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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-K

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

For the Fiscal Year Ended December 31, 2012

OR

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

For the transition period from _________ to __________

Commission File Number: 0-25023

FIRST CAPITAL, INC.
(Exact name of registrant as specified in its charter)

Indiana 35-2056949
(State or other jurisdiction of (I.R.S. Employer
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incorporation or organization) Identification No.)

220 Federal Drive, N.W., Corydon, Indiana 47112
(Address of principal executive offices) (Zip Code)

Registrant�s telephone number, including area code: (812) 738-2198

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

Title of each class Name of each exchange on which registered
Common Stock, par value $0.01 per share Nasdaq Global Stock Market

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

None

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 Web Site, if any, every Interactive Data
File required to be submitted and posted pursuant to Rule 405 of Regulation S-T (§ 232.405 of this chapter) during the preceding 12 months (or
for such shorter period that the registrant was required to submit and post such files).     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 definitions of �accelerated filer,� �large 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 was $53.9 million, based upon the closing price
of $20.77 per share as quoted on the Nasdaq Stock Market as of the last business day of the registrant�s most recently completed second fiscal
quarter.

The number of shares outstanding of the registrant�s common stock as of March 8, 2013 was 2,784,997.
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DOCUMENTS INCORPORATED BY REFERENCE

Portions of the Proxy Statement for the 2013 Annual Meeting of Stockholders

are incorporated by reference in Part III of this Form 10-K.
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This report contains certain �forward-looking statements� within the meaning of the federal securities laws. These statements are not historical
facts, rather statements based on First Capital, Inc.�s current expectations regarding its business strategies, intended results and future
performance. Forward-looking statements are preceded by terms such as �expects,� �believes,� �anticipates,� �intends� and similar
expressions.

Forward-looking statements are not guarantees of future performance. Management�s ability to predict results or the effect of future plans or
strategies is inherently uncertain. Numerous risks and uncertainties could cause or contribute to the Company�s actual results, performance
and achievements to materially differ from those expressed or implied by the forward-looking statements. Factors which could affect actual
results include, but are not limited to, interest rate trends; the general economic climate in the specific market area in which First Capital
operates, as well as nationwide; First Capital�s ability to control costs and expenses; competitive products and pricing; loan delinquency rates;
changes in federal and state legislation and regulation; and other factors disclosed periodically in the Company�s filings with the Securities
and Exchange Commission. Additional factors that may affect our results are discussed in Item 1A to this Annual Report on Form 10-K titled
�Risk Factors� below. These factors should be considered in evaluating the forward-looking statements and undue reliance should not be
placed on such statements, whether included in this report or made elsewhere from time to time by the Company or on its behalf. Except as may
be required by applicable law or regulation, First Capital assumes no obligation to update any forward-looking statements.

PART I

ITEM 1. BUSINESS
General

First Capital, Inc. (the �Company� or �First Capital�) was incorporated under Indiana law on September 11, 1998. On December 31, 1998, the
Company became the holding company for First Federal Bank, A Federal Savings Bank (the �Bank�) upon the Bank�s reorganization as a wholly
owned subsidiary of the Company resulting from the conversion of First Capital, Inc., M.H.C. (the �MHC�), from a federal mutual holding
company to a stock holding company. On January 12, 2000, the Company completed a merger of equals with HCB Bancorp, the former holding
company for Harrison County Bank, and the Bank changed its name to First Harrison Bank. On March 20, 2003, the Company acquired
Hometown Bancshares, Inc. (�Hometown�), a bank holding company located in New Albany, Indiana.

The Company has no significant assets, other than all of the outstanding shares of the Bank and the portion of the net proceeds from the offering
retained by the Company, and no significant liabilities. Management of the Company and the Bank are substantially similar and the Company
neither owns nor leases any property, but instead uses the premises, equipment and furniture of the Bank in accordance with applicable
regulations.

The Bank is regulated by the Office of the Comptroller of the Currency (the �OCC�) and the Federal Deposit Insurance Corporation (the �FDIC�).
The Bank�s deposits are federally insured by the FDIC under the Deposit Insurance Fund. The Bank is a member of the Federal Home Loan Bank
System.
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Availability of Information

The Company�s Annual Report on Form 10-K, Quarterly Reports on Form 10-Q, Current Reports on Form 8-K and any amendments to such
reports filed or furnished pursuant to Section 13(a) or 15(d) of the Securities Exchange Act of 1934 are made available free of charge on the
Company�s Internet website, www.firstharrison.com, as soon as practicable after the Company electronically files such material with, or
furnishes it to, the Securities and Exchange Commission. The contents of the Company�s website shall not be incorporated by reference into this
Form 10-K or into any reports the Company files with or furnishes to the Securities and Exchange Commission.

Market Area and Competition

The Bank considers Harrison, Floyd, Clark and Washington counties in Indiana its primary market area. All of its offices are located in these
four counties, which results in most of the Bank�s loans being made in these four counties. The main office of the Bank is located in Corydon,
Indiana, 35 miles west of Louisville, Kentucky. The Bank aggressively competes for business with local banks, as well as large regional banks.
Its most direct competition for deposit and loan business comes from the commercial banks operating in these four counties. Based on data
published by the FDIC, the Bank is the leader among FDIC-insured institutions in deposit market share in Harrison County, the Bank�s primary
county of operation.

Lending Activities

General. Over the last few years, the Bank has continued to transform the composition of its balance sheet from that of a traditional thrift
institution to that of a commercial bank. On the asset side, this is being accomplished in part by selling in the secondary market the
newly-originated qualified fixed-rate residential mortgage loans while retaining variable rate residential mortgage loans in the portfolio. This
transformation is also enhanced by an expanded commercial lending staff dedicated to growing commercial real estate and commercial business
loans. The Bank also continues to originate consumer loans and residential construction loans for the loan portfolio. The Bank does not offer,
and has not offered, Alt-A, sub-prime or no-document mortgage loans.
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Loan Portfolio Analysis. The following table presents the composition of the Bank�s loan portfolio by type of loan at the dates indicated.

At December 31,
2012 2011 2010 2009 2008

Amount
Percent of

Total Amount
Percent of

Total Amount
Percent of

Total Amount
Percent of

Total Amount
Percent of

Total
(Dollars in thousands)

Mortgage Loans:
Residential(1) $ 108,097 37.37% $ 116,338 40.84% $ 130,143 43.11% $ 139,085 43.45% $ 150,576 45.96% 
Land 9,607 3.32 9,910 3.48 9,534 3.16 10,288 3.21 9,475 2.89
Commercial real estate 68,731 23.76 57,680 20.25 59,901 19.84 60,580 18.92 65,367 19.95
Residential construction(2) 12,753 4.41 10,988 3.86 8,151 2.70 13,862 4.33 9,577 2.92
Commercial real estate
construction 3,299 1.14 743 0.26 0 0.00 0 0.00 0 0.00

Total mortgage loans 202,487 70.00 195,659 68.69 207,729 68.81 223,815 69.91 234,995 71.72

Consumer Loans:
Home equity and second

mortgage loans 36,962 12.78 38,641 13.57 43,046 14.26 46,360 14.48 43,031 13.14
Automobile loans 21,922 7.58 20,627 7.24 19,384 6.42 17,714 5.53 16,523 5.04
Loans secured by savings
accounts 770 0.27 767 0.27 1,042 0.34 1,361 0.43 1,972 0.60
Unsecured loans 3,191 1.10 3,126 1.10 3,076 1.02 2,677 0.84 2,807 0.86
Other(3) 5,303 1.84 5,312 1.86 5,732 1.90 5,321 1.66 5,419 1.65

Total consumer loans 68,148 23.57 68,473 24.04 72,280 23.94 73,433 22.94 69,752 21.29

Commercial business
loans 18,612 6.43 20,722 7.27 21,911 7.25 22,861 7.15 22,881 6.99

Total gross loans 289,247 100.00% 284,854 100.00% 301,920 100.00% 320,109 100.00% 327,628 100.00% 

Less:
Due to borrowers on loans
in process 4,306 4,768 3,119 4,372 2,828
Deferred loan fees net of
direct costs (202) (143) (222) (286) (247) 
Allowance for loan losses 4,736 4,182 4,473 4,931 2,662

Total loans, net $ 280,407 $ 276,047 $ 294,550 $ 311,092 $ 322,385

(1) Includes conventional one-to four-family and multi-family residential loans.
(2) Includes construction loans for which the Bank has committed to provide permanent financing.
(3) Includes loans secured by lawn and farm equipment, mobile homes and other personal property.
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Residential Loans. The Bank�s lending activities have concentrated on the origination of residential mortgages, both for sale in the secondary
market and for retention in the Bank�s loan portfolio. Residential mortgages secured by multi-family properties are an immaterial portion of the
residential loan portfolio. Substantially all residential mortgages are collateralized by properties within the Bank�s market area.

The Bank offers both fixed-rate mortgage loans and adjustable rate mortgage (�ARM�) loans typically with terms of 15 to 30 years. The Bank uses
loan documents approved by the Federal National Mortgage Corporation (�Fannie Mae�) and the Federal Home Loan Mortgage Corporation
(�Freddie Mac�) whether the loan is originated for investment or sale in the secondary market.

Historically, the Bank has retained its residential loan originations in its portfolio. Retaining fixed-rate loans in its portfolio subjects the Bank to
a higher degree of interest rate risk. See �Item 1A. Risk Factors�Above Average Interest Rate Risk Associated with Fixed-Rate Loans� for a further
discussion of the risks of rising interest rates. Beginning in 2004, one of the Bank�s strategic goals was to expand its mortgage business by
originating mortgage loans for sale, while offering a full line of mortgage products to prospective customers. This practice increases the Bank�s
lending capacity and allows the Bank to more effectively manage its profitability since it is not required to predict the prepayment, credit or
interest rate risks associated with retaining either the loan or the servicing asset. For the year ended December 31, 2012, the Bank originated and
funded $42.7 million of residential mortgage loans for sale in the secondary market. For a full discussion of the Bank�s mortgage banking
operations, see �Item 1. Business�Mortgage Banking Activities.�

ARM loans originated have interest rates that adjust at regular intervals of one to five years, with up to 2.0% caps per adjustment period and
6.0% lifetime caps, based upon changes in the prevailing interest rates on United States Treasury Bills. The Bank also originates �hybrid� ARM
loans, which are fixed for an initial period three or five years and adjust annually thereafter. The Bank may occasionally use below market
interest rates and other marketing inducements to attract ARM loan borrowers. The majority of ARM loans provide that the amount of any
increase or decrease in the interest rate is limited to 2.0% (upward or downward) per adjustment period and generally contains minimum and
maximum interest rates. Borrower demand for ARMs versus fixed-rate mortgage loans is a function of the level of interest rates, the
expectations of changes in the level of interest rates and the difference between the interest rates and loan fees offered for fixed-rate mortgage
loans and interest rates and loan fees for ARM loans. The relative amount of fixed-rate and ARM loans that can be originated at any time is
largely determined by the demand for each in a competitive environment.

The Bank�s lending policies generally limit the maximum loan-to-value ratio on fixed-rate and ARM loans to 80% of the lesser of the appraised
value or purchase price of the underlying residential property unless private mortgage insurance to cover the excess over 80% is obtained, in
which case the mortgage is limited to 95% (or 97% under a Freddie Mac program) of the lesser of appraised value or purchase price. The
loan-to-value ratio, maturity and other provisions of the loans made by the Bank are generally reflected in the policy of making less than the
maximum loan permissible under federal regulations, in accordance with established lending practices, market conditions and underwriting
standards maintained by the Bank. The Bank requires title, fire and extended insurance coverage on all mortgage loans originated. All of the
Bank�s real estate loans contain due on sale clauses. The Bank generally obtains appraisals on all its real estate loans from outside appraisers.

Construction Loans. The Bank originates construction loans for residential properties and, to a lesser extent, commercial properties. Although
the Bank originates construction loans that are repaid with the proceeds of a limited number of mortgage loans obtained by the borrower from
another lender, the majority of the construction loans that the Bank originates are permanently financed in the secondary market by the Bank.
Construction loans originated without a commitment by the Bank to provide permanent financing are generally originated for a term of six to 12
months and at a fixed interest rate based on the prime rate.
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The Bank originates speculative construction loans to a limited number of builders operating and based in the Bank�s primary market area and
with whom the Bank has well-established business relationships. At December 31, 2012, the Bank had approved speculative construction loans,
a construction loan for which there is not a commitment for permanent financing in place at the time the construction loan was originated, with
total commitments of $2.0 million and outstanding balances of $1.9 million. The Bank limits the number of speculative construction loans
outstanding to any one builder based on the Bank�s assessment of the builder�s capacity to service the debt.

Most construction loans are originated with a loan-to-value ratio not to exceed 80% of the appraised estimated value of the completed property.
The construction loan documents require the disbursement of the loan proceeds in increments as construction progresses. Disbursements are
based on periodic on-site inspections by an independent appraiser.

Construction lending is inherently riskier than residential mortgage lending. Construction loans, on average, generally have higher loan balances
than residential mortgage loans. In addition, the potential for cost overruns because of the inherent difficulties in estimating construction costs
and, therefore, collateral values and the difficulties and costs associated with monitoring construction progress, among other things, are major
contributing factors to this greater credit risk. Speculative construction loans have the added risk that there is not an identified buyer for the
completed home when the loan is originated, with the risk that the builder will have to service the construction loan debt and finance the other
carrying costs of the completed home for an extended time period until a buyer is identified. Furthermore, the demand for construction loans and
the ability of construction loan borrowers to service their debt depends highly on the state of the general economy, including market interest rate
levels and the state of the economy of the Bank�s primary market area. A material downturn in economic conditions could be expected to have a
material adverse effect on the credit quality of the construction loan portfolio.

Commercial Real Estate Loans. Commercial real estate loans are generally secured by small retail stores, professional office space and, in
certain instances, farm properties. Commercial real estate loans are generally originated with a loan-to-value ratio not to exceed 75% of the
appraised value of the property. Property appraisals are performed by independent appraisers approved by the Bank�s board of directors. The
Bank seeks to originate commercial real estate loans at variable interest rates based on the prime lending rate or the United States Treasury Bill
rate for terms ranging from ten to 15 years and with interest rate adjustment intervals of five years. The Bank also originates fixed-rate balloon
loans with a short maturity, but a longer amortization schedule.

Commercial real estate lending affords the Bank an opportunity to receive interest at rates higher than those generally available from residential
mortgage lending. However, loans secured by such properties usually are greater in amount, more difficult to evaluate and monitor and,
therefore, involve a greater degree of risk than residential mortgage loans. Because payments on loans secured by multi-family and commercial
properties are often dependent on the successful operation and management of the properties, repayment of such loans may be affected by
adverse conditions in the real estate market or the economy. The Bank seeks to minimize these risks by limiting the maximum loan-to-value
ratio to 75% and strictly scrutinizing the financial condition of the borrower, the quality of the collateral and the management of the property
securing the loan. The Bank also obtains loan guarantees from financially capable parties based on a review of personal financial statements.

Commercial Business Loans. Commercial business loans are generally secured by inventory, accounts receivable, and business equipment such
as trucks and tractors. Many commercial business loans also have real estate as collateral. The Bank generally requires a personal guaranty of
payment by the principals of a corporate borrower, and reviews the personal financial statements and income tax returns of the guarantors.
Commercial business loans are generally originated with loan-to-value ratios not exceeding 75%.

5
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Aside from lines of credit, commercial business loans are generally originated for terms not to exceed seven years with variable interest rates
based on the prime lending rate. Approved credit lines totaled $24.4 million at December 31, 2012, of which $11.3 million was outstanding.
Lines of credit are originated at fixed and variable interest rates for one-year renewable terms.

A director of the Bank is a shareholder of a farm implement dealership that contracts with the Bank to provide sales financing to the dealership�s
customers. The Bank does not grant preferential credit under this arrangement. During the year ended December 31, 2012, the Bank granted
approximately $473,000 of credit to customers of the dealership and all loans purchased from the corporation had an aggregate outstanding
balance of $1.0 million at December 31, 2012. At December 31, 2012, three loans purchased from the corporation were delinquent 30 days or
more with an aggregate outstanding balance of $51,000.

Commercial business lending generally involves greater risk than residential mortgage lending and involves risks that are different from those
associated with residential and commercial real estate lending. Real estate lending is generally considered to be collateral-based lending with
loan amounts based on predetermined loan-to-collateral values and liquidation of the underlying real estate collateral is viewed as the primary
source of repayment in the event of borrower default. Although commercial business loans are often collateralized by equipment, inventory,
accounts receivable or other business assets, the liquidation of collateral in the event of a borrower default is often an insufficient source of
repayment because accounts receivable may be uncollectible and inventories and equipment may be obsolete or of limited use, among other
things. Accordingly, the repayment of a commercial business loan depends primarily on the creditworthiness of the borrower (and any
guarantors), while liquidation of collateral is a secondary, and often insufficient, source of repayment. The Bank has five commercial lenders
and one commercial credit analyst committed to growing commercial business loans to facilitate the changes desired in the Bank�s balance sheet.
The Bank also uses an outside loan review company to review selected commercial credits on an annual basis.

Consumer Loans. The Bank offers a variety of secured or guaranteed consumer loans, including automobile and truck loans, home equity loans,
home improvement loans, boat loans, mobile home loans and loans secured by savings deposits. In addition, the Bank offers unsecured
consumer loans. Consumer loans are generally originated at fixed interest rates and for terms not to exceed seven years. The largest portion of
the Bank�s consumer loan portfolio consists of home equity and second mortgage loans followed by automobile and truck loans. Automobile and
truck loans are originated on both new and used vehicles. Such loans are generally originated at fixed interest rates for terms up to five years and
at loan-to-value ratios up to 90% of the blue book value in the case of used vehicles and 90% of the purchase price in the case of new vehicles.

The Bank originates variable-rate home equity and fixed-rate second mortgage loans generally for terms not to exceed five years. The
loan-to-value ratio on such loans is limited to 80%, taking into account the outstanding balance on the first mortgage loan.

The Bank�s underwriting procedures for consumer loans includes an assessment of the applicant�s payment history on other debts and ability to
meet existing obligations and payments on the proposed loans. Although the applicant�s creditworthiness is a primary consideration, the
underwriting process also includes a comparison of the value of the security, if any, to the proposed loan amount. The Bank underwrites and
originates the majority of its consumer loans internally, which management believes limits exposure to credit risks relating to loans underwritten
or purchased from brokers or other outside sources.

6
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Consumer loans generally entail greater risk than do residential mortgage loans, particularly in the case of consumer loans which are unsecured
or secured by assets that depreciate rapidly, such as automobiles. In the latter case, repossessed collateral for a defaulted consumer loan may not
provide an adequate source of repayment for the outstanding loan and the remaining deficiency often does not warrant further substantial
collection efforts against the borrower. In addition, consumer loan collections depend on the borrower�s continuing financial stability, and,
therefore, are more likely to be adversely affected by job loss, divorce, illness or personal bankruptcy. Furthermore, the application of various
federal and state laws, including federal and state bankruptcy and insolvency laws, may limit the amount which can be recovered on such loans.
Such loans may also give rise to claims and defenses by the borrower against the Bank as the holder of the loan, and a borrower may be able to
assert claims and defenses that it has against the seller of the underlying collateral.

Loan Maturity and Repricing

The following table sets forth certain information at December 31, 2012 regarding the dollar amount of loans maturing in the Bank�s portfolio
based on their contractual terms to maturity, but does not include potential prepayments. Demand loans, which are loans having neither a stated
schedule of repayments nor a stated maturity, and overdrafts are reported as due in one year or less. Loan balances do not include undisbursed
loan proceeds, unearned income and allowance for loan losses.

Within
One Year

After

One Year

Through
3 Years

After

3 Years

Through
5 Years

After

5 Years

Through
10 Years

After

10 Years

Through
15 Years

After
15 Years Total

(Dollars in thousands)
Mortgage loans:
Residential $ 8,602 $ 13,107 $ 14,272 $ 22,395 $ 18,951 $ 30,770 $ 108,097
Commercial real estate and land loans(1) 11,034 14,232 11,498 21,485 13,421 9,967 81,637
Residential construction(2) 10,194 2,559 0 0 0 0 12,753
Consumer loans 19,756 26,812 14,281 7,044 66 189 68,148
Commercial business 10,071 4,383 1,315 1,541 745 557 18,612

Total gross loans $ 59,657 $ 61,093 $ 41,366 $ 52,465 $ 33,183 $ 41,483 $ 289,247

(1) Includes commercial real estate construction loans.
(2) Includes construction loans for which the bank has committed to provide permanent financing. The contractual maturities reflect the

principal payments due following the period of construction.
The following table sets forth the dollar amount of all loans due after December 31, 2013, which have fixed interest rates and floating or
adjustable interest rates.

Fixed Rates
Floating or

Adjustable Rates
(Dollars in thousands)

Mortgage loans:
Residential $ 52,830 $ 46,665
Commercial real estate and land loans 16,689 53,914
Residential construction 233 2,326
Consumer loans 25,888 22,504
Commercial business 3,861 4,680

Total gross loans $ 99,501 $ 130,089
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Loan Solicitation and Processing. A majority of the Bank�s loan originations are made to existing customers. Walk-ins and customer referrals
are also a source of loan originations. Upon receipt of a loan application, a credit report is ordered to verify specific information relating to the
loan applicant�s employment, income and credit standing. A loan applicant�s income is verified through the applicant�s employer or from the
applicant�s tax returns. In the case of a real estate loan, an appraisal of the real estate intended to secure the proposed loan is undertaken,
generally by an independent appraiser approved by the Bank. The mortgage loan documents used by the Bank conform to secondary market
standards.

The Bank requires that borrowers obtain certain types of insurance to protect its interest in the collateral securing the loan. The Bank requires
either a title insurance policy insuring that the Bank has a valid first lien on the mortgaged real estate or an opinion by an attorney regarding the
validity of title. Fire and casualty insurance is also required on collateral for loans.

Loan Commitments and Letters of Credit. The Bank issues commitments for fixed�and adjustable-rate single-family residential mortgage loans
conditioned upon the occurrence of certain events. Such commitments are made in writing on specified terms and conditions and are honored for
up to 60 days from the date of application, depending on the type of transaction. The Bank had outstanding loan commitments of approximately
$13.2 million at December 31, 2012.

As an accommodation to its commercial business loan borrowers, the Bank issues standby letters of credit or performance bonds usually in favor
of municipalities for whom its borrowers are performing services. At December 31, 2012, the Bank had outstanding letters of credit of $781,000.

Loan Origination and Other Fees. Loan fees and points are a percentage of the principal amount of the mortgage loan that is charged to the
borrower for funding the loan. The Bank usually charges a fixed origination fee on residential real estate loans and long-term commercial real
estate loans. Current accounting standards require loan origination fees and certain direct costs of underwriting and closing loans to be deferred
and amortized into interest income over the contractual life of the loan. Deferred fees and costs associated with loans that are sold are recognized
as income at the time of sale. The Bank had $202,000 of net deferred loan costs at December 31, 2012.

Mortgage Banking Activities. Mortgage loans originated and funded by the Bank and intended for sale in the secondary market are carried at the
lower of aggregate cost or market value. Aggregate market value is determined based on the quoted prices under a �best efforts� sales agreement
with a third party. Net unrealized losses are recognized through a valuation allowance by charges to income. Realized gains on sales of mortgage
loans are included in noninterest income.

Commitments to originate and fund mortgage loans for sale in the secondary market are considered derivative financial instruments to be
accounted for at fair value. The Bank�s mortgage loan commitments subject to derivative accounting are fixed rate mortgage commitments at
market rates when initiated. At December 31, 2012, the Bank had commitments to originate $830,000 in fixed-rate mortgage loans intended for
sale in the secondary market after the loans are closed. Fair value is estimated based on fees that would be charged on commitments with similar
terms.

Delinquencies. The Bank�s collection procedures provide for a series of contacts with delinquent borrowers. A late charge is assessed and a late
charge notice is sent to the borrower after the 15th day of delinquency. After 20 days, the collector places a phone call to the borrower. When a
payment becomes 60 days past due, the collector issues a default letter. If a loan continues in a delinquent status for 90 days or more, the Bank
generally initiates foreclosure or other litigation proceedings.

Nonperforming Assets. Loans are reviewed regularly and when loans become 90 days delinquent, the loan is placed on nonaccrual status and
the previously accrued interest income is reversed unless, in the opinion of management, the outstanding interest remains collectible. Typically,
payments received on a nonaccrual loan are applied to the outstanding principal and interest as determined at the time of collection of the loan
when the likelihood of further loss on the loan is remote. Otherwise, the Bank applies the cost recovery method and applies all payments as a
reduction of the unpaid principal balance.
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The following table sets forth information with respect to the Bank�s nonperforming assets for the dates indicated. Nonperforming assets include
nonaccrual loans, accruing loans that are 90 days or more past due, and foreclosed real estate.

At December 31,
2012 2011 2010 2009 2008

(Dollars in thousands)
Loans accounted for on a nonaccrual basis:
Residential real estate(1) $ 2,773 $ 2,528 $ 3,230 $ 2,295 $ 2,013
Commercial real estate(2) 2,961 2,858 1,780 3,445 2,088
Commercial business 1,776 1,928 2,148 2,238 82
Consumer 73 87 390 456 258

Total 7,583 7,401 7,548 8,434 4,441

Accruing loans past due 90 days or more:
Residential real estate(1) 215 143 334 563 735
Commercial real estate(2) 0 38 0 202 27
Commercial business 0 0 20 0 0
Consumer 74 182 25 317 330

Total 289 363 379 1,082 1,092

Total nonperforming loans 7,872 7,764 7,927 9,516 5,533

Foreclosed real estate, net 295 661 591 877 881

Total nonperforming assets $ 8,167 $ 8,425 $ 8,518 $ 10,393 $ 6,414

Total nonperforming loans to net loans 2.81% 2.81% 2.69% 3.06% 1.72% 
Total nonperforming loans to total assets 1.71% 1.77% 1.75% 2.09% 1.21% 
Total nonperforming assets to total assets 1.78% 1.92% 1.88% 2.28% 1.40% 

(1) Includes residential construction loans.
(2) Includes commercial real estate construction and land loans.
The Bank accrues interest on loans over 90 days past due when, in the opinion of management, the estimated value of collateral and collection
efforts are deemed sufficient to ensure full recovery. The Bank recognized $9,000 in interest income on nonaccrual loans for the fiscal year
ended December 31, 2012. The Bank would have recorded interest income of $350,000 for the year ended December 31, 2012 had nonaccrual
loans been current in accordance with their original terms.

Restructured Loans. Periodically, the Bank modifies loans to extend the term or make other concessions to help borrowers stay current on their
loans and avoid foreclosure. The Bank does not forgive principal or interest on loans or modify interest rates to rates that are below market rates.
These modified loans are also referred to as �troubled debt restructurings.�

Restructured loans can involve loans remaining on nonaccrual, moving to nonaccrual, or continuing on accrual status, depending on the
individual facts and circumstances of the borrower. Generally, a nonaccrual loan that is restructured in a TDR remains on nonaccrual status for a
period of at least six months following the restructuring to ensure that the borrower performs in accordance with the restructured terms including
consistent and timely payments. At December 31, 2012, troubled debt restructurings totaled $4.3 million and the related allowance for loan
losses on troubled debt restructurings was $1.3 million. Troubled debt restructurings on nonaccrual status totaling $4.1 million at December 31,
2012 are included in the nonperforming loans totals in the table above. Troubled debt restructurings performing according to their restructured
terms and on accrual status totaled $221,000 at December 31, 2012. See Note 4 in the accompanying Notes to Consolidated Financial Statements
for additional information regarding troubled debt restructurings.
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Classified Assets. The OCC has adopted various regulations regarding problem assets of financial institutions. The regulations require that each
insured institution review and classify its assets on a regular basis. In addition, in connection with examinations of insured institutions, OCC
examiners have the authority to identify problem assets and, if appropriate, require them to be classified. There are three classifications for
problem assets: substandard, doubtful and loss. �Substandard� assets have one or more defined weaknesses and are characterized by the distinct
possibility that the insured institution will sustain some loss if the deficiencies are not corrected. �Doubtful� assets have the weaknesses of
substandard assets with the additional characteristic that the weaknesses make collection or liquidation in full on the basis of currently existing
facts, conditions and values questionable, and there is a high possibility of loss. An asset classified as �loss� is considered uncollectible and of such
little value that continuance as an asset of the institution, without establishment of a specific valuation allowance or charge-off, is not warranted.
If an asset or portion thereof is classified as loss, the insured institution charges off an amount equal to 100% of the portion of the asset classified
as loss. The regulations also provide for a �special mention� category, described as assets which do not currently expose the institution to sufficient
risk to warrant adverse classification, but have potential weaknesses that deserve management�s close attention.

The Company held a corporate collateralized mortgage obligation security that was downgraded to a substandard regulatory classification in
2009 due to a downgrade of the security�s credit quality rating by various rating agencies. Based on an independent third party analysis
performed in December 2011, the Company recognized at that time an other-than-temporary impairment loss on this security of $36,000
representing the credit loss component of the unrealized loss. In December 31, 2012, the Company sold the remainder of the impaired
privately-issued CMO which resulted in a realized loss on the sale of $9,000.

At December 31, 2012, the Bank had $7.6 million in doubtful loans and $8.1 million in substandard loans, of which all but $7.8 million are
included in total nonperforming loans disclosed in the above table. In addition, the Bank identified $4.0 million in loans as special mention loans
at December 31, 2012.

Current accounting rules require that impaired loans be measured based on the present value of expected future cash flows discounted at the
loan�s effective interest rate, the loan�s observable market price or the fair value of collateral if the loan is collateral dependent. A loan is classified
as �impaired� by management when, based on current information and events, it is probable that the Bank will be unable to collect all amounts due
in accordance with the terms of the loan agreement. If the fair value, as measured by one of these methods, is less than the recorded investment
in the impaired loan, the Bank establishes a valuation allowance with a provision charged to expense. Management reviews the valuation of
impaired loans on a quarterly basis to consider changes due to the passage of time or revised estimates. At December 31, 2012, all impaired
loans were considered to be collateral dependent for the purposes of determining fair value.

Values for collateral dependent loans are generally based on appraisals obtained from independent licensed real estate appraisers, with
adjustments applied for estimated costs to sell the property, costs to complete unfinished or repair damaged property and other factors. New
appraisals are generally obtained for all significant properties when a loan is identified as impaired, and a property is considered significant if the
value of the property is estimated to exceed $200,000. Subsequent appraisals are obtained as needed or if management believes there has been a
significant change in the market value of the property. In instances where it is not deemed necessary to obtain a new appraisal, management
bases its impairment and allowance for loan loss analysis on the original appraisal with adjustments for current conditions based on
management�s assessment of market factors and management�s inspection of the property. At December 31, 2012, discounts from appraised
values used to value impaired loans ranged from 10% to 20% for estimates of changes in market conditions and the condition of the collateral,
and estimated costs to sell the property ranged from 10% to 15%.
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An insured institution is required to establish and maintain an allowance for loan losses at a level that is adequate to absorb estimated credit
losses associated with the loan portfolio, including binding commitments to lend. General allowances represent loss allowances which have been
established to recognize the inherent risk associated with lending activities. When an insured institution classifies problem assets as �loss,� it is
required either to establish an allowance for losses equal to 100% of the amount of the assets, or charge off the classified asset. The amount of its
valuation allowance is subject to review by the OCC, which can order the establishment of additional general loss allowances. The Bank
regularly reviews the loan portfolio to determine whether any loans require classification in accordance with applicable regulations.

At December 31, 2012, 2011 and 2010, the aggregate amounts of the Bank�s classified assets were as follows:

At December 31,
2012 2011 2010

(Dollars in thousands)
Classified assets:
Loss $ 0 $ 0 $ 0
Doubtful 7,583 7,401 7,548
Substandard(1) 8,072 6,981 7,788
Special mention 4,041 8,385 9,554

(1) Includes substandard loans and one available for sale security downgraded below investment grade by various rating agencies with a
carrying value of $237,000 at December 31, 2011 and $668,000 at December 31, 2010.

Loans classified as impaired in accordance with accounting standards included in the above regulatory classifications and the related allowance
for loan losses are summarized below at the dates indicated:

At December 31,
2012 2011 2010

(Dollars in thousands)
Impaired loans with related allowance $ 4,093 $ 4,698 $ 6,430
Impaired loans with no allowance 3,490 2,703 1,118

Total impaired loans $ 7,583 $ 7,401 $ 7,548

Allowance for loan losses:
Related to impaired loans $ 1,652 $ 1,658 $ 2,492
Related to other loans 3,084 2,524 1,981

See Note 4 in the accompanying Notes to Consolidated Financial Statements for additional information regarding impaired loans and the related
allowance for loan losses.

Foreclosed Real Estate. Foreclosed real estate held for sale is carried at fair value minus estimated costs to sell. Costs of holding foreclosed real
estate are charged to expense in the current period, except for significant property improvements, which are capitalized. Valuations are
periodically performed by management and an allowance is established by a charge to non-interest expense if the carrying value exceeds the fair
value minus estimated costs to sell. The net income from operations of foreclosed real estate held for sale is reported in non-interest income. At
December 31, 2012, the Bank had foreclosed real estate totaling $295,000. See Note 6 in the accompanying Notes to Consolidated Financial
Statements for additional information regarding foreclosed real estate.
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Allowance for Loan Losses. Loans are the Bank�s largest concentration of assets and continue to represent the most significant potential risk. In
originating loans, the Bank recognizes that losses will be experienced and that the risk of loss will vary with, among other things, the type of
loan made, the creditworthiness of the borrower over the term of the loan, general economic conditions and, in the case of a secured loan, the
quality of the collateral. The Bank maintains an allowance for loan losses to absorb losses inherent in the loan portfolio. The allowance for loan
losses represents management�s estimate of probable loan losses based on information available as of the date of the financial statements. The
allowance for loan losses is based on management�s evaluation of the loan portfolio, including historical loan loss experience, delinquencies,
known and inherent risks in the nature and volume of the loan portfolio, information about specific borrower situations, estimated collateral
values, and economic conditions.

The loan portfolio is reviewed quarterly by management to evaluate the adequacy of the allowance for loan losses to determine the amount of
any adjustment required after considering the loan charge-offs and recoveries for the quarter. Management applies a systematic methodology
that incorporates its current judgments about the credit quality of the loan portfolio. In addition, the OCC, as an integral part of its examination
process, periodically reviews the Bank�s allowance for loan losses and may require the Bank to make additional provisions for estimated losses
based on their judgments about information available to them at the time of their examination.

The methodology used in determining the allowance for loan losses includes segmenting the loan portfolio by identifying risk characteristics
common to pools of loans, determining and measuring impairment of individual loans based on the present value of expected future cash flows
or the fair value of collateral, and determining and measuring impairment for pools of loans with similar characteristics by applying loss factors
that consider the qualitative factors which may affect the loss rates.

Specific allowances related to impaired loans and other classified loans are established where the present value of the loan�s discounted cash
flows, observable market price or collateral value (for collateral dependent loans) is lower than the carrying value of the loan. The identification
of these loans results from the loan review process that identifies and monitors credits with weaknesses or conditions which call into question the
full collection of the contractual payments due under the terms of the loan agreement. Factors considered by management include payment
status, collateral value, and the probability of collecting scheduled principal and interest payments when due. At December 31, 2012, the
Company�s specific allowances totaled $1.7 million, including a specific allowance of $1.1 million on a commercial loan secured by a medical
office facility and medical equipment. The loan had a balance of $1.8 million at December 31, 2012 and the loan was on nonaccrual status.

For loans evaluated on a pool basis, management applies loss factors to pools of loans with common risk characteristics (i.e., residential
mortgage loans, home equity loans, commercial real estate loans). The loss factors are derived from the Bank�s historical loss experience. Loss
factors are adjusted for significant qualitative factors that, in management�s judgment, affect the collectability of the loan portfolio segment. The
significant qualitative factors include the levels and trends in charge-offs and recoveries, trends in volume and terms of loans, levels and trends
in delinquencies, the effects of changes in underwriting standards and other lending practices or procedures, the experience and depth of the
lending management and staff, effects of changes in credit concentration, changes in industry and market conditions and national and local
economic trends and conditions. Management evaluates these conditions on a quarterly basis and evaluates and modifies the assumptions used in
establishing the loss factors.

At December 31, 2011, the historical loss experience used to estimate the allowance for loan losses was for the most recent eight calendar
quarters. Effective as of December 31, 2012, the Company began using the most recent twelve calendar quarters as the basis for developing the
historical loss factors, which increased the estimated allowance for loan losses by approximately $575,000. Also at December 31, 2012,
management adjusted the qualitative factors for the home equity and second mortgage portfolio segment which increased the estimated
allowance for loan losses related to that portfolio segment by approximately $511,000. These qualitative factors applied to the home equity and
second mortgage loan portfolio considered risks associated with loan to value ratios, delinquency history and whether the Bank does not hold the
first lien on the collateral. These changes were made to better reflect management�s analysis of inherent losses in the loan portfolio at
December 31, 2012.
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At December 31, 2012, for each loan portfolio segment management applied an overall qualitative factor of 1.15 to the Company�s historical loss
factors. The overall qualitative factor is derived from management�s analysis of changes and trends in the following qualitative factors:

� Underwriting Standards � Management reviews the findings of periodic internal audit loan reviews, independent outsourced loan
reviews and loan reviews performed by the banking regulators to evaluate the risk associated with changes in underwriting standards.
At December 31, 2012, management assessed the risk associated with this component as neutral, requiring no adjustment to the
historical loss factors.

� Economic Conditions � Management analyzes trends in housing and unemployment data in the Harrison, Floyd and Clark counties of
Indiana, the Company�s primary market area, to evaluate the risk associated with economic conditions. Due to a decrease in new
home construction and an increase in unemployment in the Company�s primary market area, management assigned a risk factor of
1.20 for this component at December 31, 2012.

� Past Due Loans � Management analyzes trends in past due loans for the Company to evaluate the risk associated with delinquent
loans. In general, past due loan ratios have remained at elevated levels compared to historical amounts since 2007, and management
assigned a risk factor of 1.20 for this component at December 31, 2012.

� Other Internal and External Factors � This component includes management�s consideration of other qualitative factors such as loan
portfolio composition. The Company has focused on origination of commercial business and real estate loans in an effort to convert
the Company�s balance sheet from that of a traditional thrift institution to a commercial bank. In addition, the Company has increased
its investment in mortgage loans in which it does not hold a first lien position. Commercial loans and second mortgage loans
generally entail greater credit risk than residential mortgage loans secured by a first lien. As a result of changes in the loan portfolio
composition, management assigned a risk factor of 1.20 for this component at December 31, 2012.

Each of the four factors above was assigned an equal weight to arrive at an average for the overall qualitative factor of 1.15 at December 31,
2012. The effect of the overall qualitative factor was to increase the estimated allowance for loan losses by $419,000 at December 31, 2012.

Management also adjusts the historical loss factors for loans classified as watch, special mention and substandard that are not individually
evaluated for impairment. The adjustments consider the increased likelihood of loss on classified loans based on the Company�s separate
historical loss experience for classified loans. The effect of these adjustments for classified loans was to increase the estimated allowance for
loan losses by $664,000 at December 31, 2012.

See Notes 1 and 4 in the accompanying Notes to Consolidated Financial Statements for additional information regarding management�s
methodology for estimating the allowance for loan losses.
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The following table sets forth an analysis of the Bank�s allowance for loan losses for the periods indicated.

Year Ended December 31,
2012 2011 2010 2009 2008

(Dollars in thousands)
Allowance at beginning of period $ 4,182 $ 4,473 $ 4,931 $ 2,662 $ 2,232
Provision for loan losses 1,525 1,825 2,037 4,289 1,570

5,707 6,298 6,968 6,951 3,802

Recoveries:
Residential real estate 16 18 9 26 4
Commercial real estate and land 1 0 4 6 0
Commercial business 10 45 9 14 13
Consumer 200 248 214 209 179

Total recoveries 227 311 236 255 196

Charge-offs:
Residential real estate 418 819 620 425 357
Commercial real estate and land 108 396 1,326 920 96
Commercial business 17 333 29 181 210
Consumer 655 879 756 749 673

Total charge-offs 1,198 2,427 2,731 2,275 1,336

Net (charge-offs) recoveries (971) (2,116) (2,495) (2,020) (1,140) 

Balance at end of period $ 4,736 $ 4,182 $ 4,473 $ 4,931 $ 2,662

Ratio of allowance to total loans outstanding at the end of the period 1.64% 1.47% 1.48% 1.54% 0.81% 
Ratio of net charge-offs to average loans outstanding during the period 0.35% 0.72% 0.80% 0.63% 0.35% 
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Allowance for Loan Losses Analysis

The following table sets forth the breakdown of the allowance for loan losses by loan category at the dates indicated.

At December 31,
2012 2011 2010 2009 2008

Amount

Percent
of

Outstanding

Loans
in

Category Amount

Percent
of

Outstanding

Loans
in

Category Amount

Percent
of

Outstanding

Loans
in

Category Amount

Percent
of

Outstanding

Loans
in

Category Amount

Percent
of

Outstanding

Loans
in

Category
(Dollars in thousands)

Residential real estate(1) $ 922 41.78% $ 861 44.70% $ 1,045 45.81% $ 1,297 47.78% $ 608 48.88% 
Commercial real estate and
land loans(2) 1,381 28.22 1,362 23.99 1,106 23.00 1,772 22.13 737 22.84
Commercial business 1,223 6.43 1,160 7.27 1,251 7.25 1,264 7.15 240 6.99
Consumer 1,210 23.57 799 24.04 1,071 23.94 598 22.94 1,077 21.29

Total allowance for loan
losses $ 4,736 100.00% $ 4,182 100.00% $ 4,473 100.00% $ 4,931 100.00% $ 2,662 100.00% 

(1) Includes residential construction loans.
(2) Includes commercial real estate construction loans.
Investment Activities

Federally chartered savings institutions have authority to invest in various types of liquid assets, including United States Treasury obligations,
securities of various federal agencies and of state and municipal governments, deposits at the applicable Federal Home Loan Bank, certificates
of deposit of federally insured institutions, certain bankers� acceptances and federal funds. Subject to various restrictions, such savings
institutions may also invest a portion of their assets in commercial paper, corporate debt securities and mutual funds, the assets of which
conform to the investments that federally chartered savings institutions are otherwise authorized to make directly. Savings institutions are also
required to maintain minimum levels of liquid assets that vary from time to time. The Bank may decide to increase its liquidity above the
required levels depending upon the availability of funds and comparative yields on investments in relation to return on loans.

The Bank is required under federal regulations to maintain a minimum amount of liquid assets and is also permitted to make certain other
securities investments. The balance of the Bank�s investments in short-term securities in excess of regulatory requirements reflects management�s
response to the significantly increasing percentage of deposits with short maturities. Management intends to hold securities with short maturities
in the Bank�s investment portfolio in order to enable the Bank to match more closely the interest-rate sensitivities of its assets and liabilities.

The Bank periodically invests in mortgage-backed securities, including mortgage-backed securities guaranteed or insured by Ginnie Mae, Fannie
Mae or Freddie Mac. Mortgage-backed securities generally increase the quality of the Bank�s assets by virtue of the guarantees that back them,
are more liquid than individual mortgage loans and may be used to collateralize borrowings or other obligations of the Bank. Of the Bank�s total
mortgage-backed securities portfolio at December 31, 2012, securities with a market value of $448,000 have adjustable rates as of that date.

The Bank also invests in collateralized mortgage obligations (�CMOs�) issued by Ginnie Mae, Fannie Mae and Freddie Mac, as well as private
issuers. CMOs are complex mortgage-backed securities that restructure the cash flows and risks of the underlying mortgage collateral.

At December 31, 2012, neither the Company nor the Bank had an investment in securities (other than United States Government and agency
securities), which exceeded 10% of the Company�s consolidated stockholders� equity at that date.
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The following table sets forth the securities portfolio at the dates indicated.

At December 31,
2012 2011 2010

Fair
Value

Amortized
Cost

Percent

of
Portfolio

Weighted

Average
Yield(1)

Fair
Value

Amortized
Cost

Percent

of
Portfolio

Weighted

Average
Yield(1)

Fair
Value

Amortized
Cost

Percent

of
Portfolio

Weighted

Average
Yield(1)

(Dollars in thousands)
Securities Held to Maturity(2)

Municipal:
Due in one year or less $ 0 $ 0 0.00% 0.00% $ 0 $ 0 0.00% 0.00% $ 14 $ 14 0.01% 10.23% 
Due after one year through five
years 0 0 0.00 0.00% 0 0 0.00 0.00% 0 0 0.00 0.00% 
Mortgage-backed securities and
CMOs(3) 12 12 0.01 1.96% 16 16 0.01 2.34% 18 18 0.02 2.64% 

$ 12 $ 12 0.01% $ 16 $ 16 0.01% $ 32 $ 32 0.03% 

Edgar Filing: FIRST CAPITAL INC - Form 10-K

Table of Contents 23


