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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 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. ~

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, 2011 was $24.,444,776.

The number of outstanding shares of common stock as of March 26, 2012 was 2,955,649.

DOCUMENTS INCORPORATED BY REFERENCE

Proxy Statement for the 2012 Annual Meeting of Shareholders Part III

Table of Contents 2



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

Table of Contents



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

Table of Conten

TABLE OF CONTENTS
Page
Part]1

Item 1. Business 3
Item 1A.  Risk Factors 11
Item 1B.  Unresolved Staff Comments 16
Item 2. Properties 17
Item 3. Legal Proceedings 17
Item 4. Mine Safety Disclosures 17

Part IT
Item 5. Market for Registrant s Common Equity. Related Stockholder Matters and Issuer Purchases of Equity Securities 18
Item 6. Selected Financial Data 20
Item 7. Management s Discussion and Analysis of Financial Condition and Results of Operations 21
Item 8. Financial Statements and Supplementary Data 39
Item 9. Changes in and Disagreements With Accountants on Accounting and Financial Disclosure 79
Item 9A.  Controls and Procedures 79
Item 9B.  Other Information 79

Part 11T
Item 10. Directors. Executive Officers and Corporate Governance 79
Item 11. Executive Compensation 79
Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder Matters 79
Item 13. Certain Relationships and Related Transactions. and Director Independence 79
Item 14. Principal Accounting Fees and Services 79

Part IV
Item 15. Exhibits. Financial Statement Schedules 80

2

Table of Contents 4



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

Table of

n

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:

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 our 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 our 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.

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.
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Access to Filings

The Company s internet address is www.therespowerinone.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.therespowerinone.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 the northern Shenandoah Valley region of Virginia, including Shenandoah County, Warren
County, Frederick County and the City of Winchester. Within the market area there are various types of industry including health care,
government, retail, manufacturing, and construction. 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 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, 30 ATMs and its website, www.therespowerinone.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 Company competes with other community banks, large financial institutions, savings banks, mortgage companies, consumer finance
companies, insurance companies, credit unions, internet-based banks, brokerage firms and money market mutual funds. Competition has
increased from out-of-state banks through their acquisition of Virginia-based banks and branches and from other financial institutions through
use of internet banking.

The financial services industry is highly competitive and could become more competitive as a result of recent and ongoing legislative, regulatory
and technological changes, and continued consolidation within the financial services industry. Advantages larger financial institutions may have
over the Company include more efficient operations from economies of scale, the ability to support wide-ranging advertising campaigns, larger
amounts of capital and substantially higher lending limits. Credit unions have a competitive advantage because of a more favorable tax treatment
than the Company and can pass those savings on to their customers through lower loan rates and higher deposit rates.

The competition for loans and deposits is affected by factors such as interest rates and terms offered, the number and location of branches and
types of products offered, service, as well as the reputation of the institution. We believe the Company s competitive advantages include
long-term customer relationships, a commitment to excellent customer service, dedicated and loyal employees, local management and directors,
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, 2011, the Bank was ranked first in Shenandoah County with $228.6 million in deposits,
representing 30% of the total deposit market; third in Warren County with $60.1 million or 12% of the market; fourth in Frederick County with
$80.3 million or 15% of the market; and fifth in the City of Winchester with $107.6 million or 8% of the market. The Bank was ranked second
overall in its market area with 15% of the total deposit market.

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.
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Employees

At December 31, 2011, the Company and the Bank employed a total of 151 full-time equivalent employees. The Company considers relations
with its employees to be excellent.
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SUPERVISION AND REGULATION
General

As a bank holding company, the Company is subject to regulation under the Bank Holding Company Act of 1956, as amended, and the
supervision, examination and reporting requirements of the Board of Governors of the Federal Reserve System. As a state-chartered commercial
bank, the Bank is subject to regulation, supervision and examination by the Virginia State Corporation Commission s Bureau of Financial
Institutions and the Federal Reserve. Other federal and state laws, including various consumer and compliance laws, govern the activities of the
Bank, the investments that it makes and the aggregate amount of loans that it may grant to one borrower. Laws and regulations administered by
the regulatory agencies also affect corporate practices, including business practices related to payment and charging of interest, documentation
and disclosures, and affect the ability to open and close offices or purchase other entities.

The following description summarizes the significant federal and state laws applicable to the Company s industry. To the extent that statutory or
regulatory provisions are described, the description is qualified in its entirety by reference to that particular statutory or regulatory provision.

The Bank Holding Company Act

Under the Bank Holding Company Act, the Company is subject to periodic examination by the Federal Reserve and required to file periodic
reports regarding its operations and any additional information that the Federal Reserve may require. Activities at the bank holding company are
limited to:

banking, managing or controlling banks;

furnishing services to or performing services for its subsidiaries; and

engaging in other activities that the Federal Reserve has determined by regulation or order to be so closely related to banking as to be
a proper incident to these activities.
Some of the activities that the Federal Reserve Board has determined by regulation to be closely related to the business of a bank holding
company include making or servicing loans and specific types of leases, performing specific data processing services and acting in some
circumstances as a fiduciary or investment or financial adviser.

With some limited exceptions, the Bank Holding Company Act requires every bank holding company to obtain the prior approval of the Federal
Reserve before:

acquiring substantially all the assets of any bank;

acquiring direct or indirect ownership or control of any voting shares of any bank if after such acquisition it would own or control
more than 5% of the voting shares of such bank (unless it already owns or controls the majority of such shares); or

merging or consolidating with another bank holding company.
In addition, and subject to some exceptions, the Bank Holding Company Act and the Change in Bank Control Act, together with their
regulations, require Federal Reserve approval prior to any person or company acquiring 25% or more of any class of voting securities of a bank
or bank holding company. Prior notice to the Federal Reserve is required for a person to acquire 10% or more, but less than 25%, of any class of
voting securities of the institution, and either the institution has registered securities under Section 12 of the Securities Exchange Act of 1934 or
no other person owns a greater percentage of that class of voting securities immediately after the transaction.
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Capital Requirements

The Federal Reserve Board has issued risk-based and leverage capital guidelines applicable to banking organizations that it supervises. Under
the risk-based capital requirements, the Company and the Bank are each generally required to maintain a minimum ratio of total capital to
risk-weighted assets (including certain off-balance sheet activities, such as standby letters of credit) of 8%. At least half of the total capital must
be composed of Tier 1 Capital, which is defined as common equity, retained earnings and qualifying perpetual preferred stock, less certain
intangibles. The remainder may consist of Tier 2 Capital, which is defined as specific subordinated debt, some hybrid capital instruments and
other qualifying preferred stock and a limited amount of the loan loss allowance. Trust preferred securities may be included in Tier 1 capital for
regulatory capital adequacy purposes as long as their amount does not exceed 25% of Tier 1 capital, including trust preferred securities. The
portion of the trust preferred securities not considered as Tier 1 capital, if any, may be included in Tier 2 capital. In addition, each of the federal
banking regulatory agencies has established minimum leverage capital requirements for banking organizations. Under these requirements,
banking organizations must maintain a minimum ratio of Tier 1 capital to adjusted average quarterly assets equal to 3% to 5%, subject to federal
bank regulatory evaluation of an organization s overall safety and soundness.
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In sum, the capital measures used by the federal banking regulators are:

the Total Capital ratio, which includes Tier 1 Capital and Tier 2 Capital;

the Tier 1 Capital ratio; and

the leverage ratio.
Under these regulations, a bank will be:

well capitalized if it has a Total Capital ratio of 10% or greater, a Tier 1 Capital ratio of 6% or greater, and a leverage ratio of 5% or
greater and is not subject to any written agreement, order, capital directive, or prompt corrective action directive by a federal bank
regulatory agency to meet and maintain a specific capital level for any capital measure;

adequately capitalized if it has a Total Capital ratio of 8% or greater, a Tier 1 Capital ratio of 4% or greater, and a leverage ratio of
4% or greater or 3% in certain circumstances and is not well capitalized;

undercapitalized if it has a Total Capital ratio of less than 8%, a Tier 1 Capital ratio of less than 4% or 3% in certain circumstances;

significantly undercapitalized if it has a Total Capital ratio of less than 6%, a Tier 1 Capital ratio of less than 3%, or a leverage ratio
of less than 3%; or

critically undercapitalized if its tangible equity is equal to or less than 2% of average quarterly tangible assets.
The risk-based capital standards of the Federal Reserve Board explicitly identify concentrations of credit risk and the risk arising from
non-traditional activities, as well as an institution s ability to manage these risks, as important factors to be taken into account by the agency in
assessing an institution s overall capital adequacy. The capital guidelines also provide that an institution s exposure to a decline in the economic
value of its capital due to changes in interest rates be considered by the agency as a factor in evaluating a banking organization s capital
adequacy.

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

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).

The Dodd-Frank Wall Street Reform and Consumer Protection Act (the Dodd-Frank Act) contains a number of provisions dealing with capital
adequacy of insured depository institutions and their holding companies, which may result in more stringent capital requirements. Under the
Collins Amendment to the Dodd-Frank Act, federal regulators have been directed to establish minimum leverage and risk-based capital
requirements for, among other entities, banks and bank holding companies on a consolidated basis. These minimum requirements cannot be less
than the generally applicable leverage and risk-based capital requirements established for insured depository institutions nor quantitatively lower
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than the leverage and risk-based capital requirements established for insured depository institutions that were in effect as of July 21, 2010. These
requirements in effect create capital level floors for bank holding companies similar to those in place currently for insured depository
institutions. The Collins Amendment also excludes trust preferred securities issued after May 19, 2010 from being included in Tier 1 capital
unless the issuing company is a bank holding company with less than $500 million in total assets. Trust preferred securities issued prior to that
date will continue to count as Tier 1 capital for bank holding companies with less than $15 billion in total assets, and such securities will be
phased out of Tier 1 capital treatment for bank holding companies with over $15 billion in total assets over a three-year period beginning in
2013. The Collins Amendment did not exclude preferred stock issued to the U.S. Treasury through the Capital Purchase Program from Tier 1
capital treatment. Accordingly, the Company s trust preferred securities and preferred stock issued to the U.S. Treasury through the Capital
Purchase Program will continue to qualify as Tier 1 capital.

Dividends

The Company is a legal entity separate and distinct from its banking and other subsidiaries. The majority of the Company s revenues are from
dividends paid to the Company by the Bank. The Bank is subject to laws and regulations that limit the amount of dividends it can pay. In

addition, both the Company and the Bank are subject to various regulatory restrictions relating to the payment of dividends, including
requirements to maintain capital at or above regulatory minimums. Banking regulators have indicated that banking organizations should

generally pay dividends only if the organization s net income available to common shareholders over the past year has been 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, the Federal Reserve has issued guidelines that bank holding
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companies should inform and consult with the Federal Reserve in advance of declaring or paying a dividend that exceeds earnings for the period
(e.g., quarter) for which the dividend is being paid or that could result in a material adverse change to the organization s capital structure. The net
loss available to common shareholders totaled $11.5 million for the year ended December 31, 2011 compared to common dividends paid to
shareholders totaling $540 thousand during the same period.

Under Virginia law, a bank may declare a dividend out of the bank s undivided profits, but not in excess of 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. During the year ended December 31, 2011, the
Bank transferred $1.6 million in dividends to the Company. The Bank received approval in February 2012 for a dividend declaration totaling
$249 thousand from the Bank to the Company.

The FDIC has the general authority to limit the dividends paid by insured banks if the payment is deemed an unsafe and unsound practice. The
FDIC has indicated that paying dividends that deplete a bank s capital base to an inadequate level would be an unsound and unsafe banking
practice.

In connection with the Company s participation in the Capital Purchase Program established by the U.S. Department of the Treasury (the
Treasury) under the EESA, the Company issued preferred stock to the Treasury on March 13, 2009. The 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 order to maintain appropriate capital levels in light of the current operating environment, the Company s Board of Directors determined in July
2011 to suspend cash dividends on the Company s common stock. The Board intends to reinstate the dividend payment at an appropriate time
considering overall asset quality, quality and level of current and prospective earnings and other factors. Any future determination relating to
dividend policy will be made at the discretion of the Board and will depend on many of the statutory and regulatory factors mentioned above.

Deposit Insurance and Assessments

The deposits of the Bank are insured by an insurance fund administered by the FDIC, in general up to a maximum of $250,000 per insured
account. In addition, the FDIC will provide temporary unlimited coverage on all noninterest-bearing transaction accounts through December 31,
2012. Under federal banking regulations, insured banks are required to pay quarterly assessments to the FDIC for deposit insurance. The FDIC s
risk based assessment system requires members to pay varying assessment rates depending on the level of the institution s capital and the degree
of supervisory concern over the institution. As a result of the Federal Deposit Insurance Reform Act of 2005 (FDIRA), signed into law

February 8, 2006, the FDIC assessment is now separated into two parts. The first part is the FDIC Insurance, and the second part is the
assessment for the Financing Corporation (FICO).

On February 7, 2011, pursuant to the Dodd-Frank Act, the FDIC adopted new regulations, which became effective April 1, 2011, that redefined
the assessment base used for calculating deposit insurance assessments. Rather than the previous system, whereby the assessment base is
calculated by using an insured depository institution s domestic deposits less a few allowable exclusions, the new assessment base is calculated
using the average consolidated total assets of an insured depository institution less the average tangible equity (Tier 1 capital) of such institution.
The FDIC continues to utilize a risk-based assessment system in which institutions will be subject to assessment rates ranging from 2.5 to 45
basis points, subject to adjustments for unsecured debt and, in certain cases, brokered deposits. The new rules eliminated adjustments for secured
liabilities.

The new rules retain the FDIC Board s flexibility to, without further notice-and-comment rulemaking, adopt rates that are higher or lower than
the stated base assessment rates, provided that the FDIC cannot (i) increase or decrease the total rates from one quarter to the next by more than
two basis points, or (ii) deviate by more than two basis points from the stated base assessment rates. Although the Dodd-Frank Act makes the
FDIC s payment of a dividend to depository institutions discretionary, as opposed to mandatory, when the reserve ratio exceeds a certain
threshold, the FDIC s new rule establishes a decreasing schedule of assessment rates that would take effect when the Deposit Insurance Fund
(DIF) reserve ratio first meets or exceeds 1.15%. If the DIF reserve ratio meets or exceeds 1.15%, base assessment rates would range from 1.5 to
40 basis points; if the DIF reserve ratio meets or exceeds 2%, base assessment rates would range from 1 to 38 basis points; and if the DIF reserve
ratio meets or exceeds 2.5%, base assessment rates would range from 0.5 to 35 basis points. All base assessment rates would continue to be
subject to adjustments for unsecured debt and brokered deposits.
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Although the new rules are generally expected to have a positive effect on small institutions (those with less than $10 billion in assets such as the
Bank) because the large bulk of such institutions are expected to see a decrease in assessments, the impact of the new rule and/or additional
FDIC special assessments or other regulatory changes affecting the financial services industry could negatively affect the Bank s and the
Company s liquidity and results of operations in future periods.
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In addition, all FDIC-insured institutions are required to pay assessment to the FDIC to fund interest payments on bonds issued by FICO, an
agency of the Federal government established to recapitalize the predecessor to the Savings Association Insurance Fund (SAIF). The FICO
assessments rates are adjusted quarterly to reflect changes in the assessment bases of the FDIC s insurance funds and do not vary depending on a
depository institution s capitalization or supervisory evaluations. These assessments will continue until the FICO bonds mature in 2017.

The FDIC may terminate a depository institution s deposit insurance upon a finding that the institution s financial condition is unsafe or unsound
or that the institution has engaged in unsafe or unsound practices or has violated any applicable rule, regulation, order or condition enacted or
imposed by the institution s regulatory agency.

USA Patriot Act

The USA Patriot Act became effective on October 26, 2001 and provides for the facilitation of information sharing among governmental entities
and financial institutions for the purpose of combating terrorism and money laundering. Among other provisions, the USA Patriot Act permits
financial institutions, upon providing notice to the United States Treasury, to share information with one another in order to better identify and
report to the federal government concerning activities that may involve money laundering or terrorism. The USA Patriot Act is considered a
significant banking law in terms of information disclosure regarding certain customer transactions. Although it does create a reporting
obligation, the USA Patriot Act has not materially affected the Bank s products, services or other business activities.

Safety and Soundness Standards

The Federal Deposit Insurance Corporation Improvement Act of 1991 (FDICIA), as amended by the Riegle Community Development and
Regulatory Improvement Act of 1994, requires the federal bank regulatory agencies to prescribe standards, by regulations or guidelines, relating
to internal controls, information systems and internal audit systems, loan documentation, credit underwriting, interest rate risk exposure, asset
growth, asset quality, earnings, stock valuation and compensation, fees and benefits, and such other operational and managerial standards as the
agencies deem appropriate. Guidelines adopted by the federal bank regulatory agencies 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. The guidelines prohibit excessive compensation as an unsafe and unsound practice and describe
compensation as excessive when the amounts paid are unreasonable or disproportionate to the services performed by an executive officer,
employee, director or principal stockholder. In addition, the agencies adopted regulations that authorize, but do not require, an agency to order
an institution that has been given notice by an agency that it is not satisfying any of such safety and soundness standards to submit a compliance
plan. If, after being so notified, an institution fails to submit an acceptable compliance plan or fails in any material respect to implement an
acceptable compliance plan, the agency must issue an order directing action to correct the deficiency and may issue an order directing other
actions of the types to which an undercapitalized institution is subject under the prompt corrective action provisions of FDIA. If an institution
fails to comply with such an order, the agency may seek to enforce such order in judicial proceedings and to impose civil money penalties.

Community Reinvestment Act

Under the Community Reinvestment Act and related regulations, depository institutions have an affirmative obligation to assist in meeting the
credit needs of their market areas, including low and moderate-income areas, consistent with safe and sound banking practice. The Community
Reinvestment Act requires the adoption by each institution of a Community Reinvestment Act statement for each of its market areas describing

the depository institution s efforts to assist in its community s credit needs. Depository institutions are periodically examined for compliance with
the Community Reinvestment Act and are periodically assigned ratings in this regard. Banking regulators consider a depository institution s
Community Reinvestment Act rating when reviewing applications to establish new branches, undertake new lines of business, and/or acquire

part or all of another depository institution. An unsatisfactory rating can significantly delay or even prohibit regulatory approval of a proposed
transaction by a bank holding company or its depository institution subsidiaries.

Privacy Legislation

Several regulations issued by federal banking agencies also provide 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.

Table of Contents 16



Table of Contents

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

8

17



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

Table of Conten
Capital Purchase Program Regulations

As a result of the Company s participation in the TARP Capital Purchase Program (CPP), it is subject to certain provisions under EESA. On
February 10, 2009, the Treasury announced the Financial Stability Plan under the EESA (the Financial Stability Plan) which was intended to
further stabilize financial institutions and stimulate lending across a broad range of economic sectors. On February 18, 2009, President Obama
signed the American Reinvestment and Recovery Act of 2009 (ARRA), a broad economic stimulus package that amended EESA to include
additional restrictions on, and potential additional regulation of, financial institutions.

On June 10, 2009, under the authority granted to it under ARRA and EESA, the Treasury issued an interim final rule under Section 111 of
EESA, as amended by ARRA, regarding compensation and corporate governance restrictions that would be imposed on CPP recipients,
effective June 15, 2009. As a CPP recipient with currently outstanding CPP obligations, the Company is subject to the compensation and
corporate governance restrictions and requirements set forth in the interim final rule, which, among other things: (1) prohibit the Company from
paying or accruing bonuses, retention awards or incentive compensation, except for certain long-term stock awards, to the Company s most
highly compensated employee; (2) prohibit us from making severance payments to any of the senior executive officers or next five most highly
compensated employees; (3) require the Company to conduct semi-annual risk assessments to assure that compensation arrangements do not
encourage unnecessary and excessive risks or the manipulation of earnings to increase compensation; (4) require the Company to recoup or

clawback any bonus, retention award or incentive compensation paid by the Company to a senior executive officer or any of the next 20 most
highly compensated employees, if the payment was based on financial statements or other performance criteria that are later found to be
materially inaccurate; (5) prohibit the Company from providing tax gross-ups to any of the senior executive officers or next 20 most highly
compensated employees; (6) require the Company to provide enhanced disclosure of perquisites, and the use and role of compensation
consultants; (7) require the Company to adopt a corporate policy on luxury and excessive expenditures; (8) require the chief executive officer
and chief financial officer to provide periodic certifications about compensation practices and compliance with the interim final rule; (9) require
the Company to provide enhanced disclosure of the relationship between the Company s compensation plans and the risk posed by those plans;
and (10) require the Company to provide an annual non-binding shareholder vote, or say-on-pay proposal, to approve the compensation of our
executives, consistent with regulations promulgated by the Securities and Exchange Commission (SEC). On January 12, 2010, the SEC adopted
final regulations setting forth the parameters for such say-on-pay proposals for public company CPP participants.

Under EESA, Congress has the ability to impose after-the-fact terms and conditions on participants in Treasury s TARP Capital Purchase
Program. As a participant in the TARP Capital Purchase Program, the Company is subject to any such retroactive legislation. Additional
regulations applicable to CPP recipients adopted as part of EESA, the Financial Stability Plan, ARRA, or other legislation may subject the
Company to additional regulatory requirements. The impact of these additional requirements may put us at competitive disadvantage in
comparison to financial institutions that have either repaid all CPP funds or never accepted CPP funds and may materially adversely affect our
business and results of operations.

The Dodd-Frank Wall Street Reform and Consumer Protection Act

The Dodd-Frank Wall Street Reform and Consumer Protection Act (the Dodd-Frank Act), which was enacted in July 2010, has had a broad
impact on the financial services industry, including significant regulatory and compliance changes previously discussed and including, among
other things, (i) enhanced resolution authority of troubled and failing banks and their holding companies; (ii) increased regulatory examination
fees; and (iii) numerous other provisions designed to improve supervision and oversight of, and strengthening safety and soundness for, the
financial services sector. Additionally, the Dodd-Frank Act establishes a new framework for systemic risk oversight within the financial system
to be distributed among new and existing federal regulatory agencies, including the Financial Stability Oversight Council, the Federal Reserve
Board, the Office of the Comptroller of the Currency and the FDIC.

Some of the Dodd-Frank Act s most far-reaching provisions, such as those regulating derivatives and proprietary trading activity and hedge
funds, providing for enhanced supervision of systemically significant institutions, and phasing out Tier 1 capital treatment for trust preferred
securities, apply only to institutions with over $10 billion in assets or to business lines in which the Company and the Bank do not engage.
Certain provisions do, however, apply to or affect us, including provisions that:

Create a new Consumer Financial Protection Bureau that will have rulemaking authority for a wide range of consumer protection
laws that would apply to all banks and would have broad powers to supervise and enforce consumer protection laws;
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Change the assessment base for federal deposit insurance from a deposit-based to an asset-based calculation as described in Deposit
Insurance and Assessments above;

Make permanent the $250,000 limit for federal deposit insurance and provide unlimited federal deposit insurance until December 31,
2012 for non-interest-bearing demand transaction accounts;

Repeal the federal prohibition on payment of interest on demand deposits;

Impose new mortgage lending requirements, including minimum underwriting standards, originator compensation restrictions,
consumer protections for certain types of loans, and disclosure to borrowers;

Apply to bank holding companies the same leverage and risk-based capital requirements that apply to insured depository institutions;
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Require bank holding companies and banks to be well-capitalized and well-managed in order to acquire banks located outside their
home state;

Implement corporate governance revisions, including with regard to executive compensation that apply to all public companies, not
just financial institutions; and

Increase the authority of the Federal Reserve to examine the Company and its non-bank subsidiaries.
Many aspects of the Dodd-Frank Act are subject to future rulemaking, which has not yet had a material financial impact on the Company or its
customers. Management expects that legislative changes may continue to be introduced from time to time in Congress. The Company cannot
predict whether any potential legislation will be enacted, and if enacted, the effect that it or any implementing regulations could have on the
business, results of operations or financial condition of the Company or its subsidiaries.

Basel 111

In December 2010 and January 2011, the Basel Committee on Banking supervision published the final texts of reforms on capital and liquidity
generally referred to as Basel III.  Although Basel 111 is intended to be implemented by participating countries for large, internationally active
banks, its provisions are likely to be considered by U.S. banking regulators in developing new regulations applicable to other banks in the United
States, including the Bank. This is particularly relevant in view of the provisions in the Dodd-Frank Act requiring or permitting U.S. federal
banking agencies to adopt regulations affecting banks capital requirements in a number of respects. For banks in the United States, the most
significant provisions of Basel III relating to capital include:

A minimum ratio of common equity to risk-weighted assets reaching 4.5%, plus an additional 2.5% as a capital conservation buffer,
by 2019 after a phase-in period;

A minimum ratio of Tier 1 capital to risk-weighted assets reaching 6.0% by 2019 after a phase-in period;

A minimum ratio of total capital to risk-weighted assets, plus an additional 2.5% capital conservation buffer, reaching 10.5% by
2019 after a phase-in period;

An additional countercyclical capital buffer to be imposed by applicable banking regulators periodically at their discretion, with
advance notice;

Restrictions on capital distributions and discretionary bonuses applicable when capital ratios fall within the buffer zone;

Deduction from common equity of deferred tax assets that depend on future profitability to be realized; and

For capital instruments issued on or after January 13, 2013 (other than common equity), a loss-absorbency requirement such that the
instrument must be written off or converted to common equity if the issuing bank would become nonviable without the write-off or
conversion or without an injection of capital from the public sector.
The Basel 111 liquidity provisions include complex criteria establishing a method to ensure that a bank maintains adequate unencumbered,
high-quality liquid assets to meet its liquidity needs for 30 days under a severe liquidity stress scenario and a method to promote more medium-
and long-term funding of assets and activities using a one-year horizon.
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Although Basel I1I is described as a final text, it is subject to the resolution of certain issues and to further guidance and clarification, including
decisions as to whether and to what extent it will apply to U.S. banks that are not large, internationally active banks. Ultimate implementation of
the Basel III provisions in the U.S. will be subject to the discretion of the U.S. banking regulators, and the regulations or guidelines they adopt
may differ from the Basel III provisions.

Consumer Protection Regulations

Retail activities of banks are subject to a variety of statutes and regulations designed to protect consumers. Interest and other charges collected or
contracted for by banks are subject to state usury laws and federal laws concerning interest rates.

Loan operations are also subject to federal laws applicable to credit transactions, such as:

the federal Truth-In-Lending Act and Regulation Z issued by the Federal Reserve Board, governing disclosures of credit terms to
consumer borrowers;

the Home Mortgage Disclosure Act and Regulation C issued by the Federal Reserve Board, requiring financial institutions to provide
information to enable the public and public officials to determine whether a financial institution is fulfilling its obligation to help
meet the housing needs of the community it serves;

the Equal Credit Opportunity Act and Regulation B issued by the Federal Reserve Board, prohibiting discrimination on the basis of
race, creed or other prohibited factors in extending credit;

the Fair Credit Reporting Act and Regulation V issued by the Federal Reserve Board, governing the use and provision of information
to consumer reporting agencies;

the Fair Debt Collection Act, governing the manner in which consumer debts may be collected by collection agencies; and

the guidance of the various federal agencies charged with the responsibility of implementing such federal laws.

10
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Deposit operations are also subject to:

the Truth in Savings Act and Regulation DD issued by the Federal Reserve Board, which requires disclosure of deposit terms to
consumers;

Regulation CC issued by the Federal Reserve Board, which relates to the availability of deposit funds to consumers;

the Right to Financial Privacy Act, which imposes a duty to maintain confidentiality of consumer financial records and prescribes
procedures for complying with administrative subpoenas of financial records; and

the Electronic Funds Transfer Act and Regulation E issued by the Federal Reserve Board, which governs automatic deposits to and

withdrawals from deposit accounts and customers rights and liabilities arising from the use of automated teller machines and other

electronic banking services.
The Federal Reserve and FDIC have recently enacted consumer protection regulations related to automated overdraft payment programs offered
by financial institutions. In November 2009, the Federal Reserve amended its Regulation E to prohibit financial institutions, including the Bank,
from charging consumers fees for paying overdrafts on automated teller machine and one-time debit card transactions, unless a consumer
consents, or opts in, to the overdraft service for those types of transactions. The Regulation E amendments also require financial institutions to
provide consumers with a notice that explains the financial institution s overdraft services, including the fees associated with the service and the
consumer s choices. The amendments to Regulation E became effective on August 1, 2010.

Many of the foregoing laws and regulations are subject to change resulting from the provisions in the Dodd-Frank Act, which in many cases
calls for revisions to implementing regulations. We cannot predict the effect that being regulated by a new, additional regulatory authority
focused on consumer financial protection, or any new implementing regulations or revisions to existing regulations that may result from the
establishment of this new authority, will have on the Company s businesses. Additional regulations resulting from the Dodd-Frank Act may
materially adversely affect the Company s business, financial condition or results of operations.

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 continued 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.

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,
is negatively impacting 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, 2011, 2010 and 2009, non-performing
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assets and loans over 90 days past due remained at elevated levels, totaling $18.7 million, $15.4 million and $14.8 million, respectively. The
provision for loan losses totaled $12.4 million, $11.7 million and $2.3 million for the years ended December 31, 2011, 2010 and 2009,
respectively. Additional increases in loan loss reserves may be necessary in the future. Continued deterioration in the quality of the loan
portfolio can have a material adverse effect on earnings, liquidity and capital.
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The Bank will realize 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.

The Company expects to continue its focus on reducing non-performing asset levels during 2012 by selling other real estate owned (OREO) and
restructuring its problem loans and 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, 2011, other potential problem loans totaled $40.0 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
increased from 1.87% at December 31, 2009 to 2.49% and 3.02% of total loans at December 31, 2010 and 2011, 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 other real estate owned) totaled $18.2 million at December 31, 2011. These
non-performing assets can adversely affect net income mainly through increased operating expenses incurred to maintain such assets or loss
charges related to subsequent declines in the estimated fair value of foreclosed assets. Adverse changes in the value of our 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. There can be no assurance that the Company will not experience further increases in
non-performing loans in the future, or that non-performing assets will not result in lower financial returns in the future.

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.

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-off 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.
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The Company may need to raise additional capital.

Deteriorating credit quality has resulted in net losses that have adversely impacted the Bank s regulatory capital over the past two years and that
may continue to do so in the future. While the Bank remained well capitalized as December 31, 2011, additional capital may be needed in the
future to maintain capital levels. The Company may seek to raise capital through offerings of common stock, preferred stock, securities
convertible into common stock, or rights to acquire such securities or common stock. Under the Company s articles of
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incorporation, we have additional authorized shares of common stock and preferred stock that we can issue from time to time at the discretion of
our board of directors, without further action by the shareholders, except where shareholder approval is required by law. The issuance of any
additional shares of common stock, preferred stock or convertible securities could be substantially dilutive to shareholders of our common stock,
and the market price of our common stock could decline as a result of any such sales. Our shareholders bear the risk of our future offerings
reducing the market price of our common stock and diluting their stock holdings.

In addition, our ability to raise capital through the sale of additional securities will depend on the financial markets, and we may not be able to
obtain additional capital in amounts or on terms that are satisfactory. If we decide to raise capital and are unable to do so, the Company s
financial condition could be adversely affected.

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, 2011, these loans totaled $351.8 million, or 90%, 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.

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.

Our small-to-medium sized business target market may have fewer financial resources to weather a downturn in the economy.

We target our 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 borro