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Part I - Financial Information, Item 1 Financial Statements
Calvin B. Taylor Bankshares, Inc. and Subsidiary
Consolidated Balance Sheets

Assets

Cash and due from banks

Federal funds sold

Interest-bearing bank deposits

Investment securities available for sale

Investment securities held to maturity (approximate fair value of $83,722,515 and
$65,931,275)

Loans, less allowance for loan losses of $825,591 and $780,493
Premises and equipment

Other real estate owned

Accrued interest receivable

Computer software

Bank owned life insurance

Prepaid expenses

Other assets

Total assets

Liabilities and Stockholders' Equity

Deposits

Noninterest-bearing

Interest-bearing

Total deposits

Securities sold under agreements to repurchase

Accrued interest payable

Deferred income taxes

Other liabilities

Total liabilities

Stockholders' equity

Common stock, par value $1 per share authorized 10,000,000 shares, issued and
outstanding 2,955,828 shares at September 30, 2013, and 2,978,554 shares at
December 31, 2012

Additional paid-in capital

Retained earnings

Total tier 1 capital

Accumulated other comprehensive income

Total stockholders' equity

Total liabilities and stockholders' equity

The accompanying notes are an integral part of these financial statements.

(unaudited)
September
30,

2013

$38,587,600
41,890,839
16,452,674
46,021,253

83,605,734
222,889,379
5,780,411
1,114,800
1,070,195
165,271
7,883,872
421,129
408,763
$466,291,920

$114,157,148
265,370,818
379,527,966
7,057,017
28,631
83,725
87,897
386,785,236

2,955,828
7,635,333
68,237,157
78,828,318
678,366
79,506,684

December 31,
2012

$23,587,107
20,842,304
13,587,889
74,282,927

65,792,282
227,346,558
5,988,294
1,440,900
1,152,721
126,820
7,690,815
781,417
273,040
$442,893,074

$96,697,061
263,857,994
360,555,055
5,230,572
46,789
62,582
118,266
366,013,264

2,978,554
8,216,785
64,885,625
76,080,964
798,846
76,879,810

$466,291,920 $442,893,074
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Index
Calvin B. Taylor Bankshares, Inc. and Subsidiary

Consolidated Statements of Comprehensive Income (unaudited)

Interest and dividend revenue

Loans, including fees

U.S. Treasury and government agency securities
State and municipal securities

Federal funds sold and due from banks
Interest-bearing bank deposits

Equity securities

Total interest and dividend revenue

Interest expense
Deposits

Borrowings

Total interest expense
Net interest income

Provision for loan losses
Net interest income after provision for loan losses

Noninterest revenue

Service charges on deposit accounts

ATM and debit card

Increase in cash surrender value of bank owned life insurance
Gain (loss) on disposition of assets

Loss on other than temporary impairment of investment value
Miscellaneous

Total noninterest revenue

Noninterest expenses
Salaries

Employee benefits
Occupancy

Furniture and equipment
Data processing

ATM and debit card
Deposit insurance premiums
Other operating

Total noninterest expenses

Income before income taxes

Income taxes
Net income

Earnings per common share — basic and diluted

For the three months

ended September 30,
2013 2012
$3,465,645 $3,549,816
150,773 168,931
11,248 9,551
29,068 12,507
10,780 14,708
4,466 4,356
3,671,980 3,759,869
108,467 187,556
2,722 4,441
111,189 191,997
3,560,791 3,567,872
261,000 206,200
3,299,791 3,361,672
170,706 180,674
201,194 175,282
65,120 66,022
- 400
- (31,904
118,223 121,445
555,243 511,919
912,661 908,206
259,202 276,836
172,042 194,050
103,070 130,237
53,074 66,777
74,003 63,779
50,235 49,548
456,138 440,915
2,080,425 2,130,348
1,774,609 1,743,243
623,887 619,000
$1,150,722 $1,124,243
$0.39 $0.38
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Other comprehensive income (loss), net of tax

Unrealized gains (losses) on available for sale investment securities arising during the

period, net of taxes of $22,214 and ($7,790) 43,015 (12,283 )
Comprehensive income $1,193,737 $1,111,960

The accompanying notes are an integral part of these financial statements.
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Calvin B. Taylor Bankshares, Inc. and Subsidiary
Consolidated Statements of Comprehensive Income (unaudited)

Interest and dividend revenue

Loans, including fees

U.S. Treasury and government agency securities
State and municipal securities

Federal funds sold and due from banks
Interest-bearing bank deposits

Equity securities

Total interest and dividend revenue

Interest expense
Deposits

Borrowings

Total interest expense
Net interest income

Provision for loan losses
Net interest income after provision for loan losses

Noninterest revenue

Service charges on deposit accounts

ATM and debit card

Increase in cash surrender value of bank owned life insurance

Gain (loss) on disposition of assets

Gain (loss) on sale of other real estate owned and repossessed assets
Loss on other than temporary impairment of investment value
Miscellaneous

Total noninterest revenue

Noninterest expenses
Salaries

Employee benefits
Occupancy

Premises and equipment
Data processing

ATM and debit card
Deposit insurance premiums
Other operating

Total noninterest expenses

Income before income taxes

Income taxes
Net income

For the nine months ended

September 30,

2013

$10,554,088
443,104
27,893
53,711
32,296
21,247
11,132,339

356,527
6,408
362,935
10,769,404

670,000
10,099,404

530,839
534,078
193,057
1,075

(171,958 )

313,009
1,400,100

2,744,561
826,647
546,134
319,192
167,790
232,266
151,719
1,283,775
6,272,084

5,227,420

1,875,887
$3,351,533

2012

$10,791,941
529,286
34,803
30,714
41,182
17,860
11,445,786

701,231
10,315
711,546
10,734,240

503,700
10,230,540

574,218
505,172
187,147
(12,183
108
(31,904
321,063
1,543,621

2,703,156
875,454
556,345
359,844
200,127
204,759
146,178
1,363,333
6,409,196

5,364,965

1,920,000
$3,444,965
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Earnings per common share — basic and diluted $1.13 $1.15

Other comprehensive income (loss), net of tax

Unrealized gains (losses) on available for sale investment securities arising during the

period, net of taxes of ($60,401) and $5,097 (120,480 ) 5,611
Comprehensive income $3,231,053  $3,450,576

The accompanying notes are an integral part of these financial statements.
-5-
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Calvin B. Taylor Bankshares, Inc. and Subsidiary
Consolidated Statements of Cash Flows (unaudited)

Cash flows from operating activities
Interest and dividends received

Fees and commissions received
Interest paid

Cash paid to suppliers and employees
Income taxes paid

Net cash from operating activities

Cash flows from investing activities

Certificates of deposit purchased, net of maturities
Proceeds from maturities of investments available for sale
Purchase of investments available for sale

Proceeds from maturities of investments held to maturity
Purchase of investments held to maturity

Loans made, net of principal reductions

Proceeds from sale of real property and equipment
Purchases of premises, equipment, and computer software
Proceeds from sale of other real estate owned and repossessed assets, net
Purchase of bank owned life insurance

Net cash from investing activities

Cash flows from financing activities

Net increase (decrease) in

Time deposits

Other deposits

Securities sold under agreements to repurchase
Common shares repurchased

Net cash from financing activities

Net increase in cash and cash equivalents

Cash and cash equivalents at beginning of period
Cash and cash equivalents at end of period

The accompanying notes are an integral part of these financial statements.

-6 -

For the nine months ended

September 30,
2013

$11,362,890
1,384,484
(381,092 )
(5,579,198 )
(1,940,198 )
4,846,886

(2,863,811 )
37,025,000
(8,988,740 )
41,325,000
(59,241,945)
3,246,679
1,075
(194,609 )
699,292

11,007,941

(7,205,294 )
26,178,205
1,826,444
(604,179 )
20,195,176

36,050,003

44,443,301
$80,493,304

2012

$11,572,500
1,204,113
(741,618 )
(5,902,711 )
(1,920,214 )
4,212,070

(3,036,384 )
38,100,000
(68,327,102)
39,535,000
(38,959,290)
4,065,045
400
(309,262 )
55,986
(2,000,000 )
(30,875,607)

(1,934,774 )
36,127,693
3,068,480
(356,775 )
36,904,624

10,241,087

52,689,223
$62,930,310
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Calvin B. Taylor Bankshares, Inc. and Subsidiary
Consolidated Statements of Cash Flows (unaudited) (continued)

Reconciliation of net income to net cash provided by operating activities
Net income

Adjustments to reconcile net income to net cash provided by operating activities
Premium amortization and discount accretion, net

Loss from other than temporary impairment of investment value

Loss (gain) on disposition of investment securities

Provision for loan losses

Depreciation and amortization

Loss (gain) on disposition of premises, equipment, and software

Loss (gain) on sale of other real estate and repossessed assets

Decrease (increase) in

Accrued interest receivable

Cash surrender value of bank owned life insurance

Other assets

Increase (decrease) in

Accrued interest payable

Accrued and deferred income taxes

Other liabilities

Net cash provided by operating activities

Composition of cash and cash equivalents

Cash and due from banks

Federal funds sold

Interest-bearing deposits, except for time deposits
Total cash and cash equivalents

Supplemental cash flows information:
Non-cash transfers from loans to other real estate owned

The accompanying notes are an integral part of these financial statements.
-7-

For the nine months ended

September 30,

2013 2012

$3,351,533  $3,444,965
148,026 96,018
- 31,904
- 4,026
670,000 503,700
364,042 375,993
(1,075 ) 8,157
171,958 (108
82,526 30,695
(193,057 ) (187,147
365,772 37,305
(18,158 ) (30,072
(64,311 ) (214
(30,370 ) (103,152

$4,846,886  $4,212,070

$38,587,600 $23,383,015
41,890,839 39,533,733
14,865 13,562

$80,493,304 $62,930,310

$540,500 $929,151

10
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Calvin B. Taylor Bankshares, Inc. and Subsidiary
Notes to Consolidated Financial Statements (unaudited)

1.Basis of Presentation

The accompanying unaudited consolidated financial statements conform with accounting principles generally
accepted in the United States of America and to the instructions to Form 10-Q. Interim financial statements do not
include all the information and footnotes required for complete financial statements. In the opinion of management,
all adjustments considered necessary for a fair presentation of financial position and results of operations for these
interim periods have been made. These adjustments are of a normal recurring nature. Results of operations for the
nine months ended September 30, 2013 are not necessarily indicative of the results that may be expected in any other
interim period or for the year ending December 31, 2013. For further information, refer to the audited consolidated
financial statements and related footnotes included in the Company's Form 10-K for the year ended December 31,
2012.

Consolidation has resulted in the elimination of all significant intercompany accounts and transactions.

Cash Flows

For purposes of reporting cash flows, cash and cash equivalents include cash on hand, amounts due from banks,
federal funds sold, and interest-bearing deposits except for time deposits. Federal funds are purchased and sold for
one-day periods.

Per share data
Earnings per common share are determined by dividing net income by the weighted average number of common
shares outstanding for the period, as follows:

2013 2012
Three months ended September 30 2,956,306 2,986,498
Nine months ended September 30 2,963,853 2,992,104

11
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Calvin B. Taylor Bankshares, Inc. and Subsidiary
Notes to Consolidated Financial Statements (unaudited) (continued)

2.Investment Securities

Investment securities are summarized as follows:

Amortized  Unrealized Unrealized Fair

cost gains losses value
September 30. 2013
Available for sale
U.S. Treasury $43,047,063 $848,919 $2,922 $43,893,060
State and municipal 371,030 7,125 17 378,138
Equity 1,566,913 593,502 410,360 1,750,055

$44,985,006 $1,449,546 $413,299 $46,021,253
Held to maturity

U.S. Treasury $53,972,888 $120,928 $26 $54,093,790
U.S. government agency 19,753,609 9,247 25,926 19,736,930
State and municipal 9,879,237 20,188 7,630 9,891,795

$83,605,734 $150,363  $33,582  $83,722,515

December 31, 2012
Available for sale

U.S. Treasury $71,098,759 $1,078,755 $4,174 $72,173,340
State and municipal 400,126 4,155 844 403,437
Equity 1,566,913 532,832 393,595 1,706,150

$73,065,798 $1,615,742 $398,613 $74,282,927
Held to maturity

U.S. Treasury $51,979,332 $126,149 $661 $52,104,820
U.S. government agency 9,000,000 3,600 1,800 9,001,800
State and municipal 4,812,950 12,049 344 4,824,655

$65,792,282 $141,798  $2,805 $65,931,275

_9.

12
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Calvin B. Taylor Bankshares, Inc. and Subsidiary
Notes to Consolidated Financial Statements (unaudited) (continued)

2.Investment Securities (continued)

The table below shows the gross unrealized losses and fair value of securities that are in an unrealized loss position as
of September 30, 2013, aggregated by length of time that individual securities have been in a continuous unrealized
loss position.

Less than 12 months 12 months or more Total

Fair Unrealized Fair Unrealized Fair Unrealized

value losses value losses value losses
U.S. Treasury $3,997,120 $2,948 $- $- $3,997,120 $2,948
U.S. government agency 8,035,690 25,927 - - 8,035,690 25,927
State and municipal 1,847,238 7,646 - - 1,847,238 7,646
Equity securities 5,000 12,100 734,329 398,259 739,329 410,359

$13,885,048 $48,621  $734,329 $398,259 $14,619,377 $446,880

The debt securities in unrealized loss positions are issues of the U.S. Treasury, Federal Home Loan Bank (a U. S.
government agency), and highly rated general revenue obligations of states and municipalities. The Company has the
ability and the intent to hold these securities until they are called or mature at face value. Fluctuations in fair value
reflect market conditions and are not indicative of an other-than-temporary impairment (OTTI) of the investment.

Equity securities for which an unrealized loss is recorded are issues of six community banks or bank holding
companies located in the same general geographic area as the Company. Management believes that these fluctuations
in fair value reflect market conditions and are not indicative of an other-than-temporary impairment of the investment
as of September 30, 2013. Management continues to monitor the financial condition of the issuers. During the nine
months ended September 30, 2012, the Company recorded expense of $31,904 related to the other than temporary
impairment of value of a community bank equity security.

The amortized cost and estimated fair value of debt securities, by contractual maturity, and the amount of pledged
securities follow. Actual maturities may differ from contractual maturities because issuers may have the right to call
or prepay obligations with or without call or prepayment penalties.

September 30, 2013 December 31, 2012

Amortized  Fair Amortized  Fair

cost value cost value
Available for sale
Within one year $16,065,467 $16,089,493 $41,027,015 $41,048,970
After one year through five years 25,355,049 25,395,605 28,474,650 28,519,007
After five years through ten years 1,997,577 2,786,100 - -
After ten years - - 1,997,220 3,008,800
Total available for sale $43,418,093 $44,271,198 $71,498,885 $72,576,777
Held to maturity
Within one year $31,052,723 $31,114,980 $30,318,940 $30,346,374
After one year through five years 52,553,011 52,607,535 35,473,342 35,584,901
Total held to maturity $83,005,734 $83,722,515 $65,792,282 $65,931,275
Pledged securities $26,127,600 $26,189,354 $24,796,570 $24,894,038

13
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Investments are pledged to secure deposits of federal and local governments. Pledged securities also serve as
collateral for repurchase agreements entered into with our customers.
-10 -
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Calvin B. Taylor Bankshares, Inc. and Subsidiary

Notes to Consolidated Financial Statements (unaudited) (continued)

3.Loans and Allowance for Loan Losses

Major classifications of loans are as follows:

Real estate mortgages

Construction, land development, and land
Residential 1 to 4 family, 1st liens
Residential 1 to 4 family, subordinate liens

Commercial properties
Commercial
Consumer

Allowance for loan losses
Loans, net

Nonperforming loans are loans past due 90 or more days and still accruing plus nonaccrual loans. Nonperforming

September December 31,

30, 2013 2012

$12,475,478  $13,819,207
82,177,991 81,794,242
1,886,712 1,932,743
112,469,280 115,655,467
12,652,347 12,946,639
2,053,162 1,978,753
223,714,970 228,127,051
825,591 780,493

$222,889,379 $227,346,558

assets are comprised of nonperforming loans combined with real estate acquired in foreclosure and held for sale (other
real estate owned). The following table details the composition of nonperforming assets:

Loans 90 days or more past due and still accruing
Real estate mortgages

Residential 1 to 4 family
Commercial properties

Total loans 90 or more days past due and still accruing

Nonaccruing loans
Nonaccruing loans - current

Real estate mortgages

Construction, land development, and land
Residential 1 to 4 family

Total nonaccruing loans - current

Nonaccruing loans - past due 30 days or more
Real estate mortgages

Construction, land development, and land
Residential 1 to 4 family

Commercial properties

Total nonaccruing loans - past due 30 days or more
Total nonaccruing loans

Total nonperforming loans
Other real estate owned
Total nonperforming assets

September
30, 2013

$387,575
684,422
1,071,997

320,415
495,461
650,000
1,465,876
1,465,876

2,537,873
1,114,800
$3,652,673

December
31, 2012

$-
684,422
684,422

550,614
237,527
788,141

325,966
668,794
890,967
1,885,727
2,673,868

3,358,290
1,440,900
$4,799,190

15
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Interest not accrued to income on nonaccruing loans $133,694 $178,546

Interest income of $106,934 was recognized on a cash-basis during the 9 months ended September 30, 2013 related to
the full payoff of a nonaccrual loan. No interest income was recognized on a cash-basis on nonaccruing loans during
the year ended December 31, 2012. Other than previously noted, payments received on non-accruing loans were
applied as reductions of principal.

- 11 -
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Calvin B. Taylor Bankshares, Inc. and Subsidiary
Notes to Consolidated Financial Statements (unaudited) (continued)

3.Loans and Allowance for Loan Losses (continued)

The following is a schedule of transactions in the allowance for loan losses by type of loan. The Company did not
acquire any loans with deteriorated credit quality during the periods presented.

Real estate mortgages
September 30. Construction
2013 and land
Beginning
balance $119,036 $161,984 $250,781 $168,033 $55,595 $25,064  $780,493
Loans charged
off - (299,100 ) (336,495 ) - (11,184 ) - (646,779
Recoveries 12,000 4,949 - 600 4,328 - 21,877
Provision
charged to (25,250 ) 325,950 352,670 (600 ) 14,351 2,879 670,000
operations
Ending balance $105,786 $193,783 $266,956 $168,033 $63,090 $27,943  $825,591

Residential Commercial Commercial Consumer Unallocated Total

Individually

evaluated for

impairment:

Balance in

allowance $- $- $- $- $- $-

Related loan

balance $320,415 $4,072,009 $5,502,321 $- $- $9,894,745

Collectively

evaluated for

impairment:

Balance in

allowance $105,786 $193,783 $266,956 $168,033 $63,090 $27,943  $825,591
Related loan

balance $12,155,063 $79,992,694 $106,966,959 $12,652,347 $2,053,162 $213,820,225

December 31

2012

Beginning

balance $160,392 $42,064 $193,570 $197,353 $60,487 $ 18,395  $672,261
Loans charged

off (45,081 ) (239,043 ) (206,707 ) (18,559 ) (14,253 ) - (523,643
Recoveries - 16,843 - 103 9,229 - 26,175
Provision

charged to 3,725 342,120 263,918 (10,864 ) 132 6,669 605,700
operations

Ending balance $119,036 $161,984 $250,781 $168,033 $55,595 $25,064  $780,493




Individually
evaluated for
impairment:
Balance in
allowance
Related loan
balance

Collectively
evaluated for
impairment:
Balance in
allowance
Related loan
balance

September 30.
2012

Beginning
balance

Loans charged
off

Recoveries
Provision
charged to
operations
Ending balance

Individually
evaluated for
impairment:
Balance in
allowance
Related loan
balance

Collectively
evaluated for
impairment:
Balance in
allowance
Related loan
balance

-12 -
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$-

$878,029

$119,036

$12,941,178

$160,392

(45,081

15,190

$130,501

$-

$900,199

$130,501

$11,773,620

$- $- $- $-

$4,116,048  $6,307,478 $- $-

$161,984 $250,781 $168,033 $55,595 $ 25,004

$79,610,937 $109,347,989 $12,946,639 $1,978,753

$42,064 $193,570 $197,353 $60,487 $ 18,395

) (239,044 ) (206,707 ) (16,057 ) (11,077 ) -

15,943 - 103 8,375 -
319,100 224,200 (59,053 ) (1,083 ) 5,346

$138,063 $211,063 $122,346 $56,702 $23,741

$- $- $- $-

$4,005,497  $7,291,435 $- $-

$138,063 $211,063 $122,346 $56,702 $23,741

$77,492,719 $109,337,022 $10,849,619 $1,997,699

$-

$11,301,555

$780,493

$216,825,496

$672,261

(517,966 )
24,421

503,700

$682,416

$-

$12,197,131

$682,416

$211,450,679

18
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Calvin B. Taylor Bankshares, Inc. and Subsidiary
Notes to Consolidated Financial Statements (unaudited) (continued)

3.Loans and Allowance for Loan Losses (continued)

The table below shows the relationship of net charged-off loans and the balance in the allowance to gross loans and
average loans.

For nine months ended For the year

ended
September 30 December 31
2013 2012 2012
Net loans charged off $624,902 $493,545 $497,468
Allowance for loan losses at the end of the period $825,591 $682,416 $780,493
Gross loans outstanding at the end of the period $223,714970 $223,647,810 $228,127,051
Allowance for loan losses to gross loans outstanding at the end of
the period 0.37 % 0.31 % 0.34 %
Average loans outstanding during the period $233,382,435 $229,988,427  $229,923,000
Annualized net charge-offs as a percentage of average loans
outstanding during the period 0.36 % 0.29 % 0.22 %

Loans are considered past due when either principal or interest is not paid by the date on which payment is due. The
following table is an analysis of past due loans by days past due and type of loan.

90 Days
Past
90 Days Due or
September 30. Past Greater
Current

2013 30-59 Days 60-89 Days Due or Total Total and

Past Due  Past Due  Greater Past Due Loans Accruing
Real estate
mortgages
Construction, land
development, and
land $- $- $320,415  $320,415 $12,155,063 $12,475,478 $-
Residential 1 to 4
family, 1st lien 446,156 216,406 866,864 1,529,426 80,648,565 82,177,991 387,575
Residential 1 to 4
family, subordinate - - - - 1,886,712 1,886,712 -
Commercial
properties 86,128 1,648,592 1,334,422 3,069,142 109,400,138 112,469,280 684,422
Commercial - - - - 12,652,347 12,652,347 -
Consumer 9,777 770 - 10,547 2,042,615 2,053,162 -
Total $542,061 $1,865,768 $2,521,701 $4,929,530 $218,785,440 $223,714,970 $1,071,997

December 31, 2012
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Real estate
mortgages
Construction, land
development, and

land $327,415  $-
Residential 1 to 4

family, 1st lien 2,325,354 783,618
Residential 1 to 4

family, subordinate - -
Commercial

properties 519,766 -
Commercial - -
Consumer 17,441 1,544
Total $3,189,976 $785,162
-13-

$-

648,693

1,575,389

$2,224,082 $6,199,220 $221,927,831 $228,127,051

$327,415

3,757,665

2,095,155

18,985

$13,491,792  $13,819,207 $-

78,036,577
1,932,743
113,560,312

12,946,639
1,959,768

81,794,242 -
1,932,743 -
115,655,467 684,422
12,946,639 -
1,978,753 -
$684,422
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Calvin B. Taylor Bankshares, Inc. and Subsidiary

Notes to Consolidated Financial Statements (unaudited) (continued)

3.Loans and Allowance for Loan Losses (continued)

Loans are considered impaired when management considers it unlikely that collection of principal and interest

payments will be made according to contractual terms. A performing loan may be categorized as impaired based on
knowledge of circumstances that are deemed relevant to loan collection. Not all impaired loans are past due nor are
losses expected for every impaired loan. If a loss is expected, an impaired loan may have specific reserves allocated
to it in the allowance for loan losses. A schedule of impaired loans at period ends and their average balances for the

year follows:

Unpaid
September 30. 2013 principal
balance

Real estate mortgages
Construction, land development, and
land $320,415

Residential 1-4 family, 1st liens 4,197,125
Residential 1-4 family, subordinate

liens 114,955
Commercial properties 6,902,953
Total $11,535,448

December 31, 2012
Real estate mortgages

Construction, land development, and
land $878,029

Residential 1-4 family, 1st liens 4,158,599
Residential 1-4 family, subordinate

liens 117,451
Commercial properties 7,417,477
Total $12,571,556

September 30. 2012
Real estate mortgages

Construction, land development, and
land $900,199

Residential 1-4 family, 1st liens 4,037,240
Residential 1-4 family, subordinate

liens 118,257
Commercial properties 8,692,067
Total $13,747,763
- 14 -

Recorded
investment
with no
allowance

$320,415
3,957,054

114,955
5,502,321
$9,894,745

$878,029
3,998,598

117,450
6,307,478
$11,301,555

$900,199
3,887,240

118,257
7,291,435
$12,197,131

Recorded

investment Related

with an
allowance

Average
Recorded
Investment

$323,915
4,119,466

116,203
5,645,016
$10,204,600

$921,869
4,082,975

118,983
6,468,862
$11,592,689

$932,954
3,964,100

119,386
7,223,711
$12,240,151

Interest
Income
Recognized
During
Impairment

$-
107,861

6,407
237,758
$ 352,026

$-
182,756

6,055
348,590
$537,401

$-
134,800

4,539
263,914
$403,253
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Calvin B. Taylor Bankshares, Inc. and Subsidiary
Notes to Consolidated Financial Statements (unaudited) (continued)

3.Loans and Allowance for Loan Losses (continued)

Credit quality is measured based on an internally designed grading scale. The grades correspond to regulatory rating
categories of pass, special mention, substandard, and doubtful. Evaluation of grades assigned to individual loans is
completed no less than quarterly. Pass credits are secured or unsecured loans with satisfactory payment history and
supporting documentation. Special mention loans are those with satisfactory payment history that have a defect in
supporting documentation which is defined by the Bank as a critical defect. This may include missing financial data
or improperly executed collateral documents. Substandard credits are those with a weakness that may jeopardize
repayment, such as deteriorating collateral value, or for which the borrower’s ability to meet payment obligations is
questionable. Doubtful credits are loans in which the borrower’s ability to repay the loan in full is improbable and
some loss is expected. Loans graded as doubtful are most likely to result in the loss of principal or loss of revenue due
to placement in nonaccrual status. Included in substandard and doubtful credits are loans on which terms have been
modified by a reduction of interest rate and/or payment amount in order to enable a distressed borrower to service the
debt. Management evaluates loans graded as doubtful individually and provides for anticipated losses through
adjustment of the allowance for loan losses and charges to current earnings.

Credit quality, as measured by internally assigned grades, is an important component in the calculation of an adequate
allowance for loan losses. The following table summarizes the recorded investment in loans by credit quality

indicator.

September December 31,

30,2013 2012
Real Estate Credit Risk Profile by Internally Assigned Grade Construction, land
development. and land
Pass $12,155,063 $12,941,178
Doubtful
Nonperforming: 90 days or more past due and/or non-accruing 320,415 878,029
Total $12,475,478  $13,819,207
Residential 1 to 4 family
Pass $80,077,532  $79,274,541
Special Mention - 469,715
Substandard 1,362,151 3,077,858
Doubtful
Less than 90 days past due and accruing 1,741,984 -
Nonperforming: 90 days or more past due and/or non-accruing 883,036 904,871
Total $84,004,703  $83,726,985
Commercial properties
Pass $109,099,454 $111,573,888
Special Mention - -
Substandard 1,649,149 2,118,552
Doubtful
Less than 90 days past due and accruing 386,255 387,638
Nonperforming: 90 days or more past due and/or non-accruing 1,334,422 1,575,389
Total $112,469,280 $115,655,467
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Commercial Credit Risk Profile by Internally Assigned Grade

Pass $12,652,347
Total $12,652,347
Consumer Credit Risk Profile by Internally Assigned Grade

Pass $2,037,696
Special Mention -
Substandard 15,466
Total $2,053,162
-15-

$12,946,639
$12,946,639

$1,950,758
27,995

$1,978,753
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Calvin B. Taylor Bankshares, Inc. and Subsidiary
Notes to Consolidated Financial Statements (unaudited) (continued)

3.Loans and Allowance for Loan Losses (continued)

The modification or restructuring of terms on a loan is considered a troubled debt restructuring if it is done to
accommodate a borrower who is experiencing financial difficulties. The lender may forgive principal, lower the
interest rate or payment amount, or may modify the payment due dates or maturity date of a loan for a troubled
borrower.

Troubled debt restructures are evaluated for impairment at the time of restructure and each subsequent reporting
period. An identified loss is recorded as a specific reserve in the allowance for loan losses or charged-off if the loan is
deemed to be collateral dependent. Losses of $260,614 were recorded as part of restructurings completed in the 9
months ended September 30, 2013. A loss of $26,054 was recorded as part of a restructuring completed in the 9
months ended September 30, 2012. Defaults have occurred on restructured loans which resulted in losses and, if
needed, additional restructuring to accommodate changes in the borrower’s financial position. Other restructured loans
have been collected with no loss of principal, returned to their original contractual terms, or refinanced at market rates
and terms.

The following table details information about troubled debt restructurings for the 9 months ended September 30, 2013
and 2012 and the 12 months ended December 31, 2012.

Within 12 months of

At the time of restructuring restructuring
NunBwance prior Nunﬂ)e Losses'
of to Balance after of ctaults on recognized
con cturing restructuring de fa{leﬁgructures upon
default
September 30. 2013
Real Estate
Residential 1-4 family, Istliens 3 $1,504,381 $1,287,000 - $- $-
Commercial properties 1 528,233 485,000 - - -
Total 4 $2,032,614 $1,772,000 - $- $-
December 31. 2012
Real Estate
Residential 1-4 family, Istliens 3 $957,304 $ 940,603 - $- $-
Commercial properties 3 1,254,402 1,254,402 1 604,997 206,707
Total 6 $2211,706 $2,195,005 1 $604,997 $ 206,707
September 30. 2012
Real Estate
Residential 1-4 family, Istliens 3 $957,304 $ 940,603 - $- $-
Commercial properties 2 994,997 994,997 1 604,997 206,707
Total 5 $1,952,301 $1,935,600 1 $604,997 $ 206,707

Troubled debt restructurings with outstanding principal balances as of September 30, 2013 were as follows:

Total Paying as agreed Past due 30
days or
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under modified
terms
Number Number
of Current of Current
contri®abance contri®abance
Real Estate
Construction, land development, and land 1  $320,415 - $-
Residential 1 to 4 family 12 3,419,499 11 3,188,972
Commercial properties 7 4,817,899 3 2,519,308
Total 20 $8,557,813 14 $5,708,280
-16 -

more or
non-accruing
Number

of Current
contBadtmnce

1 $320415
1 230,527
4 2,298,591
6 $2,849,533
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Notes to Consolidated Financial Statements (unaudited) (continued)

4.Loan commitments

Loan commitments are agreements to lend to customers as long as there is no violation of any conditions of the
contracts. Loan commitments generally have interest rates at current market rates, fixed expiration dates, and may
require payment of a fee. Letters of credit are commitments issued to guarantee the performance of a customer to a
third party.

Loan commitments and letters of credit are made on the same terms, including collateral, as outstanding loans. The
Company's exposure to loss in the event of nonperformance by the borrower is represented by the contract amount of
the commitment.

Outstanding loan commitments, lines of credit, and letters of credit are as follows:

September  December
30,2013 31,2012
Loan commitments and lines of credit
Construction and land development $2,261,603 $5,486,662
Other 23,190,716 22,177,291
Total loan commitments and lines of credit $25,452,319 $27,663,953

Standby letters of credit $1,260,670 $1,506,289
5. Assets Measured at Fair Value

The fair value of an asset or liability is the price that would be received to sell that asset or paid to transfer that
liability in an orderly transaction occurring in the principal market for such asset or liability. The fair value hierarchy
established in the Financial Accounting Standards Board accounting standards codification topic titled Fair Value
Measurements establishes a fair value hierarchy for valuation inputs that gives the highest priority to quoted prices in
active markets for identical assets or liabilities and the lowest priority to unobservable inputs. Level 1 inputs are
based on unadjusted quoted market prices in active markets for identical assets or liabilities. Level 2 inputs are based
on significant observable inputs other than those in Level 1, either directly or indirectly. Level 3 inputs are based on
significant unobservable inputs. The level in the hierarchy within which the fair value measurement falls is
determined based on the lowest level input that is significant to the fair value measurement.

Financial assets measured at fair value on a recurring basis include investment securities classified as available for
sale. U.S. Treasury securities and an equity investment in an actively traded public utility are valued utilizing Level 1
inputs. Municipal debt securities and equity investments in community banks are valued using Level 2 inputs. The
Company has no financial assets measured at fair value on a recurring basis that are valued with Level 3 inputs. The
fair values for available for sale investment securities measured on a recurring basis were established as follows:

Total Fair Level 1 Level 2
Value Inputs Inputs
September 30. 2013
Securities available for sale:
U.S. Treasury $43,893,060 $43,893,060 $-
State and municipal 378,138 - 378,138
Equity 1,750,055 405,152 1,344,903
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Total assets measured on a recurring basis

December 31. 2012

Securities available for sale:

U.S. Treasury

State and municipal

Equity

Total assets measured on a recurring basis

-17 -

$46,021,253 $44,298,212 $1,723,041

$72,173,340 $72,173,340 $-
403,437 - 403,437
1,706,150 401,632 1,304,518
$74,282,927 $72,574,972 $1,707,955
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Notes to Consolidated Financial Statements (unaudited) (continued)

5.Fair Value Measurements (continued)

The Company measures and reports certain financial and non-financial assets at fair value on a non-recurring basis.
Financial assets measured and reported at fair value on a non-recurring basis include impaired loans that are deemed
by management to be collateral dependent and have been recorded at the fair value of the underlying collateral.
Non-financial assets measured and reported on a non-recurring basis included other real estate owned acquired
through foreclosure. Financial and non-financial assets measured and reported at fair value on a non-recurring basis,
segregated by the level of the valuation inputs within the fair value hierarchy used to measure fair value are detailed in
the following table.

Total Fair Level 3

Value Inputs
September 30. 2013
Impaired loans recorded at fair value of collateral
Residential 1 to 4 family $2,237,445 $2,237,445
Commercial mortgages 1,036,255 1,036,255
Total impaired loans recorded at fair value of collateral 3,273,700 3,273,700
Other real estate owned recorded at fair value of collateral
Residential 1 to 4 family 540,500 540,500
Construction, land development, and land 574,300 574,300

Total other real estate owned recorded at fair value of collateral 1,114,800 1,114,800
Total assets measured on a non-recurring basis $4,388,500 $4,388,500

December 31, 2012
Impaired loans recorded at fair value of collateral

Residential 1 to 4 family $785,464  $785,464
Commercial mortgages 1,278,605 1,278,605
Total impaired loans recorded at fair value of collateral 2,064,069 2,064,069
Other real estate owned recorded at fair value of collateral

Residential 1 to 4 family 866,600 866,600
Construction, land development, and land 574,300 574,300

Total other real estate owned recorded at fair value of collateral 1,440,900 1,440,900
Total assets measured on a non-recurring basis $3,504,969 $3,504,969

The Company utilizes appraisals from independent 3t party licensed appraisers to determine the fair value of
collateral underlying impaired loans that are deemed collateral dependent and other real estate owned. The vast
majority of appraisals utilize the market approach valuation technique due to the nature of the underlying properties.
Due to the significance of adjustments made to observable market prices of similar properties and lack of similarities
between comparable properties, the Company considers the appraisals used in determination of fair value for collateral
dependent impaired loans and other real estate owned to be Level 3 inputs. Management does not make adjustments
to the independent appraised values except for the adjustment related to estimated selling costs. The valuation process
includes a review of the appraisal by the Bank’s loan department, which is experienced in appraisal review procedures
set forth by bank regulatory guidance.
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Calvin B. Taylor Bankshares, Inc. and Subsidiary
Notes to Consolidated Financial Statements (unaudited) (continued)

5.Fair Value Measurements (continued)

The estimated fair values of the Company's financial assets and liabilities, including those asset and liabilities that are
not measured and reported at fair value on a recurring or non-recurring basis are detailed in the following table. The
valuation methods used in estimating the fair value of financial assets and financial liabilities not measured and
reported at fair value in the balance sheet is disclosed in the Company’s Annual Report on Form 10-K. The fair value
of cash and due from banks, federal funds sold, accrued interest receivable, bank owned life insurance,
noninterest-bearing deposits, securities sold under agreements to repurchase, and accrued interest payable
approximates their carrying value and are excluded from the table below.

Financial assets

Level 1 inputs
Investment securities
Level 2 inputs
Interest-bearing deposits
Investment securities
Loans, net

Level 3 inputs

Loans, net

Financial liabilities
Level 2 inputs
Interest-bearing deposits

117,619,557
16,452,674
12,007,430
219,615,679

3,273,700

265,370,818

6.New accounting standards

September 30, 2013
Carrying
amount

Fair
value

117,723,780
16,469,060
12,019,988
219,559,565

3,273,700

265,414,148

133,554,304
13,587,889
6,520,905
225,282,489

2,064,069

263,857,994

December 31, 2012
Carrying
amount

Fair
value

133,681,592
13,603,933
6,532,610
225,273,328

2,064,069

263,972,110

The following accounting pronouncements have been approved by the Financial Accounting Standards Board and
became effective to the Company in this reporting period or have not yet become effective. These pronouncements
would apply to the Company if the Company or the Bank entered into an applicable activity.

ASU 2013-02, “Comprehensive Income (Topic 220) — Reporting of Amounts Reclassified Out of Accumulated Other
Comprehensive Income.” ASU 2013-02 amends recent guidance related to the reporting of comprehensive income to
enhance the reporting of reclassifications out of accumulated other comprehensive income. ASU 2013-02 became
effective for the Company on January 1, 2013 and did not have a significant impact on the Company’s financial

statements.

The accounting policies adopted by management are consistent with accounting principles generally accepted in the
United States of America and are consistent with those followed by peer Banks.

-19 -
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Part I. Financial Information

Item 2. Management's Discussion and Analysis of Financial Condition and Results of Operations

This Report contains statements which constitute forward-looking statements within the meaning of Section 27A of
the Securities Act of 1933 and the Securities Exchange Act of 1934. These statements appear in a number of places in
this Report and include all statements regarding the intent, belief or current expectations of the Company, its directors,
or its officers with respect to, among other things: (i) the Company's financing plans; (ii) trends affecting the
Company's financial condition or results of operations; (iii) the Company's growth strategy and operating strategy; and
(iv) the declaration and payment of dividends. Investors are cautioned that any such forward-looking statements are
not guarantees of future performance and involve risks and uncertainties, and that actual results may differ materially
from those projected in the forward-looking statements as a result of various factors discussed herein and those factors
discussed in detail in the Company's filings with the Securities and Exchange Commission.

The following discussion of the financial condition and results of operations of the Registrant (the Company) should
be read in conjunction with the Company's financial statements and related notes and other statistical information
included elsewhere herein.

General

Calvin B. Taylor Bankshares, Inc. (Company) was incorporated as a Maryland corporation on October 31, 1995. The
Company owns all of the stock of Calvin B. Taylor Banking Company (Bank), a commercial bank that was
established in 1890 and incorporated under the laws of the State of Maryland on December 17, 1907. The Bank
operates nine banking offices in Worcester County, Maryland and one banking office in Ocean View, Delaware. The
Bank's administrative office is located in Berlin, Maryland. The Bank is engaged in a general commercial and retail
banking business serving individuals, businesses, and governmental units in Worcester County, Maryland, Sussex
County, Delaware, and neighboring counties.

The Company currently engages in no business other than owning and managing the Bank. The Bank employed 91
full time equivalent employees as of September 30, 2013. The Bank hires seasonal employees during the summer.
The Company has no employees other than those hired by the Bank.

Use of estimates

The preparation of financial statements in conformity with accounting principles generally accepted in the United
States of America requires management to make estimates and assumptions that affect the reported amounts of assets
and liabilities and disclosure of contingent assets and liabilities at the date of the financial statements. These estimates
and assumptions may affect the reported amounts of revenues and expenses during the reporting period. Actual
results could differ from these estimates.

Critical Accounting Policies
The Company’s financial condition and results of operations are sensitive to accounting measurements and estimates of

inherently uncertain matters. When applying accounting policies in areas that are subjective in nature, management
uses its best judgment to arrive at the carrying value of certain assets. One of the most critical accounting policies
applied is related to the valuation of the loan portfolio.

The allowance for loan losses (ALLL) represents management’s best estimate of inherent probable losses in the loan
portfolio as of the balance sheet date. It is one of the most difficult and subjective judgments. The adequacy of the
allowance for loan losses is evaluated no less than quarterly. The determination of the balance of the allowance for
loan losses is based on management’s judgments about the credit quality of the loan portfolio as of the review date. It
should be sufficient to absorb losses in the loan portfolio as determined by management’s consideration of factors
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including an analysis of historical losses, specific reserves for impaired loans, delinquency trends, portfolio
composition (including segment growth or shifting of balances between segments, products and processes, and
concentrations of credit, both regional and by relationship), lending staff experience and changes in staffing, critical
documentation and policy exceptions, risk rating analysis, interest rates and the competitive environment, economic
conditions in the Bank’s service area, and results of independent reviews, including audits and regulatory
examinations.

Financial Condition

Total assets of the Company increased $23.4 million (5.28%) from December 31, 2012 to September 30, 2013.
Combined deposits and customer repurchase agreements increased $20.8 million (5.68%) during the same period.
Much of the deposit and asset growth from the previous year-end to the end of the 3" quarter stems from seasonal
activity, which is further discussed in the section titled Liquidity.

Average assets and average deposits increased $11.7 million (2.59%) and $11.0 million (3.00%), respectively, from

the 3t quarter 2012 to the 3 quarter 2013. Management believes the year-to-year growth in deposits results, to some

extent, from continuing economic uncertainty that has driven consumers and businesses to curb spending while

increasing savings. Depositors often seek insured deposit products of banks when there is perceived volatility in the

financial markets. While increased deposit balances may be a sign of economic recovery within the Bank’s resort
service area depositors remain hesitant to spend or invest excess funds they have saved during and after the recessio
as they remain uncertain about continued economic recovery.

=20 -

n
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Loan Portfolio

During the nine months ended September 30, 2013, the Bank’s net loan portfolio has decreased by $4.5 million
(1.96%). Commercial mortgages and other commercial loans decreased $3.5 million (2.71%) during the 9 months
ended September 30, 2013. Loans for construction, land development, and land decreased by $1.3 million (9.72%)
from December 31, 2012 to September 30, 2013, primarily related to the payoff of a construction loan for a hotel
within the Bank’s resort service area. It is typical for the Bank to experience growth in loans by the end of the 24
quarter. By late June, many seasonal merchants in the resort area have drawn on their working capital lines of credit
or requested advances under existing commercial mortgages. Payoffs of these borrowings begin in the 3 quarter as
the summer tourist season generates cash flow for businesses to repay their borrowings. Due to the challenges of the
current economy, management has been proactive in monitoring the repayment of seasonal lines of credit. Increased
liquidity as a result of reductions in the loan portfolio reduces earnings as those funds are reinvested in lower yielding
assets. Replenishment of the loan portfolio has slowed as demand for new credit has fallen off due to the depressed
economy and the challenges of competing with low rates offered by other lenders. The Company maintains strong
liquidity and capital positions which will enable funding of future growth in the loan portfolio.

The Company makes loans to customers located primarily in the Delmarva region with a focus on real estate secured
lending. Although the loan portfolio is diversified, its performance will be influenced by the economy of the region.
Since late 2008, the local and regional economies have been adversely affected by national and global recessions.
Although the recession ended in mid-2009, the Bank continues to experience historically high levels of delinquencies,
nonaccrual loans, troubled debt restructurings and loan losses due to trailing effects of the recession, slow pace of
economic recovery, and depressed real estate values.

Loan Quality and the Allowance for [.oan Losses

The allowance for loan losses (ALLL) represents an amount which management believes to be adequate to absorb
identified and inherent losses in the loan portfolio as of the balance sheet date. Valuation of the allowance is
completed no less than quarterly. The determination of the allowance is inherently subjective as it relies on estimates
of potential loss related to specific loans, the effects of portfolio trends, and other internal and external factors.

The ALLL consists of (i) formula-based reserves comprised of potential losses in the balance of the loan portfolio
segmented into homogeneous pools, (ii) specific reserves comprised of potential losses on loans that management has
identified as impaired and (iii) unallocated reserves. Unallocated reserves are not associated with a specific portfolio
segment or a specific loan, but may be appropriate if properly supported and in accordance with GAAP.

The Company evaluates loan portfolio risk for the purpose of establishing an adequate allowance for loan losses. In
determining an adequate level for the formula-based portion of the ALLL, management considers historical loss
experience for major types of loans. Homogenous categories of loans are evaluated based on loss experience in the
most recent five years, applied to the current portfolio. This formulation gives weight to portfolio size and loss
experience for categories of real-estate secured loans, other loans to commercial borrowers, and other consumer loans.
However, historical data may not be an accurate predictor of loss potential in the current loan portfolio.

Management also evaluates trends in delinquencies, the composition of the portfolio, concentrations of credit, and
changes in lending products, processes, or staffing. Management further considers external factors such as the interest
rate environment, competition, current local and national economic trends, and the results of recent independent
reviews by auditors and banking regulators. The protracted slow-down in the real-estate market has affected both the
price and time to market of residential and commercial properties. Management closely monitors such trends and the
potential effect on the Company.

The price corrections to real estate in the Bank’s service area following the recession in 2008 and 2009 were significant

and the post-recession recovery has lagged regional and national trends. Commercial real estate and development
activity in the resort areas has increased while residential real estate activity continues to be led by distressed sales.
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Unemployment in the Bank’s service area also remains elevated and lags other parts of the region that include
metropolitan areas. The aforementioned conditions have led the Company to experience historically high loan losses
and provisions for loan losses. As economic recovery remains slow, borrowers may suffer personal and professional
financial hardship causing the likelihood of loss on previously performing loans to remain high. While total
nonperforming assets and impaired loans have decreased over the past two years, Management expects that loan
losses will continue at historically high levels until local economic conditions as well as the local real estate market
improve further.

Management employs a risk rating system which gives weight to collateral status (secured vs. unsecured), and to the
absence or improper execution of critical contract or collateral documents. Unsecured loans and those loans with
critical documentation exceptions, as defined by management, are considered to have greater loss exposure.
Management incorporates these factors in the formula-based portion of the ALLL. Additionally, consideration is
given to those segments of the loan portfolio which management deems to pose the greatest likelihood of loss. A
schedule of loans by credit quality indicator (risk rating) can be found in Note 3 of the financial statements included
herein.

Management believes that economic conditions and trends suggest the likelihood of loss in unsecured loans
(commercial and consumer) and secured consumer loans remains high. Reserves for these segments of the portfolio
are included in the formula-based portion of the ALLL. As of September 30, 2013, management reserved 135 basis
points against all unsecured loans, and consumer loans secured by other than real estate. Additionally, management
reserved 20% against overdrawn checking account balances which are a distinct high risk category of unsecured loans.
The Bank does not offer an approved overdraft loan product, so all overdrawn deposit balances result from
unauthorized presentment of items against insufficient funds.
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Borrowers whose cash flow is impaired as a result of prevailing economic conditions likely have also experienced
depressed real estate values. Management recognizes that the combination of these circumstances, reduced revenue
and depressed collateral values, may increase the likelihood of loss in the Bank’s real estate secured loan portfolio.
Management closely monitors conditions that might indicate deterioration of collateral value on significant loans and,
when possible, obtains additional collateral as required to limit the Bank’s loss exposure. The Bank has foreclosed on
mortgages in each of the last four years including two foreclosures occurring in the three months ended September 30,
2013. One of the foreclosed properties was sold at foreclosure auction and resulted in a loan loss of $290,632 while
the other foreclosed property was not sold at auction and has been included in other real estate owned at the end of the
quarter. As of September 30, 2013, the Bank has four loans in the process of foreclosure with recorded investments of
$1.3 million. Foreclosures may result in loan losses if sold at auction, or if the property is acquired by the Bank in
foreclosure, costs may be incurred to hold the real estate and the ultimate disposition of the property could result in a
loss. While management is unable to predict the financial consequences of future foreclosure activity, estimated
losses on anticipated loan foreclosures are determined using the current estimated fair market value of the underlying
collateral and any losses are recorded as charge-offs as the loans are deemed to be collateral dependent. A loan loss of
$60,071 was recorded this quarter related to one of the four loans that are in the process of foreclosure.

Historically, the absence or improper execution of a document has not resulted in a loss to the Bank, however,
management recognizes that the Bank’s loss exposure is increased until a critical contract or collateral documentation
exception is cured. At September 30, 2013, Management reserved 10 basis points against the outstanding balances of
loans identified as having critical documentation exceptions. Loans in this category are identified as “special mention”
within the schedule of loans by credit quality indicator (risk rating) in Note 3 of the financial statements included
herein.

The provision for loan losses is a decrease or increase to earnings in the current period to bring the allowance to a
level established by application of management’s allowance methodology. The allowance is also increased by
recoveries of amounts previously charged-off and decreased when loans are charged-off as losses, which occurs when
they are deemed to be uncollectible. A provision for loan losses of $261,000 was recorded in the 3" quarter of 2013
which resulted in $670,000 recorded year-to-date. This compares to a provision for loan losses of $206,200 in the 3d
quarter of 2012 which resulted in $503,700 recorded for the nine months ended September 30, 2012. The provision of
$261,000 recorded this quarter is primarily associated with a charge-off of $290,632 on a collateral dependent
commercial real estate loan that was foreclosed upon and the property sold at auction. The Bank experienced net
charge-offs of $337,900 and $287,092 in the 3rd quarters of 2013 and 2012, respectively. Refer to Note 3 of the
financial statements contained herein for a schedule of transactions in the allowance for loan losses.

Management considers the September 30, 2013 allowance appropriate and adequate to absorb identified and inherent
losses in the loan portfolio. However, assurances cannot be provided that the allowance for loan losses as of
September 30, 2013 will be sufficient to fully absorb future loan losses associated with the current portfolio. As of
September 30, 2013, management has not identified any loans which are anticipated to be wholly charged-off within
the next 12 months.

A troubled debt restructuring (TDR), which is defined as a modification or restructuring of terms of a loan that results
in a concession by the lender to accommodate a borrower who is experiencing financial difficulties, is an important
risk management tool utilized to improve the likelihood of recovery. TDRs are considered impaired loans since all
principal and interest payments according to the original contractual terms will not be collected. TDRs are evaluated
for impairment at the time of restructure and each subsequent reporting period. Defaults have occurred on
restructured loans which resulted in losses and, if needed, additional restructuring to accommodate changes in the
borrower’s financial position. Other restructured loans have been collected with no loss of principal, returned to their
original contractual terms, or refinanced at market rates and terms.
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An identified loss on a TDR is recorded as a specific reserve in the allowance for loan losses or charged-off if the loan
is deemed to be collateral dependent. During the 9 months ended September 30, 2013, the Bank completed the 2nd
restructuring of 4 real estate loans in association with a forbearance agreement entered into with one borrower. The
loans were deemed to be collateral dependent and a loss of $260,614 was recorded as part of the restructuring. During
the nine months ended September 30, 2012, the Bank completed five restructurings including two loans that had been
previously restructured. A loss of $26,054 was recorded as a part of these restructurings. A commercial mortgage
restructured in the 15t quarter of 2012 was partially charged off in the 3™ quarter of 2012 due to further deterioration in
the borrower’s financial position and underlying collateral value. Subsequent to the partial charge-off, the loan was
restructured as part of a forbearance agreement. Another commercial mortgage, restructured during the 3™ quarter of
2012, was advanced additional funds as a result of new collateral added in the restructuring. Non-accruing TDRs
were 14.03% and 15.44% of total TDRs as of September 30, 2013 and December 31, 2012, respectively. The
improvement in non-accruing TDRs is primarily due to a charge-off of $290,632 on a collateral dependent
commercial real estate loan that was foreclosed upon and the property sold at auction.

Loans are considered impaired when, based on current information, management considers it unlikely that collection
of principal and interest payments will be made according to contractual terms. A performing loan may be
categorized as impaired based on knowledge of circumstances that are deemed relevant to loan collection, including
the deterioration of the borrower’s financial condition or devaluation of collateral. Not all impaired loans are past due
nor are losses expected for every impaired loan.

-22-
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Impaired loans may have specific reserves, or valuation allowances, allocated to them in the ALLL. Estimates of loss
reserves on impaired loans may be determined based on any of the three following measurement methods which
conform to authoritative accounting guidance: (1) the present value of future cash flows, (2) the fair value of
collateral, if repayment of the loan is expected to be provided by the sale of the underlying collateral (i.e. collateral
dependent), or (3) the loan’s observable fair value. The Bank selects and applies, on a loan-by-loan basis, the
appropriate valuation method. Upon identification of a loss on a collateral dependent loan, the loss amount is
recorded as a charge-off consistent with regulatory guidance. During the 3t quarter of 2013, charge-offs of $352,350
were recorded related to collateral dependent real estate loans. Loans determined to be impaired, but for which no
specific valuation allowance or charge-off is appropriate because management believes the loan is secured with
adequate collateral or the Bank will not take a loss on such loan, are grouped with other homogeneous loans for
evaluation under formula-based criteria described previously. Impaired loans (including all nonaccruing loans)
decreased $1,406,810 (12.45%) from $11,301,555 at December 31, 2012 to $9,894,745 at September 30, 2013,
primarily as the result of the payoff of a nonaccrual loan of $544,224 and from charge-offs on impaired loans during
the same period. Refer to Note 3 of the financial statements contained herein for additional information about
impaired loans.

The accrual of interest on a loan is discontinued when principal or interest is 90 days past due or when the loan is
determined to be impaired, unless collateral is sufficient to discharge the debt in full and the loan is in process of
collection. By definition troubled debt restructurings are impaired loans, however accruing loans are not
automatically placed on nonaccrual status at the time of restructuring. Management performs an analysis of the loan
under the restructured terms to determine if the loan should be placed on nonaccrual. When a loan is placed in
nonaccruing status, any interest previously accrued but unpaid, is reversed from interest income. Interest payments
received on nonaccrual loans may be recorded as cash basis income, or as a reduction of principal, on a loan by loan
basis, based upon management’s judgment. During the 9 months ended September 30, 2013, a nonaccrual loan was
paid in full (including accrued interest) which resulted in cash basis recognition of interest income of $106,934. All
other nonaccrual loan payments received in the 9 months ended September 30, 2013 and 2012 were recorded as
reductions of principal. Accrual of interest may be restored when all principal and interest are current and
management believes that future payments will be received in accordance with the loan agreement.

Nonperforming loans are loans past due 90 or more days and still accruing plus nonaccrual loans. Nonperforming
assets are comprised of nonperforming loans combined with real estate acquired in foreclosure and held for sale
(OREO). Nonperforming assets decreased $1,146,517 (23.89%) from $4,799,190 at December 31, 2012 to
$3,652,673 at September 30, 2013, primarily as a result of the sale of an OREO property, the payoff of a nonaccrual
loan, and charge-offs on collateral dependent real estate loans as discussed above. These decreases were partially
offset by additional residential 1 to 4 family loans that became nonperforming assets during the same period.
Management monitors the accruing loans in this category closely to assure that collateral is sufficient to fully
discharge the debt to the Bank and the process of collection is ongoing. Refer to Note 3 of the financial statements
contained herein for additional information about nonperforming assets.

Liquidity

Liquidity represents the ability to provide steady sources of funds for loan commitments and investment activities, as
well as to provide sufficient funds to cover deposit withdrawals and payment of debt and operating obligations. These
funds can be obtained by converting assets to cash or by attracting new deposits. The Company’s major sources of
liquidity are loan repayments, maturities of short-term investments including federal funds sold, and increases in core
deposits. Funds from seasonal deposits are generally invested in short-term U.S. Treasury Bills, overnight federal
funds, or kept as reserves with the Federal Reserve Bank.

Average liquid assets (cash and amounts due from banks, interest-bearing deposits in other banks, federal funds sold,

and investment securities) compared to average deposits and retail repurchase agreements were 56.84% for the 3
quarter of 2013 compared to 55.27% for the same quarter of 2012. Seasonal deposits have significantly increased
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liquidity since the previous quarter as discussed in more detail in the following paragraph.

Due to its location in a seasonal resort area, the Bank typically experiences a decline in deposits, federal funds sold
and investment securities throughout the 15t quarter of the year when business customers are using their deposits to
meet cash flow needs in preparation for the upcoming tourism season. Beginning late in the 2" quarter and
throughout the 3t quarter, additional sources of liquidity become more readily available as business borrowers start
repaying loans, and the Bank receives deposits from seasonal business customers, summer residents and tourists.
Consistent with historical 3rd quarter trends, deposits have increased by $18.0 million (4.97%) since June 30, 2013
which is higher than the $16.4 million (4.64%) increase in the same period in the prior year. Management anticipates
that deposits will decrease in the 4t quarter at a rate similar to or greater than the same period in the two previous
years.

Average net loans to average deposits were 60.39% versus 61.99% as of September 30, 2013 and 2012, respectively.
Average net loans increased by 0.33% while average deposits grew by 3.00%. Deposit increases in excess of loan
increases were generally reinvested in overnight federal funds sold, investment securities or kept as reserves with the
Federal Reserve Bank. Management believes the year-to-year growth in deposits results, to some extent, from
continuing economic uncertainty has driven consumers and businesses to curb spending while increasing savings.
Depositors often seek insured deposit products of banks when there is perceived volatility in the financial markets.

Average deposit balance increases occurred in non-interest and interest-bearing accounts from September 30, 2012 to
September 30, 2013, except average time deposits and average money market accounts which dropped 12.24% and
0.43%, respectively. Management believes this trend indicates that depositors are migrating to more liquid types of
accounts in order to be able to invest at higher rates should they become available. Neither changes in deposit
portfolio composition nor the increase in average net loans has a negative impact on the Company’s ability to meet
liquidity demands.

The Company has available lines of credit, including overnight federal funds and reverse repurchase agreements,
totaling $28,000,000 as of September 30, 2013.
-23-
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Interest Rate Sensitivity

The primary objective of asset/liability management is to ensure the steady growth of the Company's primary source
of earnings, net interest income. Net interest income can fluctuate with significant interest rate movements. To lessen
the impact of these margin swings, the balance sheet should be structured so that repricing opportunities exist for both
assets and liabilities in roughly equivalent amounts at approximately the same time intervals. Imbalances in these
repricing opportunities at any point in time constitute interest rate sensitivity.

Interest rate sensitivity refers to the responsiveness of interest-bearing assets and liabilities to changes in market
interest rates. The rate-sensitive position, or gap, is the difference in the volume of rate-sensitive assets and liabilities
repricing at a given time interval. The general objective of gap management is to actively manage rate-sensitive assets
and liabilities to reduce the impact of interest rate fluctuations on the net interest margin. Management generally
attempts to maintain a balance between rate-sensitive assets and liabilities as the exposure period is lengthened to
minimize the overall interest rate risk to the Company.

Interest rate sensitivity may be controlled on either side of the balance sheet. On the asset side, management exercises
some control over maturities. Also, most fixed rate mortgage and commercial loans are written with a demand feature
in order to provide repricing opportunities. The Company's investment portfolio, including federal funds sold,
provides the most flexible and fastest control over rate sensitivity since it can generally be restructured more quickly
than the loan portfolio. During the recent surge in the Company’s liquidity the resultant investment purchases
continued the preference towards short term maturities allowing those assets to reprice quickly. The asset mix of the
balance sheet is continually evaluated in terms of several variables: yield, credit quality, appropriate funding sources,
and liquidity.

On the liability side, deposit products are structured to offer incentives to attain the desired maturity distributions and
repricing opportunities. Competitive factors sometimes make control over deposits more difficult and, therefore, less
effective as an interest rate sensitivity management tool. Management of the liability mix of the balance sheet focuses
on deposit product pricing and offerings. Increases in deposit balances experienced during and following the
recession in 2008 and 2009 were generally unsolicited by the Company and are presumed to be a result of general
financial market volatility.

As of September 30, 2013, the Company was cumulatively asset-sensitive for all time horizons due to the ability to
reprice most fixed rate mortgage loans as a result of demand features. Significant non-interest bearing deposit
balances also contribute to the cumulative asset-sensitive position. For asset-sensitive institutions, if interest rates
should decrease, the net interest margins should decline. Since all interest rates and yields do not adjust at the same
velocity, the gap is only a general indicator of rate sensitivity.

The Company’s net interest income is one of the most important factors in evaluating its financial performance.
Management uses interest rate sensitivity analysis to determine the effect of rate changes. Net interest income is
projected over a one-year period to determine the effect of an increase or decrease in the prime rate of 100 basis
points. If prime were to decrease 100 basis points, and all assets and liabilities maturing or repricing within that
period were fully adjusted for the rate change, the Company would experience a decrease of approximately 2.5% in
net interest income. Conversely, if prime were to increase 100 basis points, and all assets and liabilities maturing or
repricing within that period were fully adjusted for the rate change, the Company would experience an increase in net
interest income of the same percentage. The sensitivity analysis does not consider the likelihood of these rate changes
nor whether management’s reaction to this rate change would be to reprice its loans or deposits or both.

Results of Operations
Net income for the three months ended September 30, 2013, was $1,150,722 ($0.39 per share), compared to

$1,124,243 ($0.38 per share) for the same quarter of 2012, resulting in an increase of $26,479 or 2.36%. Year-to-date
net income has decreased $93,432 (2.71% or $0.02 per share) from $3,444,965 ($1.15 per share) in 2012 to
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$3,351,533 ($1.13 per share) in 2013. The key components of net income are discussed in the following paragraphs.

For the 3t quarter of 2013 compared to the same quarter 2012, net interest income decreased $7,081 (0.20%).
Decreases in interest income attributable to lower yields on loans and securities were partially offset by reductions in
interest expense due to lowering of deposit interest rates. Increases in average interest-bearing assets were
predominantly funded with non-interest bearing deposits which also helped mitigate the impact of lower yields on
loans and securities. Net interest income increased $35,164 (0.33%) in the 15t nine months of 2013 compared to the
same period in 2012. The increase is primarily attributable to additional interest income of $60,048 that was the result
of interest income adjustments recorded on two impaired loans. The full principal and all accrued interest related to a
nonaccrual loan was recovered which resulted in the recognition of $106,934 of interest income. This recovery was
partially offset by a $46,886 charge-off of accrued interest related to a 24 troubled debt restructuring and a
forbearance agreement for one borrower.

Average interest-earning assets increased $16.2 million (3.88%), but further decreases in yields on investments and
loans offset revenue increases attributable to volume. The tax-equivalent yield on interest-earning assets decreased by
24 basis points from 3.63% for the quarter ended September 30, 2012 to 3.39% for the same period in 2013. Average
net loan balances for the quarter ended September 30, 2013 increased $764,316 (0.33%) compared to the same period
of 2012. The increase in average loans helped partially offset the downward pressure on investment and loan portfolio
yields.

Average interest-bearing liabilities increased $231,438 (0.09%) while generating lower interest expense, again due to
interest rate reductions. The yield on interest-bearing liabilities decreased by 12 basis points from 0.28% for the
quarter ended September 30, 2012 to 0.16% for the same period in 2013. To offset interest revenue decreases on
loans and securities, management has gradually lowered deposit rates from 2009 to the present. Interest expense for
the quarter ended September 30, 2013 decreased by $80,808 (42.09%) relative to the same period in the prior year
while interest expense for the 9 months ended September 30, 2013 decreased $348,611 (48.99%) compared to the
same period in 2012. Interest rates on deposit products and repurchase agreements have been reduced by at least 50%
since the middle of 2012 which have resulted in the significant decrease in interest expense. Lower yields on
interest-bearing liabilities could not fully offset the lower yields on interest-earning assets, therefore the net margin on
interest-earning assets fell by 15 basis points from 3.44% for the quarter ended September 30, 2012 to 3.29% for the
same period in 2013.

-4 -
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The following table presents information including average balances of interest-earning assets and interest-bearing
liabilities, the amount of related interest income and interest expense, and the resulting yields by category of
interest-earning asset and interest-bearing liability. In this table, dividends and interest on tax-exempt securities and

loans are reported on a fully taxable equivalent basis, which is a non-GAAP measure as defined in SEC Regulation G
and Item 10 of SEC Regulation S-K. Management believes that these measures provide better yield comparability as

a tool for managing net interest income.

Average Balances, Interest, and Yields

Assets

Interest-bearing deposits
Federal funds sold
Investment securities
Loans, net of allowance
Total interest-earning assets
Noninterest-bearing cash
Other assets

Total assets

Liabilities and Stockholders' Equity
Interest-bearing deposits

NOW

Money market

Savings

Other time deposits

Total interest-bearing deposits
Securities sold under agreements to
repurchase & federal funds purchased
Borrowed funds

Total interest-bearing liabilities
Noninterest-bearing deposits

Other liabilities

Stockholders' equity

Total liabilities and stockholders' equity
Net interest spread

Net interest income

Net margin on interest-earning assets

Tax equivalent adjustment in:
Investment income

Loan income
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For the quarter ended
September 30, 2013

Average
balance

Interest

$44,711,289  $30,577

34,081,182
127,235,174
228,954,124
434,981,769
13,540,570
16,453,268
$464,975,607

$67,625,389
56,473,529
61,326,944
76,964,360
262,390,222

7,201,311

269,591,533
116,728,065
386,319,598
37,882
78,618,127
$464,975,607

9,271
183,412
3,498,704
3,721,964

23,044
14,195
15,471
55,757
108,467
2,722
111,189

111,189

$3,610,775

$16,925
$33,059

Yield

For the quarter ended
September 30, 2012

Average
balance

Interest

0.27 % $20,163,429 $14,797

0.11 %
0.57 %
6.06 %
3.39%

0.14 %
0.10 %
0.10 %
0.29 %
0.16 %
0.15 %
0.16 %

0.11 %

3.23%

3.29 %

42,680,109
127,704,546
228,189,808
418,737,892
16,806,486
17,713,171
$453,257,549

$63,037,262
56,720,023
54,843,349
87,695,148
262,295,782

7,064,313

269,360,095
105,789,957
375,150,052
174,331
77,933,166
$453,257,549

12,417
198,865
3,591,419
3,817,498

27,881
17,862
15,746
126,067
187,556
4,441
191,997

191,997

$3,625,501

$16,027
$41,603

Yield

0.29 %
0.12 %
0.62 %
6.26 %
3.63 %

0.18 %
0.13 %
0.11 %
0.57 %
0.28 %
0.25 %
0.28 %

0.20 %

3.35 %

3.44 %
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Provisions for loan losses of $261,000 and $206,200 were recorded during the 3t quarter of 2013 and 2012,
respectively. The 3™ quarter provision in 2013 was modestly higher than the amount recorded in the same period last
year as a result of higher charge-offs stemming from the foreclosure of a commercial real estate loan and related sale
of the property at auction. Provisions for loan losses of $670,000 and $503,700 were recorded for the nine months
ending September 30, 2013 and 2012, respectively. The year-to-date provision for loan losses for 2013 is higher than
the amount recorded during the same period in the prior year due to higher loan charge-offs and an increase in the
5-year historical loss percentage. Net loans charged-off were $624,902 and $493,545 during the nine months ended
September 30, 2013 and 2012, respectively. Management attributes the continued high level of loan losses to the
weak economic conditions of the area and severely depressed real estate values. Additional losses are expected to
occur during the remainder of 2013 and into 2014, and those losses may be significant. Management considers the
September 30, 2013 allowance appropriate and adequate to absorb identified and inherent losses in the loan portfolio.
However, assurances cannot be provided that the allowance for loan losses as of September 30, 2013 will be
sufficient to fully absorb future loan losses associated with the current portfolio. Refer to the Loan Quality and the
Allowance for Loan Losses section above for a discussion of the provision for loan losses.

Noninterest revenue for the 3t quarter of 2013 is $43,324 (8.46%) higher than the comparable period last year as a
result of higher debit card interchange revenue and lower impairment losses on equity investments. Noninterest
revenue for the year-to-date period is $143,521 (9.30%) lower than the previous year. The decrease in the
year-to-date period results from a loss of $171,958 recorded upon the sale of an OREO property in the 2" quarter of
2013. This decrease was partially offset by higher debit card interchange revenue and lower impairment losses on
equity investments.

Noninterest expense for the 3™ quarter of 2013 is $49,923 (2.34%) lower than the previous year and is primarily
attributable to a decrease in furniture and equipment expense as a result of lower equipment maintenance contract
costs, decrease in employee benefits expense as a result of lower group health insurance costs, and a decrease in
occupancy expense due to lower property taxes. Noninterest expense for the year-to-date period is lower by $137,112
(2.14%) due to a decrease in employee benefits expense as a result of lower group health insurance costs, decrease in
furniture and equipment expense as a result of lower equipment maintenance contract costs, and a decrease in other
operating costs including a reduction in 3rd party deposit product fees, training costs, and OREO holding costs.

Income taxes for the nine months ended September 30, 2013 are $44,113 (2.30%) lower than the same period last year
while pre-tax income decreased by $137,545 (2.56%) during the same period. The decrease in income tax expense for
the nine months ended September 30, 2013 is proportionate to the decrease in income before income taxes during the
same period. The Company’s effective tax rate of 35.89% for the nine months ended September 30, 2013 is consistent
with the rate through September 30, 2012 of 35.79%. The slight increase in the effective tax rate is due to a lower
percentage of tax-exempt income in 2013, mostly attributable to reduced yields on municipal securities and lower
tax-exempt loan income. At this time, there are no changes in the operations of the Company or tax laws applicable to
the Company that would have a significant impact on the effective income tax rate.

Plans of Operation
The Bank offers a full range of deposit services including checking, NOW, Money Market, and savings accounts, and

time deposits including certificates of deposit. The transaction, savings, and certificate of deposit accounts are
tailored to the Bank’s principal market areas at rates competitive to those offered in the area by other community
banks. The Bank also offers Individual Retirement Accounts (IRA), Health Savings Accounts, and Education Savings
Accounts. All deposits are insured by the Federal Deposit Insurance Corporation (FDIC) up to the maximum amount
allowed by law. The Bank solicits these accounts from individuals, businesses, associations and organizations, and
governmental authorities. The Bank offers individual customers up to $50 million in FDIC insured deposits through
the Certificate of Deposit Account Registry Services® network (CDARS).
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The Bank also offers a full range of short to medium-term commercial and personal loans. Commercial loans include
both secured and unsecured loans for working capital (including inventory and receivables), business expansion
(including acquisition of real estate and improvements), and purchase of equipment and machinery. Consumer loans
include secured and unsecured loans for financing automobiles, home improvements, education, and personal
investments. The Bank originates commercial and residential mortgage loans and real estate construction, acquisition
and development loans. These lending activities are subject to a variety of lending limits imposed by state and federal
law. The Bank lends to directors and officers of the Company and the Bank under terms comparable to those offered
to other borrowers entering into similar loan transactions. The Board of Directors approves all loans to officers and
directors and reviews these loans every six months.

Other bank services include cash management services, 24-hour ATMs, debit cards, safe deposit boxes, direct deposit
of payroll and social security funds, and automatic drafts for various accounts. The Bank offers bank-by-phone and
Internet banking services, including electronic bill-payment, to both commercial and retail customers. The Bank’s
commercial customers can subscribe to a remote capture service that enables them to electronically capture check
images and make on-line deposits. The Bank also offers non-deposit investment products including retail repurchase
agreements.

-26 -
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Capital Resources and Adequacy

Total stockholders’ equity increased $2,626,874 from December 31, 2012 to September 30, 2013. This increase is
attributable to comprehensive income of $3,231,053 for the nine months ended September 30, 2013, less the cost to
repurchase shares of $604,179 during the same period.

Under the capital guidelines of the Federal Reserve Board and the FDIC, the Company and Bank are currently
required to maintain a minimum risk-based total capital ratio of 8%, with at least 4% being Tier 1 capital. Tier 1
capital consists of common stockholders' equity — common stock, additional paid-in capital, and retained earnings. In
addition, the Company and the Bank must maintain a minimum Tier 1 leverage ratio (Tier 1 capital to average total
assets) of at least 4%, but this minimum ratio is increased by 100 to 200 basis points for other than the highest-rated
institutions.

Tier one risk-based capital ratios of the Company as of September 30, 2013 and December 31, 2012 were 35.8% and
35.0%, respectively. Both are substantially in excess of regulatory minimum requirements. The increase in the tier
one capital ratio since December 31, 2012 is primarily attributable to the decrease in the loan portfolio during the
same period. Loans are risk weighted higher than most assets thus loan attrition decreases total risk weighted assets
and increase the tier one capital ratio.

On June 7, 2012, the Board of Governors of the Federal Reserve, the Office of the Comptroller of the Currency, and
the Federal Deposit Insurance Corporation (collectively the “banking agencies”) issued three joint notices of proposed
rulemaking that would revise and replace the banking agencies’ current regulatory capital framework. The proposed
rules would implement the Basel III capital standards as established by the Basel Committee on Banking Supervision
and certain provisions of the Dodd-Frank Wall Street Reform and Consumer Protection Act. As proposed, the new
regulatory capital framework would apply to the Bank and would establish higher minimum regulatory capital ratios,
add a new Common Tier 1 regulatory capital ratio, establish capital conservation buffers, and significantly revise the
rules for calculating risk weighted assets. As currently written, the proposed rules would not apply to the Company as
its total assets are currently less than $500 million.

During the 3t quarter of 2012, management analyzed the proposed rules and estimated the potential impact on the
Bank’s regulatory capital ratios, capital planning, and operations. A detailed comment letter identifying the potential
impact on the Bank including opposition to the proposed rules was written by management and submitted to the
Bank’s regulators. A copy of the letter, in its entirety, can be found on the website of the FDIC. In summary, three
areas of the proposed rules will have a significant impact on the Bank’s regulatory capital ratios including, inclusion of
unrealized gains and losses on available-for-sale securities in regulatory capital, increased risk weighting for
residential mortgages and increased risk weighting for unused commitments. Inclusion of unrealized gains and losses
on available-for-sale securities would create volatility in the Bank’s regulatory capital ratios as interest rates increase or
decrease. However, the changes in capital would only be temporary as the Bank typically holds its securities until
maturity or until a call option is exercised. Changes in the risk-weighting of residential mortgages and unused
commitments, as written in the proposed rules, are estimated to decrease the Bank’s regulatory capital ratios by at least
550 basis points. This reduction is significant but the Bank’s capital ratios would remain substantially in excess of
regulatory minimum requirements. Due to the aforementioned impacts of the proposed rules, the Bank may be
required to designate fewer investment securities as available-for-sale, make significant changes to its residential
mortgage and line of credit product offerings, and consider selling residential mortgages from its portfolio. Costs of
compliance related to the proposed rules are expected to have a negative impact on the Bank’s earnings.

On July 2, 2013, the Board of Governors of the Federal Reserve issued an interim final rule that adopts with revisions
the three notices of proposed rulemaking that were previously issued on June 7, 2012. The Federal Deposit Insurance
Corporation adopted the interim final rule on July 7, 2013. Many of the provisions impacting the Company have been
stricken from the interim final rule. Management is in the process of analyzing the interim rule and revisions to the
notices of proposed rulemaking to determine the impact on the Company and the Bank.
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Website Access to SEC Reports

The Bank maintains an Internet website at www.taylorbank.com. The Company’s periodic SEC reports, including
annual reports on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K, and the related XBRL
files, are accessible through this website. Access to these filings is free of charge. The reports are available as soon as
practicable after they are filed electronically with the SEC.
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Item 3. Quantitative and Qualitative Disclosures About Market Risk

The Company’s principal market risk exposure relates to interest rates on interest-earning assets and interest-bearing
liabilities. Unlike most industrial companies, the assets and liabilities of financial institutions such as the Company
and the Bank are primarily monetary in nature. Therefore, interest rates have a more significant effect on the
Company's performance than do the effects of changes in the general rate of inflation and change in prices. In
addition, interest rates do not necessarily move in the same direction or in the same magnitude as the prices of goods
and services. As discussed previously, management monitors and seeks to manage the relationships between interest
sensitive assets and liabilities in order to protect against wide interest rate fluctuations, including those resulting from
inflation.

At September 30, 2013, the Company’s interest rate sensitivity, as measured by a gap analysis, showed the Company
was asset-sensitive with a one-year cumulative gap of 12.8%, as a percentage of interest-earning assets. Generally
asset-sensitivity indicates that assets reprice more quickly than liabilities and in a rising rate environment net interest
income typically increases. Conversely, if interest rates decrease, net interest income would decline. The Bank has
classified its mortgage and commercial loans with demand features as immediately repriceable. Unlike loans tied to
prime, these rates do not necessarily change as prime changes since the decision to call the loans or change the rates
rests with management.

Title 14 of the Dodd-Frank Act includes requirements for lenders to prove that the borrower meets an “ability to repay”
test for mortgage loans which is intended to improve underwriting to ensure that borrowers only get loans that have a
proven ability to be repaid. The “ability to repay” test can be challenged in court for the entire life of the loan, raising
the risk of litigation tremendously. On May 11, 2011, the Federal Reserve Board published for notice and comment a
proposed rule amending Regulation Z (Truth in Lending) to implement amendments to the Truth in Lending Act
(TILA) made by the Dodd-Frank Act. The proposed rule addressed new “ability to repay” requirements that generally
will apply to consumer credit transactions secured by a dwelling and the definition of a “qualified mortgage.” Among
other consumer financial protection laws, the Dodd-Frank Act transferred the Board’s rulemaking authority for TILA
to the Consumer Financial Protection Bureau as of July 21, 2011. On January 10, 2013, the Consumer Financial
Protection Bureau (CFPB) released its final rule on the “ability-to-repay” (ATR) requirements, including the definition
of “Qualified Mortgage” (QM) that was mandated by the Truth in Lending Act. During the!lquarter of 2013,
management analyzed the final rule and estimated the potential impact on the Bank’s loan product offerings, interest
rate risk sensitivity, and operations. A detailed comment letter identifying the potential impact on the Bank including
opposition to the proposed rules was written by management and submitted to the CFPB. Based upon management’s
interpretation of the final rule, the Company’s future consumer mortgage loan origination activity could be
significantly impacted due to the inability to use demand features in these types of loans which help the Company
manage interest rate risk.

On May 29, 2013 the CFPB issued a final rule amending some of the ATR and QM provisions included in the
previous final rule issued on January 10, 2013. The May 29, 2013 final rule provides an additional definition of a
Qualified Mortgage for certain loans made and held in portfolio by small creditors and the establishment of a two-year
transition period in which balloon loans originated and held in portfolio by small creditors will be Qualified
Mortgages. The two-year transition period is to allow the CFPB time to further analyze the impact of TILA
amendments on small creditor lending. During the 4t quarter of 2013, Management anticipates that new consumer
mortgage loan originations by the Bank will be balloon loans, without a demand feature, and will be originated and
held in portfolio in order to meet the definition of a Qualified Mortgage. Management will closely monitor the impact
of this change on consumer mortgage origination activity, interest rate risk sensitivity, and market competiveness.
Further changes to consumer mortgage loan originations by the Bank may be required once the CFPB completes their
analysis of small creditor lending and modifies or creates additional rules.

Item 4. Controls and procedures
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Disclosure controls and procedures are designed and maintained by the Company to ensure that information required
to be disclosed in the Company’s publicly filed reports is recorded, processed, summarized and reported in a timely
manner. Such information must be available to management, including the Chief Executive Officer (CEO) and
Treasurer, to allow them to make timely decisions about required disclosures. Even a well-designed and maintained
control system can provide only reasonable, not absolute, assurance that its objectives are achieved. Inherent
limitations in any system of controls include flawed judgment, errors, omissions, or intentional circumvention of
controls.

The Company’s management, including the CEO and Treasurer, performed an evaluation of the effectiveness of the
design and operation of the Company’s disclosure controls and procedures as of September 30, 2013. Based on that
evaluation, the Company’s management, including the CEO and Treasurer, has concluded that the Company’s
disclosure controls and procedures are effective. The projection of an evaluation of controls to future periods is
subject to the risk that procedures may become inadequate due to changes in conditions including the degree of
compliance with procedures.

Changes in Internal Controls
During the quarter ended on the date of this report, there were no significant changes in the Company’s internal control

over financial reporting that have had or are reasonably likely to have a material effect on the Company’s internal
control over financial reporting. As of September 30, 2013, the Company’s management, including the CEO and
Treasurer, has concluded that the Company’s internal controls over financial reporting are effective.

-28 -
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Calvin B. Taylor Bankshares, Inc. and Subsidiary
Part II. Other Information

Item 1. Legal Proceedings
Not applicable

Item 1A. Risk Factors

The Company and the Bank are subject to various types of risk during the normal conduct of business. There has
been no material change in risk factors or levels of risk as previously disclosed in Item 1A of the Company’s Annual
Report on Form 10-K for the year ended December 31, 2012.

Item 2. Unregistered Sales of Equity Securities and Use of Proceeds

(c) The following table presents information about the Company’s repurchase of its equity securities during the
calendar quarter ended on the date of this report.

(c) Total (d) .
Maximum
(b) number number
(a) Total Average of Shares
) of Shares
Period Number Price Purchased that
erto of Paid as Part of a e? br:ay
Shares  per Publicly Y
Purchased
Share Announced
Under the
Program
Program
July 4,000 $26.05 4,000 255,370
August - - 255,370
September - - 255,370

Totals 4,000 $26.05 4,000

The Company publicly announced on August 14, 2003, that it would repurchase up to 10% of its outstanding equity
stock at that time. As of January 1, 2005, and again on May 18, 2007, this plan was renewed by public
announcement, making up to 10% of the Company’s outstanding equity stock available for repurchase at the time of
each renewal. On January 13, 2010 and again on February 9, 2011, as part of its capital planning, the Board of
Directors voted to suspend the stock buy-back program. On September 14, 2011, the Board reinstated this program
and the Company publicly announced that it would repurchase up to 10% of its outstanding equity at that time
(300,050 shares).

There is no set expiration date for this program. No other stock repurchase plan or program existed or exists
simultaneously, nor has any other plan or program expired during the period covered by this table. Common shares
repurchased under this plan are retired. From its inception through September 30, 2013, 284,172 shares were retired
under this program with 22,726 of those shares being retired during the 9 months ended September 30, 2013. As of
September 30, 2013, there are 255,370 shares available for repurchase under the reinstated program announced on
September 14, 2011.

The following table presents high and low bid information obtained from the Over the Counter Bulletin Board and

from other trades known to management of the Company. Because transactions in the Company’s common stock are
infrequent and are often negotiated privately between the persons involved in those transactions, actual prices may be
higher or lower than those included in this table. Additionally, the number of shares traded at high or low prices may
vary significantly. There is no established public trading market in the stock, and there is no likelihood that a trading
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market will develop in the near future.

-29 .

2013

Sales price per share High  Low

First quarter
Second quarter
Third quarter
Fourth quarter

$26.50 $25.25
$32.00 $25.55
$26.25 $23.00

2012

High Low
$24.50 $22.35
$24.85 $22.52
$26.00 $23.51
$26.75 $24.85
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Item 3. Defaults Upon Senior Securities
Not applicable.

Item 4. Mine Safety Disclosures
Not applicable.

Item 5. Other information
There is no information required to be disclosed in a report on Form 8-K during the period covered by this report,
which has not been reported.

Item 6. Exhibits and Reports on Form 8-K
a) Exhibits
Certifications of Principal Executive Officer and Principal Financial Officer pursuant to Section 302 of the
"Sarbanes-Oxley Act of 2002.

Certification of Principal Executive Officer and Principal Financial Officer pursuant to Section 906 of the
"Sarbanes-Oxley Act of 2002.
=30 -
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Exhibit 31.1

Rule 13a-14(a) Certification of the Chief Executive Officer
Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

I, Raymond M. Thompson, certify that:
I have reviewed this quarterly report on Form 10-Q of Calvin B. Taylor Bankshares, Inc.;

Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a
1.material fact necessary to make the statements made, in light of the circumstances under which such statements
were made, not misleading with respect to the period covered by this report;
Based on my knowledge, the financial statements, and other financial information included in this report, fairly
2.present in all material respects the financial condition, results of operations and cash flows of the registrant as of,
and for, the periods presented in this report;
The registrant’s other certifying officer and I are responsible for establishing and maintaining disclosure controls and
3.procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over financial reporting
(as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for the registrant and we have:
designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed
under our supervision, to ensure that material information relating to the registrant, including its consolidated
subsidiary, is made known to us by others within those entities, particularly during the period in which this report is
being prepared;
designed such internal control over financial reporting, or caused such internal control over financial reporting to
be designed under our supervision, to provide reasonable assurance regarding the reliability of financial reporting
and the preparation of financial statements for external purposes in accordance with generally accepted accounting
principles;
evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our
c)conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the period covered
by this report based on such evaluation; and
disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during
d)the most recent fiscal quarter that has or is reasonably likely to materially affect the registrant’s internal control over
financial reporting; and
The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation of internal control
4.over financial reporting, to the registrant’s auditors and the audit committee of the registrant’s board of directors (or
persons performing the equivalent function):
all significant deficiencies and material weaknesses in the design or operation of internal control over financial
a)reporting which are reasonably likely to adversely affect the registrant’s ability to record, process, summarize and
report financial information; and
any fraud, whether or not material, that involves management or other employees who have a significant role in the
registrant’s internal control over financial reporting.

a)

b)

b)

Calvin B. Taylor Bankshares, Inc.

Date: November 8. 2013

By: /s/ Raymond M. Thompson
Raymond M. Thompson
Chief Executive Officer
231 -
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Exhibit 31.2

Rule 13a-14(a) Certification of the Chief Financial Officer
Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

I, M. Dean Lewis, certify that:
I have reviewed this quarterly report on Form 10-Q of Calvin B. Taylor Bankshares, Inc.;

Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a
1.material fact necessary to make the statements made, in light of the circumstances under which such statements
were made, not misleading with respect to the period covered by this report;
Based on my knowledge, the financial statements, and other financial information included in this report, fairly
2.present in all material respects the financial condition, results of operations and cash flows of the registrant as of,
and for, the periods presented in this report;
The registrant’s other certifying officers and I are responsible for establishing and maintaining disclosure controls
3.and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over financial
reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for the registrant and we have:
designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed
under our supervision, to ensure that material information relating to the registrant, including its consolidated
subsidiary, is made known to us by others within those entities, particularly during the period in which this report is
being prepared;
designed such internal control over financial reporting, or caused such internal control over financial reporting to
be designed under our supervision, to provide reasonable assurance regarding the reliability of financial reporting
and the preparation of financial statements for external purposes in accordance with generally accepted accounting
principles;
evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our
c)conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the period covered
by this report based on such evaluation; and
disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during
d)the most recent fiscal quarter that has or is reasonably likely to materially affect the registrant’s internal control over
financial reporting; and
The registrant’s other certifying officers and I have disclosed, based on our most recent evaluation of internal control
4.over financial reporting, to the registrant’s auditors and the audit committee of the registrant’s board of directors (or
persons performing the equivalent function):
all significant deficiencies and material weaknesses in the design or operation of internal control over financial
a)reporting which are reasonably likely to adversely affect the registrant’s ability to record, process, summarize and
report financial information; and
any fraud, whether or not material, that involves management or other employees who have a significant role in the
registrant’s internal control over financial reporting.

a)

b)

b)

Calvin B. Taylor Bankshares, Inc.

Date: November 8. 2013

By: /s/ M. Dean Lewis
M. Dean Lewis
Treasurer

(Principal Financial
& Accounting
Officer)
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Exhibit 32

Certification - Pursuant to 18 U.S.C. 1350
(Section 906 of the Sarbanes-Oxley Act of 2002)

We, the undersigned, certify that to the best of our knowledge, based upon a review of the Quarterly Report on Form
10-Q for the period ended September 30, 2013, of Calvin B. Taylor Bankshares, Inc.:

The referenced report fully complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange
Act of 1934, as amended; and

The information contained in the Report fairly presents, in all material respects, the financial condition and results
of operations of the Registrant.

(1
(2)
Calvin B. Taylor Bankshares, Inc.

Date: November 8. 2013

By: /s/ Raymond M. Thompson
Raymond M. Thompson
Chief Executive Officer

By: /s/ M. Dean Lewis
M. Dean Lewis
Treasurer (Principal

Financial & Accounting
Officer)
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the Registrant has duly caused this report to be
signed on its behalf by the undersigned thereunto duly authorized.

Calvin B. Taylor Bankshares, Inc.

Date: November 8. 2013

By: /s/ Raymond M. Thompson
Raymond M. Thompson
Chief Executive Officer

By: /s/ M. Dean Lewis
M. Dean Lewis
Treasurer (Principal

Financial & Accounting
Officer)
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