downturn, the Bank is experiencing historically high levels of non-accrual loans. Non-accrual loans as a
percent of total loans were 2.19%, 3.02% and 2.49% at December 31, 2012, 2011 and 2010, respectively. Until economic and market conditions
improve at a more rapid pace, we expect to incur charge-offs to the allowance for loan losses and lost interest income relating to increased
non-performing loans and, as a result, additional increases in loan loss reserves may be necessary in the future. Non-performing assets (including
non-accrual loans and OREO) totaled $14.0 million at December 31, 2012. These non-performing assets can adversely affect net income mainly
through increased operating expenses incurred to maintain such assets, lost interest income or loss charges related to subsequent declines in the
estimated fair value of OREO. Adverse changes in the value of non-performing assets, or the underlying collateral, or in the borrowers
performance or financial conditions could adversely affect the Company s business, results of operations and financial condition.

If the Bank s allowance for loan losses becomes inadequate, results of operations may be adversely affected.

The Bank maintains an allowance for loan losses that it believes is a reasonable estimate of known and inherent losses in the loan portfolio.
Through a quarterly review of the loan portfolio, management determines the amount of the allowance for loan losses by considering economic
conditions, credit quality of the loan portfolio, collateral supporting the loans, performance of customers relative to their financial obligations
and the quality of the Bank s loan administration. The amount of future losses is susceptible to changes in economic, operating and other
conditions, including changes in interest rates that may be beyond the Bank s control, and these losses may exceed current estimates. Although
the Company believes the allowance for loan losses is a reasonable estimate of known and inherent losses in the loan portfolio, such losses and
the adequacy of the allowance for loan losses cannot be fully predicted. Excessive loan losses could have a material impact on financial
performance through additions to the allowance for loan losses.

Table of Contents 16



Table of Contents

Edgar Filing: FIRST NATIONAL CORP /VA/ - Form 10-K

11

17



Edgar Filing: FIRST NATIONAL CORP /VA/ - Form 10-K

Table of Conten

Federal and state regulators periodically review the allowance for loan losses and may require an increase to the provision for loan losses or
recognition of further loan charge-offs, based on judgments different than those of management. Any increase in the amount of provision or
loans charged-offt as required by these regulatory agencies could have a negative effect on operating results.

If the Bank s valuation allowance on OREQ becomes inadequate, results of operations may be adversely affected.

The Bank maintains a valuation allowance that it believes is a reasonable estimate of known losses in OREQO. The Bank obtains appraisals on all
OREO properties on an annual basis and adjusts the valuation allowance accordingly. The carrying value of OREO is susceptible to changes in
economic and real estate market conditions. Although the Company believes the valuation allowance is a reasonable estimate of known losses,
such losses and the adequacy of the allowance cannot be fully predicted. Excessive declines in market values could have a material impact on
financial performance.

The Bank s concentrations of loans could result in higher than normal risk of loan defaults and losses.

The Bank offers a variety of secured loans, including commercial lines of credit, commercial term loans, real estate, construction and land
development, home equity, consumer and other loans. The majority of the loans are secured by real estate (both residential and commercial) in
the market area. At December 31, 2012, these loans totaled $352.7 million, or 92%, of total loans. A major change in the real estate market, such
as further deterioration in the value of this collateral, or in the local or national economy, could adversely affect customers ability to pay these
loans, which in turn could impact the Bank. Risk of loan defaults and foreclosures are unavoidable in the banking industry, and the Bank tries to
limit exposure to this risk by monitoring extensions of credit carefully. The Bank cannot fully eliminate credit risk, and as a result credit losses
may occur in the future.

The Company relies on secondary sources, such as Federal Home Loan Bank advances, sales of securities and loans, federal funds lines of
credit from correspondent banks and out-of-market time deposits, to meet liquidity needs.

In managing the Company s consolidated balance sheet, the Company depends on secondary sources to provide sufficient liquidity to meet our
commitments and business needs, and to accommodate the transaction and cash management needs of clients. Other sources of funding available
to us, and upon which we rely as regular components of our liquidity risk management strategy, include federal funds lines of credit, sales of
securities and loans, brokered deposits and borrowings from the Federal Home Loan Bank system. The availability of these funding sources is
highly dependent upon the perception of the liquidity and creditworthiness of the financial institution, and such perception can change quickly in
response to market conditions or circumstances unique to a particular company. Any occurrence that may limit our access to these sources, such
as a decline in the confidence of debt purchasers, or our depositors or counterparties, may adversely affect the Company s liquidity, financial
position and results of operations.

If the Company needs additional capital in the future, it may not be able to obtain it on terms that are favorable. This could negatively affect
the Company s performance.

The Company anticipates that it will have sufficient capital to support asset growth and potential loan charge-offs. However, if additional capital
is needed in the future to maintain capital levels, the ability to raise capital through the sale of additional securities will depend primarily upon
the Company s financial condition and the condition of financial markets at that time. The Company may not be able to obtain additional capital
in amounts or on terms that are satisfactory. The Company s ability to grow its balance sheet may be constrained if it is unable to raise additional
capital as needed.

Changes in interest rates may negatively impact net interest income if the Company is unable to successfully manage interest rate risk.

The Company s profitability will depend substantially upon the spread between the interest rates earned on investments and loans and interest
rates paid on deposits and other interest-bearing liabilities. Changes in interest rates, including the shape of the treasury yield curve, will affect
the Company s financial performance and condition through the pricing of securities, loans, deposits and borrowings. The Company attempts to
minimize exposure to interest rate risk, but will be unable to eliminate it. The net interest spread will depend on many factors that are partly or
entirely outside of the Company s control, including competition, federal economic, monetary and fiscal policies and general economic
conditions.
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The Company s small-to-medium sized business target market may have fewer financial resources to weather a downturn in the economy.

The Company targets its commercial development and marketing strategy primarily to serve the banking and financial services needs of small
and medium sized businesses. These businesses generally have less capital or borrowing capacity than larger entities. If general economic
conditions negatively impact this major economic sector in the markets in which the Company operates, its results of operations and financial
condition may be adversely affected.

Difficult market conditions have adversely affected the Company s industry.

Dramatic declines in the housing market over the past three years, with falling home prices and increasing foreclosures and unemployment, have
negatively impacted the credit performance of real estate related loans and resulted in significant write-downs of asset values by financial
institutions. These write-downs, initially of mortgage-backed securities (MBS) but spreading to other securities and loans have caused many
financial institutions to seek additional capital, to reduce or eliminate dividends, to merge with larger and stronger institutions and, in some
cases, to fail. Reflecting concern about the stability of the financial markets generally and the strength of counterparties, many lenders and
institutional investors have reduced or ceased providing funding to borrowers, including to other financial institutions. This market turmoil and
tightening of credit have led to an increased level of commercial and consumer delinquencies, lack of consumer confidence, increased market
volatility and widespread reduction of business activity. The resulting economic pressure on consumers and lack of confidence in the financial
markets has adversely affected the Company s business, financial condition and results of operations. Market developments may affect consumer
confidence levels and may cause adverse changes in payment patterns, causing increases in delinquencies and default rates, which may impact
charge-offs and the provision for loan losses. A worsening of these conditions would likely have an adverse effect on the Company and others in
the financial services industry.

The soundness of other financial institutions could adversely affect the Company.

The Company s ability to engage in routine funding transactions could be adversely affected by the actions and commercial soundness of other
financial institutions. Financial services institutions are interrelated as a result of trading, clearing, counterparty, or other relationships. As a
result, defaults by, or even rumors or questions about, one or more financial services institutions, or the financial services industry generally,
have led to market-wide liquidity problems and could lead to losses or defaults by the Company or by other institutions. Many of these
transactions expose the Company to credit risk in the event of default of its counterparty or client. There is no assurance that any such losses
would not materially and adversely affect the Company s results of operations.

The Company relies heavily on its management team and the unexpected loss of any of those personnel could adversely affect operations;
the Company depends on the ability to attract and retain key personnel.

The Company s future operating results depend substantially upon the continued service of its executive officers and key personnel. The
Company s future operating results also depend in significant part upon its ability to attract and retain qualified management, financial, technical,
marketing, sales and support personnel. Competition for qualified personnel is intense, and the Company cannot ensure success in attracting or
retaining qualified personnel. There may be only a limited number of persons with the requisite skills to serve in these positions, and it may be
increasingly difficult for the Company to hire personnel over time.

The Company s compensation expense may increase substantially after Treasury s sale of the Preferred Shares.

As a result of the Company s participation in the U.S. Treasury s Capital Purchase Program, among other things, it was subject to Treasury s
standards for executive compensation and corporate governance for the period during which Treasury held any of its Preferred Shares. Because
the Treasury sold all of its Preferred Shares, these executive compensation and corporate governance standards no longer apply and
compensation expense for executive officers and other senior employees may increase substantially.

Future success is dependent on the ability to compete effectively in the highly competitive banking industry.

The Company faces vigorous competition from other financial institutions, including other commercial banks, savings and loan associations,
savings banks, finance companies and credit unions for deposits, loans and other financial services in its market area. A number of these other
financial institutions are significantly larger than the Company and have substantially greater access to capital and other resources, as well as
larger lending limits and branch systems, and offer a wider array of
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banking services. To a limited extent the Company also competes with other providers of financial services, such as money market mutual funds,
brokerage firms, insurance companies and governmental organizations which may offer more favorable products and services than the
Company. Many of the non-bank competitors are not subject to the same extensive regulations that govern the Company. As a result, the
non-bank competitors have advantages over the Company in providing certain services. This competition may reduce or limit profit margins and
market share and may adversely affect the results of operations and financial condition.

Regulation by federal and state agencies could adversely affect the profitability of the business.

The Company is heavily regulated by federal and state agencies. This regulation is to protect depositors, the federal deposit insurance fund and
the banking system as a whole. Congress and state legislatures and federal and state regulatory agencies continually review banking laws,
regulations, and policies for possible changes. Changes to statutes, regulations, or regulatory policies, including interpretation or implementation
of statutes, regulations, or policies, could affect the Company adversely, including limiting the types of financial services and products we may
offer and/or increasing the ability of non-banks to offer competing financial services and products. If the Company does not comply with laws,
regulations, or policies, it could receive regulatory sanctions and damage to its reputation.

See the section of this report entitled Supervision and Regulation for additional information on the statutory and regulatory issues that affect the
Company s business.

Government measures to regulate the financial industry, including the Dodd-Frank Wall Street Reform and Consumer Protection Act (the
Dodd-Frank Act ), subject the Company to increased regulation and could adversely affect it.

As a financial institution, the Company is heavily regulated at the state and federal levels. As a result of the financial crisis and related global
economic downturn that began in 2007, the Company has faced, and expects to continue to face, increased public and legislative scrutiny as well
as stricter and more comprehensive regulation of its financial services practices. In July 2010, the Dodd-Frank Act was signed into law. The
Dodd-Frank Act includes significant changes in the financial regulatory landscape and will impact all financial institutions, including the
Company and the Bank. Many of the provisions of the Dodd-Frank Act have begun to be or will be implemented over the next several months
and years and will be subject both to further rulemaking and the discretion of applicable regulatory bodies. Because the ultimate impact of the
Dodd-Frank Act will depend on future regulatory rulemaking and interpretation, the Company cannot predict the full effect of this legislation on
its business, financial condition or results of operations.

In December 2010, the Basel Committee on Banking Supervision, an international forum for cooperation on banking supervisory matters,
announced the Basel Il capital rules, which set new capital requirements for banking organizations. On June 7, 2012, the Federal Reserve Board
requested comment on three proposed rules that, taken together, would establish an integrated regulatory capital framework implementing the
Basel III regulatory capital reforms in the United States. As proposed, the U.S. implementation of Basel III would lead to significantly higher
capital requirements and more restrictive leverage and liquidity ratios than those currently in place. Once adopted, these new capital
requirements would be phased in over time. Additionally, the U.S. implementation of Basel III contemplates that, for banking organizations with
less than $15 billion in assets, the ability to treat trust preferred securities as tier 1 capital would be phased out over a ten-year period. The
ultimate impact of the U.S. implementation of the new capital and liquidity standards on the Company and the Bank is currently being reviewed.
At this point the Company cannot determine the ultimate effect that any final regulations, if enacted, would have upon its earnings or financial
position. In addition, important questions remain as to how the numerous capital and liquidity mandates of the Dodd-Frank Act will be
integrated with the requirements of Basel I11.

Recently enacted legislation could allow the Company to deregister under the Exchange Act, which would result in a reduction in the
amount and frequency of publicly-available information about the Company.

Recently enacted legislation called the Jumpstart Our Business Startups Act (or JOBS Act ) may allow the Company to terminate the registration
of its common stock under the Exchange Act. If the Company determines to deregister its common stock under the Exchange Act, it would

enable it to save significant expenses relating to its public disclosure and reporting requirements under the Exchange Act. However, a
deregistration of common stock also would result in a reduction in the amount and frequency of publicly-available information about the

Company and the Bank.
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Changes in the Company s accounting policies or in accounting standards could materially affect how it reports financial results and
condition.

From time to time, the Financial Accounting Standards Board (FASB) and SEC change the financial accounting and reporting standards that
govern the preparation of our financial statements. These changes can be hard to predict and can materially impact how the Company records
and reports its financial condition and results of operations. In some cases, the Company could be required to apply a new or revised standard
retroactively, resulting in restating prior period financial statements.

The Company s ability to operate profitably may be dependent on its ability to implement various technologies into its operations.

The market for financial services, including banking service and consumer finance services is increasingly affected by advances in technology,
including developments in telecommunications, data processing, computers, automation, internet-based banking and tele-banking. The
Company s ability to compete successfully in its market may depend on the extent to which it is able to exploit such technological changes. If it
is not able to afford such technologies, properly or timely anticipate or implement such technologies, or properly train its staff to use such
technologies, the Company s business, financial condition or operating results could be adversely affected.

The Company s operations depend upon third party vendors that perform services for it.

The Company outsources many of its operating and banking functions, including some data processing functions and the interchange and
transmission services for the ATM network. As such, the Company s success and ability to expand operations depends on the services provided
by these third parties. Disputes with these third parties may adversely affect operations. The Company may not be able to engage appropriate
vendors to adequately service its needs, and the vendors that it engages may not be able to perform successfully.

The Company s operations may be adversely affected by cyber security risks.

In the ordinary course of business, the Company collects and stores sensitive data, including proprietary business information and personally
identifiable information of its customers and employees in systems and on networks. The secure processing, maintenance and use of this
information is critical to operations and the Company s business strategy. The Company has invested in accepted technologies, and continually
reviews processes and practices that are designed to protect its networks, computers and data from damage or unauthorized access. Despite these
security measures, the Company s computer systems and infrastructure may be vulnerable to attacks by hackers or breached due to employee
error, malfeasance or other disruptions. A breach of any kind could compromise systems and the information stored there could be accessed,
damaged or disclosed. A breach in security could result in legal claims, regulatory penalties, disruption in operations, and damage to the
Company s reputation, which could adversely affect our business.

Negative public opinion could damage our reputation and adversely impact liquidity and profitability.

As a financial institution, the Company s earnings, liquidity, and capital are subject to risks associated with negative public opinion of the
Company and of the financial services industry as a whole. Negative public opinion could result from our actual or alleged conduct in any
number of activities, including lending practices, the failure of any product or service sold by us to meet our clients expectations or applicable
regulatory requirements, corporate governance and acquisitions, or from actions taken by government regulators and community organizations
in response to those activities. Negative public opinion can adversely affect our ability to keep, attract and/or retain customers and can expose us
to litigation and regulatory action. Actual or alleged conduct by one of our businesses can result in negative public opinion about our other
businesses. Negative public opinion could also affect our ability to borrow funds in the unsecured wholesale debt markets.

Potential future losses may result in an additional valuation allowance for deferred tax assets. Recapture of the deferred tax asset balance
(i.e., reversal of the valuation allowance) is subject to considerable judgment and could be adversely impacted by changes in future income
tax rates.

During 2011, the Company reached a three-year cumulative pre-tax loss position. See Note 10 of Notes to Consolidated Financial Statements in
this Report. Under GAAP, cumulative losses in recent years are considered significant negative evidence which is difficult to overcome in
assessing the realizability of a deferred tax asset. As a result, beginning with the fourth quarter of 2011, the Company no longer considers future
taxable income in determining the realizability of its deferred tax assets. At December 31, 2012, the Company had recorded a full valuation
allowance of $6.6 million on its net deferred tax assets.
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The Company expects to reverse the valuation allowance for deferred tax assets once it has demonstrated a sustainable return to

profitability. However, the reversal of the valuation allowance is subject to considerable judgment. Additionally, even after the recovery of the
deferred tax asset balance under GAAP, which would immediately benefit GAAP capital and the tangible common equity ratio, there will
remain limitations on the ability to include the deferred tax assets for regulatory capital purposes. See Deferred Tax Asset Valuation Allowance
under Part II Item 7. Management s Discussion and Analysis of Operating Results and Financial Condition of this Report.

Increases in FDIC insurance premiums could adversely affect the Company s profitability.

The Dodd-Frank Act directs the FDIC to amend its regulations to re-define the method of calculation of an insured depository institution s
insurance fund assessment. The Dodd-Frank Act requires the assessment base to be an amount equal to the average consolidated total assets of
the insured depository institution during the assessment period, minus the sum of the average tangible equity of the insured depository institution
during the assessment period and an amount the FDIC determines is necessary to establish assessments consistent with the risk-based assessment
system found in the Federal Deposit Insurance Act. The FDIC has issued final rules outlining this new insurance assessment methodology,
which will impact the amount of the Bank s insurance assessment. In addition, the FDIC may make additional changes to the way in which it
calculates insurance premiums. The Company cannot predict the timing of any future changes, and if made, the effect that these changes could
have on its insurance assessment.

The Company s ability to pay dividends is limited and it suspended payment of dividends during 2011. As a result, capital appreciation, if
any, of its common stock may be your sole opportunity for gains on your investment for the foreseeable future.

The Company s ability to pay dividends on its common stock is limited by regulatory restrictions applicable to the Company and the Bank and
the need to maintain sufficient capital. Holders of its common stock are only entitled to receive such dividends as the board of directors may
declare out of funds legally available for such payments. The Company is organized under the Virginia Stock Corporation Act, which prohibits
the payment of a dividend if, after giving it effect, the corporation would not be able to pay its debts as they become due in the usual course of
business. The payment of a dividend is also prohibited if the corporation s total assets would be less than the sum of its total liabilities plus the
amount that would be needed, if the corporation were to be dissolved, to satisfy the preferential rights upon dissolution of any preferred
shareholders. In addition, the Company is subject to certain regulatory requirements to maintain capital at or above regulatory minimums, which
affect its dividend policies. The Federal Reserve has indicated that a bank holding company such as the Company should generally pay
dividends only if its earnings for the current period are sufficient to fully fund the dividends, and the prospective rate of earnings retention
appears consistent with the organization s capital needs, asset quality and overall financial condition.

In addition, our ability to pay dividends on our common stock may be largely dependent on the ability of our banking subsidiary to pay
dividends to us. The Bank also is subject to laws and regulations that limit the amount of dividends that it can pay. As a state member bank, the
Bank is subject to certain restrictions imposed by the reserve and capital requirements of federal and Virginia banking statutes and regulations.
Under Virginia law, a bank may not declare a dividend in excess of its undivided profits or its accumulated retained earnings. Additionally,
under Federal Reserve regulations, the Bank may not declare a dividend if the total amount of all dividends, including the proposed dividend,
declared by it in any calendar year exceeds the total of its retained net income of that year to date, combined with its retained net income of the
two preceding years, unless the dividend is approved by the Federal Reserve. The Federal Reserve and the Commonwealth of Virginia have the
general authority to limit the dividends paid by insured banks if the payment is deemed an unsafe and unsound practice and have indicated that
paying dividends that deplete a bank s capital base to an inadequate level would be an unsound and unsafe banking practice.

In the third quarter of 2011, the Company suspended payment of dividends on its common stock, and it is currently subject to regulatory
restrictions that do not permit the Bank to declare or pay any dividend without the prior approval of the banking regulators. If the Bank is unable
to satisfy these regulatory requirements or obtain requisite regulatory approval, the Company could be unable to pay dividends on common
stock. Therefore, the Company may not be able to resume payments of dividends in the future.
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The Company s preferred stock and trust preferred securities are superior to our common stock, which may limit our ability to pay dividends
on common stock in the future.

Our ability to pay dividends on common stock is also limited by contractual restrictions under its trust preferred securities and preferred stock.
The trust preferred securities and preferred stock are in a superior ownership position compared to common stock. Interest must be paid on the
trust preferred securities, and dividends must be paid on the preferred stock, before dividends may be paid to the common shareholders. The
Company is current in its interest and dividend payments on the trust preferred securities and preferred stock; however, it has the right to defer
distributions on these instruments, during which time no dividends may be paid on its common stock. If the Company does not have sufficient
earnings in the future and begins to defer distributions on the trust preferred securities or preferred stock, it will be unable to pay dividends on its
common stock until it becomes current on those 