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Independent Auditor’s Report

Board of Directors and Stockholders
Kleberg and Company Bankers, Inc.

Report on the Financial Statements

We have audited the accompanying consolidated financial statements of Kleberg and Company Bankers,
Inc. and Subsidiaries, which comprise the consolidated balance sheets as of December 31, 2020 and
2019; the related consolidated statements of income, comprehensive income, changes in stockholders’
equity, and cash flows for the years then ended; and the related notes to the consolidated financial
statements (collectively, the financial statements).

Management’s Responsibility for the Financial Statements

Management is responsible for the preparation and fair presentation of these financial statements in
accordance with accounting principles generally accepted in the United States of America; this includes
the design, implementation and maintenance of internal control relevant to the preparation and fair
presentation of the financial statements that are free from material misstatement, whether due to fraud or
error.

Auditor’s Responsibility

Our responsibility is to express an opinion on these financial statements based on our audits. We
conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free from material misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and disclosures in
the financial statements. The procedures selected depend on the auditor’s judgment, including the
assessment of the risks of material misstatement of the financial statements, whether due to fraud or
error. In making those risk assessments, the auditor considers internal control relevant to the entity’s
preparation and fair presentation of the financial statements in order to design audit procedures that are
appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of
the entity’s internal control. Accordingly, we express no such opinion. An audit also includes evaluating
the appropriateness of accounting policies used and the reasonableness of significant accounting
estimates made by management, as well as evaluating the overall presentation of the financial
statements.

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for
our audit opinion.

THE POWER OF BEING UNDERSTOOD

AUDIT | TAX | CONSULTING



Opinion

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of Kleberg and Company Bankers, Inc. and Subsidiaries as of December 31, 2020 and
2019, and the results of their operations and their cash flows for the years then ended in accordance with
accounting principles generally accepted in the United States of America.

PSM VS LLP

San Antonio, Texas
March 16, 2021



Kleberg and Company Bankers, Inc. and Subsidiaries

Consolidated Balance Sheets
December 31, 2020 and 2019
(Dollars in Thousands, Except Share Data)

2020 2019
Assets
Cash and due from banks $ 43,020 $ 39,809
Cash and cash equivalents 43,020 39,809
Interest-bearing deposits in banks 538 10,489
Securities available for sale 166,270 117,844
Restricted investment securities 3,510 3,468
Loans held for sale 2,147 835
Loans, net of allowance for loan losses of $4,554 ($4,479 in 2019) 368,198 340,700
Bank premises and equipment, net 27,604 28,248
Accrued interestreceivable 2,190 1,963
Goodwill 18,034 18,034
Cash surrender value of life insurance 10,854 9,858
Other assets 2,352 2,654
Total assets $ 644,717 $ 573,902
Liabilities and Stockholders’ Equity
Liabilities:
Deposits:
Noninterest-bearing $ 147,359 $ 130,175
Interest-bearing 398,667 344,106
Total deposits 546,026 474,281
Other borrowed funds 9,930 13,186
Federal Home Loan Bank borrowings 7,500 12,500
Long-term debt 7,857 9,286
Junior subordinated debentures 13,919 13,919
Accrued interest payable 229 351
Other liabilities 7,355 5,219
Total liabilities 592,816 528,742
Commitments and contingencies (Notes 6, 10,11, 12,13 and 14)
Stockholders’ equity:
Common stock, $1 par value; 215,000 shares authorized; 110,229 shares
issued; 50,247 shares outstanding 110 110
Surplus 8,425 8,425
Retained earnings 60,253 56,474
Accumulated other comprehensive income (loss) 2,274 (688)
Common stock in Treasury—59,982 shares at cost (19,161) (19,161)
Total stockholders’ equity 51,901 45,160
Total liabilities and stockholders’ equity $ 644,717 $ 573,902

See notes to consolidated financial statements.



Kleberg and Company Bankers, Inc. and Subsidiaries

Consolidated Statements of Income
Years Ended December 31, 2020 and 2019
(Dollars in Thousands, Except Share Data)

2020 2019
Interest income:
Loans—including fees $ 18,134 17,897
Investment securities 2,934 2,817
Interest-bearing deposits in banks 137 330
Other 47 48
Total interest income 21,252 21,092
Interest expense:
Deposits 1,585 1,884
Long-term debt and other borrowed funds 448 1,009
Junior subordinated debentures 584 590
Total interest expense 2,617 3,483
Net interest income 18,635 17,609
Provision for loan losses 940 710
Net interest income after provision for loan losses 17,695 16,899
Noninterest income:
Senvice charges and fees 3,641 3,655
Mortgage fees 667 842
Other 1,208 1,158
Total noninterest income 5,516 5,655
Noninterest expense:
Salaries and employee benefits 10,652 10,005
Occupancy and equipment expenses 2,442 2,322
Other operating expenses 5,333 5,317
Total noninterest expense 18,427 17,644
Net income $ 4,784 4,910
Basic income per share of common stock $ 95.21 97.72
Average common shares outstanding 50,247 50,247

See notes to consolidated financial statements.



Kleberg and Company Bankers, Inc. and Subsidiaries

Consolidated Statements of Comprehensive Income
Years Ended December 31, 2020 and 2019
(Dollars in Thousands)

2020 2019

Net income $ 4,784 $ 4,910
Other items of comprehensive income:

Adjustment for net gain on sale of investment securities (5) (30)

Change in fair value of derivative used for cash flow hedge (1,299) (1,300)

Change in fair value of securities available for sale 4,266 3,338

Total other items of comprehensive income 2,962 2,008

Comprehensive income $ 7,746 $ 6,918

See notes to consolidated financial statements.




Kleberg and Company Bankers, Inc. and Subsidiaries

Consolidated Statements of Changes in Stockholders’ Equity
Years Ended December 31, 2020 and 2019
(Dollars in Thousands)

Accumulated
Other Common
Common Retained  Comprehensive  Stock in
Stock Surplus Earnings Income (Loss)  Treasury Total

Balance at December 31, 2018 $ 110 $ 8425 $ 53650 $ (2,696) $ (19,161) $ 40,328
Net income—year ended

December 31, 2019 - - 4,910 - - 4,910
Change in other comprehensive
income - - - 2,008 - 2,008
Cash dividends declared - - (2,086) - - (2,086)
Balance at December 31, 2019 110 8,425 56,474 (688) (19,161) 45,160
Net income—year ended
December 31, 2020 - - 4,784 - - 4,784
Change in other comprehensive
income - - - 2,962 - 2,962
Cash dividends declared - - (1,005) - - (1,005)

Balance at December 31,2020 $ 110 $ 8425 $ 60,253 $ 2,274 $ (19,161) $ 51,901

See notes to consolidated financial statements.



Kleberg and Company Bankers, Inc. and Subsidiaries

Consolidated Statements of Cash Flows
Years Ended December 31, 2020 and 2019
(Dollars in Thousands)

2020 2019
Cash flows from operating activities:
Netincome 4,784 4910
Adjustments to reconcile netincome to net cash provided by operating
activities:
Depreciation and amortization 2,075 1,919
Netrealized gain on sales of investment securities (5) (30)
Netrealized loss on sales of bank premises and equipment - 7
Net amortization/accretion of investment securities premium/discount 1,378 853
Provision for loan losses 940 710
Decrease (Increase) in cash surrender value of life insurance (248) (262)
Net change in:
Loans held for sale (1,312) 1,213
Accrued interest receivable (227) (175)
Other assets 302 537
Accrued interest payable and other liabilities 715 71
Net cash provided by operating activities 8,402 9,753
Cash flows from investing activities:
Net change in:
Interest-bearing deposits in banks 9,951 (9,612)
Loans (28,718) (4,746)
Proceeds from sales of investment securities 4,406 3,644
Proceeds from sale of bank premises and equipment - 13
Proceeds from paydowns, calls, and maturities of investment securities 28,639 16,057
Purchases of investment securities (78,626) (24,973)
Purchase of bank-owned life insurance policy (1,100) -
Proceeds from payout of life insurance policy 352 -
Recoveries of loans previously charged off 280 230
Capital expenditures (1,430) (3,911)
Net cash used in investing activities (66,246) (23,298)
Cash flows from financing activities:
Netchange in:
Deposits 71,745 35,289
Other borrowed funds (3,256) 6,105
Federal Home Loan Bank borrowings (5,000) (2,500)
Repayment of long-term debt (1,429) (714)
Cash dividends paid on common stock (1,005) (2,086)
Net cash provided by financing activities 61,055 36,094
Net increase in cash and cash equivalents 3,211 22,549
Cash and cash equivalents at beginning of year 39,809 17,260
Cash and cash equivalents at end of year 43,020 39,809
Schedules of other cash flow information:
Interest paid 2,739 3,407
Transfer of property to other real etate owned - 416




Kleberg and Company Bankers, Inc. and Subsidiaries

Notes to Consolidated Financial Statements

Note 1. Summary of Significant Accounting Policies

Consolidation: The consolidated financial statements for the year ended December 31, 2020 include the
accounts of Kleberg and Company Bankers, Inc. (the Parent Company) and the accounts of its wholly-
owned subsidiary, Kleberg Bank, N.A. (the Bank), and the accounts of the Bank’s wholly-owned
subsidiary FINTX, LLC, referred to collectively as the Company. FINTX, LLC was formed in April 2020 to
develop proprietary software.

The consolidated financial statements for the year ended December 31, 2019 included the accounts of
the Parent Company, and the accounts of its wholly-owned subsidiaries, the Bank and Kleberg Insurance
Group (KIG). KIG was dissolved in July 2020 and its assets were distributed to the Parent Company.

All significant intercompany balances and transactions have been eliminated in consolidation.

Nature of operations: The Company provides a variety of financial services to individuals and small
businesses through its offices in Kingsville and Corpus Christi, Texas. Its primary deposit products are
interest-bearing and noninterest-bearing checking and term certificate accounts, and its primary lending
products are consumer, mortgage and small business loans.

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 and the reported amounts of revenues and expenses
during the reporting period. Actual results could differ from those estimates. Material estimates that are
particularly susceptible to significant change in the near term relate to the determination of the allowance
for loan losses and the valuation of securities available for sale.

New and recently issued accounting standards: In March 2017, the Financial Accounting
Standards Board (FASB) issued Accounting Standards Update (ASU) 2017-08, Receivables —
Nonrefundable Fees and Other Costs (Subtopic 310-20): Premium Amortization on Purchased
Callable Debt Securities, which shortens the amortization period for certain callable debt securities
held at a premium to the earliest call date. The amendments do not require an accounting change for
securities held at a discount; the discount continues to be amortized to maturity. This ASU was
effective for the Company beginning in 2020 and did not have a material impact on the Company’s
consolidated financial statements.

In February 2016, the FASB issued ASU 2016-02, Leases (Topic 842), which sets out the principles for
the recognition, measurement, presentation and disclosure of leases for both parties to a contract (i.e.
lessees and lessors). The new standard requires lessees to apply a dual approach, classifying leases as
either finance or operating leases based on the principle of whether or not the lease is effectively a
financed purchase by the lessee. This classification will determine whether lease expense is recognized
based on an effective interest method or on a straight-line basis over the term of the lease, respectively.
A lessee is also required to record a right-of-use asset and a lease liability for all leases with a term of
greater than 12 months regardless of their classification. Leases with a term of 12 months or less will be
accounted for similar to existing guidance for operating leases today. The new standard requires lessors
to account for leases using an approach that is substantially equivalent to existing guidance for sales-type
leases, direct financing leases and operating leases. The standard is effective for the Company in fiscal
years beginning after December 15, 2021, with early adoption permitted. The Company is in the process
of evaluating the impact of this new guidance on the consolidated financial statements.



Kleberg and Company Bankers, Inc. and Subsidiaries

Notes to Consolidated Financial Statements

Note 1. Summary of Significant Accounting Policies (Continued)

In June 2016, the FASB issued ASU 2016-13, Financial Instruments — Credit Losses (Topic 326):
Measurement of Credit Losses on Financial Instruments, which creates a new credit impairment standard
for financial assets measured at amortized cost and available-for-sale debt securities. The ASU requires
financial assets measured at amortized cost (including loans, trade receivables and held-to-maturity debt
securities) to be presented at the net amount expected to be collected, through an allowance for credit
losses that are expected to occur over the remaining life of the asset, rather than incurred losses. The
ASU requires that credit losses on available-for-sale debt securities be presented as an allowance rather
than a direct write-down. The measurement of credit losses for newly recognized financial assets (other
than certain purchased assets) and subsequent changes in the allowance for credit losses are recorded
in the statement of income as the amounts expected to be collected change. The ASU is effective for
fiscal years beginning after December 15, 2022. The Company is currently evaluating the impact on
adopting this new guidance on its consolidated financial statements.

In January 2017, the FASB issued ASU 2017-04, Intangibles — Goodwill and Other (Topic 350);
Simplifying the Test for Goodwill Impairment. The ASU simplifies the measurement of goodwill
impairment by eliminating the requirement that an entity compute the implied fair value of goodwiill
based on the fair values of its assets and liabilities to measure impairment. Instead, goodwiill
impairment will be measured as the difference between the fair value of the reporting unit and the
carrying value of the reporting unit. The ASU will be effective for the Company beginning in 2023 and
the Company is currently evaluating the impact of the adoption of this guidance on its consolidated
financial statements.

Significant group concentrations of credit risk: Most of the Company’s activities are with customers
located within South Texas. Note 4 discusses the types of securities in which the Company invests.
Note 5 discusses the types of lending in which the Company engages. The Company does not have any
significant concentrations in any one industry or customer.

Risks and Uncertainties: The situation surrounding the COVID-19 global health pandemic, which was
declared in March 2020, remains uncertain and has driven the implementation of significant, government-
imposed measures to prevent or reduce its spread, including travel restrictions, testing regimes, closing of
borders, “stay at home” orders and business closures. The Company continues to adapt to the changing
dynamics of the COVID-19 pandemic’s impact on its customers and employees. The ultimate extent of
the impact to the Company’s business and financial condition will depend on future developments,
including duration of the pandemic and distribution of vaccines, which are highly uncertain and cannot be
predicted. The Company is continuing to monitor the pandemic, its economic impact and related risks.
Primary areas of potential future impact to the Company may include further decreases in interest and fee
income, increased provision for loan losses and deterioration in loan credit quality.

Interest-bearing deposits in banks: Interest-bearing deposits in banks are carried at cost.

Securities: Debt securities that management has the positive intent and ability to hold to maturity are
classified as held-to-maturity and recorded at amortized cost. Securities not classified as held-to-maturity
or trading, including equity securities with readily determinable fair values, are classified as available-for-
sale and recorded at fair value, with unrealized gains and losses excluded from earnings and reported in
other comprehensive income. During the years ended December 31, 2020 and 2019, the Company had
no securities classified as trading securities and no securities classified as held-to-maturity.

Purchase premiums and discounts are recognized in interest income using the interest method over the
terms of the securities. Gains and losses on the sale of securities are recorded on the settlement date
and are determined using the specific-identification method.



Kleberg and Company Bankers, Inc. and Subsidiaries

Notes to Consolidated Financial Statements

Note 1. Summary of Significant Accounting Policies (Continued)

Declines in the fair value of held-to-maturity and available-for-sale securities are evaluated to determine
whether declines in fair value below their amortized cost are other than temporary. In estimating other-
than-temporary impairment losses, management considers (1) the length of time and the extent to which
the fair value has been less than the amortized cost, (2) the financial condition and near-term prospects
of the issuer, (3) the current market conditions and (4) the intent and ability of the Company to not sell the
security or whether it is more likely than not the Company will be required to sell the security before its
anticipated recovery.

Restricted investment securities: Restricted investment securities primarily include Federal Home Loan
Bank (FHLB) stock and Federal Reserve Bank stock, which are carried at cost on the consolidated
balance sheets. These equity securities are restricted in that they can only be sold back to the respective
institution or another member institution at par. Therefore, they are less liquid than other marketable
equity securities. The Company views its investment in restricted stock as a long-term investment.
Accordingly, when evaluating for impairment, the value is determined based on the ultimate recovery of
the par value, rather than recognizing temporary declines in value. No other-than-temporary write-downs
have been recorded on these securities.

Loans held for sale: Certain mortgage loans are originated for sale in the secondary market. These
loans are carried at the lower of cost or estimated fair value in the aggregate. Net unrealized losses are
recognized through a valuation allowance by charges to income. No unrealized losses were recognized
during 2020 and 2019.

Loans: The Company grants real estate, commercial and consumer loans to customers. A substantial
portion of the loan portfolio is represented by real estate loans throughout Kleberg County, Nueces
County and surrounding areas. The ability of the Company’s debtors to honor their contracts is dependent
upon the real estate and general economic conditions in these areas.

The Company has lending policies and procedures in place to grant loans to borrowers only after a full
evaluation of the credit history and repayment abilities of the borrower. Commercial and residential real
estate loans are subject to underwriting standards that evaluate cash flow and fair value of the collateral.
The collectability of real estate loans may be adversely affected by conditions in the real estate markets
or the general economy. Management monitors and evaluates real estate loans based on cash flow,
collateral, geography and risk criteria.

Commercial loans are underwritten after evaluating and understanding the borrower’s ability to operate
profitably. Such evaluations involve reviews of historical and cash flow projections and valuations of
collateral provided by the borrower. Most commercial loans are secured by the assets being financed or
other available business assets, and frequently include a personal guarantee by the principal owners;
however, some commercial loans may be made on an unsecured basis. The repayment of commercial
loans is substantially dependent on the ability of borrowers to operate their businesses profitably and
collect amounts due from their customers.

Consumer loans are originated after evaluation of the credit history and repayment ability of the borrower
based on current personal income. The repayment of consumer loans can be adversely affected by
economic conditions and other factors that impact the borrower’s income.

Loans that management has the intent and ability to hold for the foreseeable future, or until maturity or
payoff, are reported at their outstanding principal adjusted for any charge-offs and the allowance for loan
losses. Interest income is accrued on the unpaid principal balance.

Loan origination fees are capitalized and certain direct origination costs are deferred and recognized as
an adjustment of the related loan yield using the interest method.

10



Kleberg and Company Bankers, Inc. and Subsidiaries

Notes to Consolidated Financial Statements

Note 1. Summary of Significant Accounting Policies (Continued)

A loan is considered delinquent when principal and/or interest amounts are not current, in accordance
with the contractual loan agreement.

The accrual of interest on real estate and commercial loans is discontinued at the time the loan is 90 days
delinquent unless the credit is well secured and in process of collection. Consumer loans are typically
charged off no later than 120 days past due. In all cases, loans are placed on nonaccrual status or
charged off at an earlier date if collection of principal or interest is considered doubtful.

All interest accrued, but not collected, for loans that are placed on nonaccrual status or charged off is
reversed against interest income. The interest on these loans is accounted for on the cash basis or cost-
recovery method, until qualifying for return to accrual status. Loans are returned to accrual status when all
principal and interest amounts contractually due are brought current and future payments are reasonably
assured.

A loan is considered impaired when, based on current information and events, it is probable that the
Company will be unable to collect the scheduled payments of principal or interest when due, according to
the contractual terms of the loan agreement. Factors considered by management in determining
impairment include payment status, collateral value and the probability of collecting scheduled principal
and interest payments when due. Loans that experience insignificant payment delays and payment
shortfalls generally are not classified as impaired. Management determines the significance of payment
delays and payment shortfalls on a case-by-case basis, taking into consideration all circumstances
surrounding the loan and the borrower, including the length of the delay, the reasons for the delay, the
borrower’s prior payment record and the amount of shortfall in relation to the principal and interest owed.
Impairment is measured on a loan-by-loan basis by either the present value of expected future cash flows
discounted at the loan’s effective interest rate, the loan’s obtainable market price or the fair value of the
collateral, if the loan is collateral-dependent.

Loans are fully charged off when management determines the loan to be uncollectible, repayment is
deemed to be delayed or doubtful beyond reasonable time frames, the borrower has declared bankruptcy
or the loan is past due for an unreasonable time period. Such charge-offs are charged against the
allowance for loan losses. Recoveries of previous loan charge-offs are credited to the allowance for loan
losses only when the Company receives cash or other collateral in repayment of the loan.

In situations related to a borrower’s financial difficulties, the Company may grant a concession to the
borrower for other than an insignificant period of time that would not otherwise be considered. In such
instances, the loan will be classified as a troubled debt restructuring. These concessions may include
interest rate reductions, payment forbearance or other actions intended to minimize the economic loss
and avoid foreclosure of the collateral. In cases where borrowers are granted new terms that provide for a
reduction of either interest or principal, the Company measures an impairment loss on the restructuring,
as noted above for impaired loans.

Allowance for loan losses: The Company maintains an allowance for loan losses as a reserve
established through a provision for possible loan losses charged to expense, which represents
management’s best estimate of probable losses that have been incurred within the existing portfolio of
loans. The allowance, in the opinion of management, is necessary to reserve for estimated loan losses
and risks inherent in the loan portfolio. The Company’s methodology for the allowance for loan losses
includes allowance allocations calculated in accordance with the FASB Accounting Standards
Codification (ASC), Receivables, and ASC, Contingencies. Accordingly, the methodology is based on
historical loss experience by type of credit and internal risk grade, specific homogeneous risk pools and
specific loss allocations, with adjustments for current events and conditions.
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Kleberg and Company Bankers, Inc. and Subsidiaries

Notes to Consolidated Financial Statements

Note 1. Summary of Significant Accounting Policies (Continued)

The Company’s process for determining the appropriate level of the allowance for loan losses is designed
to account for credit deterioration as it occurs. Factors that influence the determination include
quantifiable aspects, such as loan volume, loan concentrations and loan quality trends, including trends in
nonaccrual, past-due and classified loans, current period loan charge-offs and recoveries. The
determination also includes qualitative aspects, such as changes in local, regional or national economies
or markets, and other factors. Such qualitative factors are highly judgmental and require constant
refinement. The Company has an external loan review function, the objective of which is to identify
potential problem loans, properly classify loans by risk grade and assist senior management in
maintaining an adequate allowance for loan losses account by reviewing and refining the methodology,
as needed, based on changing circumstances.

The Company’s allowance for loan losses consists primarily of two elements: (1) a specific valuation
allowance determined in accordance with the ASC based on probable losses on specific, individual loans
and (2) a general valuation allowance determined in accordance with the ASC based on historical loan
loss experience for pools of similar loans, which is then adjusted to reflect the impact of current trends
and conditions.

Bank-owned life insurance: The Company owns life insurance policies on certain officers and carries
the investment at the policies’ cash surrender value. The Company pays the premiums, owns the cash
value and is the primary beneficiary on the policies.

Bank premises and equipment: Land is carried at cost. Bank premises and equipment and leasehold
improvements are carried at cost, less accumulated depreciation and amortization. Depreciation and
amortization are recognized on straight-line and accelerated methods over the estimated useful lives of
the assets.

Long-lived assets: Long-lived assets, including property and equipment, are reviewed for impairment
whenever events or changes in circumstances indicate that the carrying amount of the assets may not be
recoverable. An impairment loss would be recognized when estimated undiscounted future cash flows
from operations of the asset are less than the carrying value of the asset. The cash flows used for this
analysis are those directly associated with and that are expected to arise as a direct result of the use and
eventual disposition of the asset. An impairment loss would be measured by the amount by which the
carrying value of the asset exceeds its fair value.

Goodwill: Goodwill is the excess of the purchase price over the fair value of identifiable net assets in
business combinations accounted for as purchases. Under ASC Topic 350, goodwill is not amortized, but
instead is analyzed for impairment at least annually. For the years ended December 31, 2020 and 2019,
the Company determined that no impairment of goodwill has occurred.

Foreclosed assets: Assets acquired through, or in lieu of, loan foreclosure are held for sale and are
initially recorded at fair value less estimated costs to sell at the date of foreclosure, establishing a new
cost basis. Subsequent to foreclosure, valuations are periodically performed by management, and the
assets are carried at the lower of carrying amount or fair value, less cost to sell. Revenue and expenses
from operations and changes in the valuation allowance are included in other operating expenses. For the
years ended December 31, 2020 and 2019, there were no foreclosed assets included in other assets on
the consolidated balance sheets.
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Kleberg and Company Bankers, Inc. and Subsidiaries

Notes to Consolidated Financial Statements

Note 1. Summary of Significant Accounting Policies (Continued)

Transfers of financial assets: Transfers of financial assets are accounted for as sales when control
over the assets has been surrendered. Control over transferred assets is deemed to be surrendered
when (1) the assets have been isolated from the Company, (2) the transferee obtains the right (free of
conditions that constrain it from taking advantage of that right) to pledge or exchange the transferred
assets and (3) the Company does not maintain effective control over the transferred assets through an
agreement to repurchase them before their maturity.

Income taxes: The Company, with the consent of its stockholders, has elected under the Internal
Revenue Code to be taxed as an S corporation. The stockholders of an S corporation are taxed on their
proportionate share of the entity’s taxable income. Therefore, no provision or liability for federal income
taxes has been included in the consolidated financial statements. Certain specific deductions and credits
flow through the Company to its stockholders.

The Company accounts for uncertainty in income taxes in accordance with the provisions of ASC 740,
Accounting for Uncertainty in Income Taxes, which addresses the determination of whether tax benefits
claimed or expected to be claimed on a tax return should be recorded in the financial statements. Under
this guidance, the Company may recognize the tax benefit from an uncertain tax position only if it is more-
likely-than-not that the tax position will be sustained on examination by taxing authorities, based on the
technical merits of the position. The tax benefits recognized in the financial statements from such a
position are measured based on the largest benefit that has a greater than 50% likelihood of being
realized upon ultimate settlement. The guidance on accounting for uncertainty in income taxes also
addresses de-recognition, classification, interest and penalties on income taxes and accounting in interim
periods.

The Company is subject to the Texas gross margin tax.

Derivative financial instrument—interest rate swap agreements: The Company utilizes an interest
rate risk management strategy that uses interest rate swap agreements to minimize significant,
unanticipated earnings fluctuations caused by interest rate volatility. These swap agreements are
derivative instruments and generally convert a portion of the Company’s variable rate liabilities to a fixed
rate (cash flow hedge).

Derivatives that have been designated and qualify as cash flow hedging instruments are reported at fair
value. The gain or loss on the effective portion of the hedge (i.e., change in fair value) is initially reported
as a component of accumulated other comprehensive income. The remaining gain or loss, if any, is
recognized currently in earnings. Amounts in accumulated other comprehensive income are reclassified
into net income in the same period in which the hedged transaction affects earnings.

Off-balance-sheet credit-related financial instruments: In the ordinary course of business, the
Company has entered into off-balance-sheet financial instruments consisting of commitments to extend
credit, unfunded commitments under lines of credit and standby letters of credit. Such financial
instruments are recorded in the consolidated financial statements when they are funded or related fees
are incurred or received.

Cash and cash equivalents: For purposes of the consolidated statements of cash flows, cash and cash
equivalents include cash and balances due from banks and federal funds sold. The Company maintains
cash in deposit accounts which, at times, may exceed federally insured limits. The Company has not
experienced any losses in such accounts.
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Kleberg and Company Bankers, Inc. and Subsidiaries

Notes to Consolidated Financial Statements

Note 1. Summary of Significant Accounting Policies (Continued)

Earnings per share: Basic earnings per share represent income available to common stockholders
divided by the weighted-average number of common shares outstanding during the period. Diluted
earnings per share reflect additional common shares that would have been outstanding if dilutive
potential common shares had been issued, as well as any adjustment to income that would result
from the assumed issuance. For the years ended December 31, 2020 and 2019, the Company had
no dilutive potential common shares; therefore, diluted income per share does not differ from basic
income per share.

Revenue recognition: Interest income and expense are recognized on the accrual method based on the
respective outstanding balance. Other revenue is recognized at the time the service is rendered or
transactions occur.

In general, for revenue not associated with financial instruments, guarantees and lease contracts, the
Company applies the following steps in accordance with ASC 606 when recognizing revenue from
contracts with customers: (i) identify the contract; (ii) identify the performance obligation; (iii) determine
the transaction price; (iv) allocate the transaction price to the performance obligations; and (v) recognize
revenue when a performance obligation is satisfied. The Company's contracts with customers are
generally short term in nature, due within one year or less or cancellable by the Company or the customer
upon a short notice period. Performance obligations for the customer contracts are generally satisfied at a
single point in time, typically when the transaction is complete, or over time. For performance obligations
satisfied over time, the Company primarily uses the output method, directly measuring the value of the
products/services transferred to the customer to determine when the performance obligations have been
satisfied. The Company typically receives payments from customers and revenue concurrent with the
satisfaction of its performance obligation.

Comprehensive income: Accounting principles generally require that recognized revenue, expenses,
gains and losses be included in net income. Although certain changes in assets and liabilities, such as
unrealized gains and losses on available-for-sale securities, are reported as a separate component of the
equity section of the consolidated balance sheet, such items, along with net income, are components of
comprehensive income.

Advertising: Advertising costs are expensed as incurred.

Reclassification: Certain reclassifications have been made in the prior-year consolidated financial
statements to conform to current-year presentation. There is no effect on previously reported net income
or retained earnings.

Subsequent events: The Company has evaluated subsequent events that occurred after December 31,
2020, through March 16, 2021, the date the consolidated financial statements were available to be
issued.

Note 2. Fair Value Measurements

The Company follows the provisions of the ASC, Fair Value Measurements and Disclosures. The
disclosures required about fair value measurements include, among other things, (1) the amounts and
reasons for certain significant transfers among the three hierarchy levels of inputs; (2) the gross, rather
than net, basis for certain Level 3 rollforward information; (3) use of a class basis rather than a major
category basis for assets and liabilities; and (4) valuation techniques and inputs used to estimate Level 2
and Level 3 fair value measurements. The ASC defines fair value as the exchange price that would be
received for an asset or paid to transfer a liability in the principal or most advantageous market for the
asset or liability in an orderly transaction between market participants on the measurement date.
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Notes to Consolidated Financial Statements

Note 2. Fair Value Measurements (Continued)

The ASC guidance establishes a fair value hierarchy for valuation inputs that prioritizes the inputs used in
valuation methodologies into the following three levels:

Level 1: Quoted prices in active markets for identical assets or liabilities that the reporting entity has the
ability to access as of the measurement date.

Level 2: Observable inputs, other than Level 1, including quoted prices for similar assets or liabilities,
quoted prices in less active markets, or other observable inputs that can be corroborated by observable
market data.

Level 3: Unobservable inputs supported by little or no market activity for financial instruments whose
value is determined using pricing models, discounted cash flow methodologies or similar techniques, as
well as instruments for which the determination of fair value requires significant management judgment or
estimation.

The Company uses fair value to measure certain assets and liabilities on a recurring basis when fair
value is the primary measure of accounting. This is done primarily for available-for-sale securities. Fair
value is used on a nonrecurring basis to measure certain assets when applying lower of cost or market
accounting or when adjusting carrying values, such as impaired loans, other real estate owned and loans
held for sale.

Fair value is also used when evaluating impairment on certain assets, including held-to-maturity and
available-for-sale securities, goodwill, core deposits and other intangibles, long-lived assets and for
disclosures of certain financial instruments.

There were no transfers among the three hierarchy levels of inputs.

A description of the valuation methodologies used for instruments measured at fair value on a recurring
basis, as well as the general classification of such instruments pursuant to the valuation hierarchy, is set
forth below.

Securities available for sale: Where quoted prices are available in an active market, securities are
classified within Level 1 of the valuation hierarchy. Level 1 securities would include actively traded
government bonds, such as certain United States Treasury and other United States government and
agency securities and exchange-traded equities. If quoted market prices are not available, then fair
values are estimated by using pricing models, quoted prices of securities with similar characteristics or
discounted cash flows. Level 2 securities generally include certain United States government and agency
securities, corporate debt securities and certain derivatives. In certain cases where there is limited activity
or less transparency around inputs to the valuation, securities are classified within Level 3 of the valuation
hierarchy.

Loans held for sale: Loans held for sale are originated for sale in the secondary market. These loans
are reported at fair value using Level 2 inputs and are carried at the lower of cost or estimated fair value
in the aggregate. Net unrealized losses are recognized through a valuation allowance by charges to
income. These loans are held for relatively short periods of time and, as a result, changes in instrument-
specific credit risk are not a significant component of the change in fair value.
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Kleberg and Company Bankers, Inc. and Subsidiaries

Notes to Consolidated Financial Statements

Note 2. Fair Value Measurements (Continued)
Derivative financial instrument: The Company has elected to use the hypothetical derivative method to
value the interest rate swaps, using observable Level 2 market expectations.

The following tables summarize assets and liabilities measured at fair value by class on a recurring basis
as reported on the consolidated balance sheets as of December 31, 2020 and 2019, segregated by level
within the fair value measurement hierarchy (dollars in thousands):

Fair Value Measurement at December 31, 2020

Total Level 1 Level 2 Level 3
Assets:
United States government
agency securities $ 20,627 $ - $ 20,627 $ -
State and municipal securities 43,492 - 43,492 -
Mortgage-backed securities
(government guaranteed) 102,151 - 102,151 -
Loans held for sale 2,147 - 2,147 -
Liabilities:
Derivative financial
instrument 2,218 - 2,218 -
Fair Value Measurement at December 31, 2019
Total Level 1 Level 2 Level 3
Assets:
United States government
agency securities $ 13,104 $ - $ 13,104 $ -
State and municipal securities 23,432 - 23,432 -
Mortgage-backed securities
(government guaranteed) 81,308 - 81,308 -
Loans held for sale 835 - 835 -
Liabilities:
Derivative financial
instrument 920 - 920 -
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Note 2. Fair Value Measurements (Continued)

A description of the valuation methodologies used for instruments measured at fair value on a
nonrecurring basis, as well as the general classification of such instruments pursuant to the valuation
hierarchy, is set forth below.

Impaired loans: The specific reserves for collateral-dependent impaired loans are determined based on
the fair value of collateral method in accordance with ASC Topic 310. Under the fair value of collateral
method, the specific reserve is equal to the difference between the carrying value of the loan and the fair
value of the collateral less estimated selling costs. When a specific reserve is required for an impaired
loan, the impaired loan is essentially measured at fair value. The fair value of collateral was determined
based on appraisals, with further adjustments made to the appraised values due to various factors,
including the age of the appraisal, age of comparables included in the appraisal and known changes in
the market and in the collateral. The resulting fair value measurement is disclosed in the nonrecurring
hierarchy table. Where significant adjustments made to appraisals are based on assumptions not
observable in the marketplace and where estimates of fair values used for other collateral supporting
commercial loans are based on assumption not observable in the marketplace, such valuations have
been classified as Level 3.

The following table summarizes assets as of December 31, 2020 and 2019 which are measured at fair
value on a nonrecurring basis (dollars in thousands):

Fair Value Measurement at December 31, 2020
Total Level 1 Level 2 Level 3

Impaired loans $ 2,154 $ - $ - $ 2,154

Fair Value Measurement at December 31, 2019

Total Level 1 Level 2 Level 3
Impaired loans $ 2,344 % - $ - $ 2,344
Note 3. Restrictions on Cash and Amounts Due From Banks

Effective on March 26, 2020, the Board of Governors of the Federal Reserve System reduced the reserve
requirement to 0%. This action eliminated reserve requirements for all depository institutions. Prior to this
decision, depository institutions were required by law to maintain reserves against their transaction
deposits. At December 31, 2019, the required reserve balance was $6.1 million.
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Notes to Consolidated Financial Statements

Note 4. Investment Securities

The amortized cost and fair value of securities, with gross unrealized gains and losses, were as follows
(dollars in thousands):

Securities Available for Sale at December 31, 2020

Gross Gross Approximate
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
United States government
agency securities $ 19,940 $ 758 $ 71 9 20,627
State and municipal securities 41,947 1,546 1§ 43,492
Mortgage-backed securities
(government guaranteed) 99,891 2,397 137 102,151
$ 161,778  § 4,701  § 209 $ 166,270

Securities Available for Sale at December 31, 2019

Gross Gross Approximate
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
United States government
agency securities $ 12,962 $ 149 § 7 9 13,104
State and municipal securities 23,272 185 25 23,432
Mortgage-backed securities
(government guaranteed) 81,379 394 465 81,308
$ 117,613  § 728 $ 497  $ 117,844

At December 31, 2020, the Company had investment securities, carried at approximately $58.2 million
($64.9 million at December 31, 2019), pledged to secure public funds and for other purposes required or
permitted by law.

For the year ended December 31, 2020, proceeds from sales of securities available for sale totaled

$4.4 million ($3.6 million in 2019). Gross realized gains and gross realized losses totaled $30 thousand
and $25 thousand, respectively ($54 thousand and $24 thousand in 2019).
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Note 4. Investment Securities (Continued)

The amortized cost and fair value of available-for-sale securities by contractual maturity at December 31,
2020, were as follows (dollars in thousands):

Amortized Cost Fair Value
Securities available for sale:

One year or less $ 1,815 § 1,837
After one year through five years 16,937 17,541
Atter five years through 10 years 10,960 11,203
Over 10 years 32,175 33,538

61,887 64,119
Mortgage-backed securities 99,891 102,151

$ 161,778  § 166,270

Information pertaining to securities with gross unrealized losses at December 31, 2020 and 2019,
aggregated by investment category and length of time that individual securities have been in a continuous
loss position, are as follows (dollars in thousands):

Securities Available for Sale at December 31,2020

Less Than 12 Months 12 Months or More Total
Gross Gross Gross
Unrealized Unrealized Unrealized
Fair Value Losses Fair Value Losses Fair Value Losses
United States government
agency securities $ 4030 $ 71 $ - $ - $ 4030 $ 71
State and municipal securities 1,209 1 - - 1,209 1
Mortgage-backed securities
(government guaranteed) 17,402 130 284 7 17,686 137
$ 22641 $ 202 $ 284 % 7 $ 22925 $ 209
Securities Available for Sale at December 31,2019
Less Than 12 Months 12 Months or More Total
Gross Gross Gross
Unrealized Unrealized Unrealized
Fair Value Losses Fair Value Losses Fair Value Losses
United States government
agency securities $ 4375 $ 7 $ - $ - $ 4375 $ 7
State and municipal securities 3,799 22 1,012 3 4,811 25
Mortgage-backed securities
(government guaranteed) 20,068 140 23,475 325 43,543 465

$ 28242 % 169 $ 24487 % 328 § 52,729 § 497

19



Kleberg and Company Bankers, Inc. and Subsidiaries

Notes to Consolidated Financial Statements

Note 4. Investment Securities (Continued)

Management evaluates securities for other-than-temporary impairment at least on a quarterly basis, and
more frequently when economic or market concerns warrant such evaluation. Consideration is given to
(1) the length of time and the extent to which the fair value has been less than cost, (2) the financial
condition and near-term prospects of the issuer, (3) the current market conditions and (4) the intent and
ability of the Company to not sell the security or whether it is more likely than not the Company will be
required to sell the security before its anticipated recovery. Declines in the fair value of available-for-sale
securities below their amortized cost basis that are deemed to be other than temporary are carried at fair
value. Any portion of a decline in fair value associated with credit loss is recognized in earnings as a
realized loss. As of December 31, 2020 and 2019, the Company did not have any securities with other-
than-temporary impairment.

As of December 31, 2020, there were 16 securities with current unrealized losses (52 securities in 2019).
Based upon an evaluation of the available evidence, including recent changes in market rates and credit
rating information, management believes the decline in fair value of these debt securities is temporary. In
addition, the Company does not have the intent to sell these debt securities prior to their anticipate
recovery.

Note 5. Loans and Allowance for Loan Losses

The components of loans in the consolidated balance sheets were as follows (dollars in thousands):

December 31

2020 2019

Real estate:
Commercial $ 118,317  § 110,040
Residential 75,545 65,898
Construction 27,262 30,128
Commercial 79,658 55,040
Consumer and other 71,970 84,073
372,752 345,179
Allowance for loan losses (4,554) (4,479)

$ 368,198 § 340,700

Included in other loans are overdraft accounts of $228 thousand and $369 thousand at December 31,
2020 and 2019, respectively.

During the years ended December 31, 2020 and 2019, the Company did not purchase loans from or sell
loans to other nonrelated banks.

The Coronavirus Aid, Relief and Economic Security (CARES) Act created funding for the Small Business
Administration's (SBA) loan program providing forgiveness of up to the full principal amount of qualifying
loans guaranteed under a new program called the Paycheck Protection Program (PPP). The intent of the
PPP is to provide loans to small businesses in order to keep their employees on the payroll and make
certain other eligible payments. Loans granted under the PPP are guaranteed by the SBA and are fully
forgivable if used for qualifying expenses, such as payroll, rent, and utilities. If the loans are not forgiven,
they must be repaid over a term not to exceed five years. Under the PPP, through December 31, 2020,
the Company funded $37.8 million in loans to more than 387 borrowers and deferred approximately

$1.5 million of SBA processing fees that will be recognized as interest income over the term of the loans.
As of December 31, 2020, $23.3 million of principal remained outstanding on these PPP loans.
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Note 5. Loans and Allowance for Loan Losses (Continued)
As part of its on-going monitoring of the credit quality of the Company’s loan portfolio, management
assigns risk grades to loans as follows:

Pass: Pass loans are loans to borrowers with acceptable credit quality and risk.

Other assets especially mentioned (OAEM): OAEM loans are loans to borrowers whose credit quality
may have deteriorated since origination and are at risk of further decline unless measures are taken to
correct the situation.

Substandard: Substandard loans are loans to borrowers with well-defined credit quality weaknesses,
which make payment default or principal exposure possible, but not yet certain. Such loans are
individually evaluated for a specific-valuation allowance.

Doubtful: Doubtful loans are loans to borrowers in which payment default or principal exposure is
probable. Such loans are individually evaluated for a specific valuation allowance.

At December 31, 2020 and 2019, the Company’s loan portfolio risk grades by loan segment were as
follows (dollars in thousands):

December 31, 2020

Pass OAEM Substandard Doubtful Total Loans

Real estate:
Commercial $ 104,929 $ 7,685 $ 5703 $ - $ 118,317
Residential 74,395 410 740 - 75,545
Construction 21,872 4,783 607 - 27,262
Commercial 78,712 698 248 - 79,658
Consumer and other 70,853 55 1,062 - 71,970
$ 350,761 $ 13,631  $ 8,360 $ - $ 372,752

December 31, 2019

Pass OAEM Substandard Doubtful Total Loans

Real estate:
Commercial $ 106,290 $ 2,468 $ 1,282 $ - $ 110,040
Residential 64,886 492 520 - 65,898
Construction 29,218 - 910 - 30,128
Commercial 49,299 2,007 3,734 - 55,040
Consumer and other 83,194 100 779 - 84,073
$ 332837 $ 5067 $ 7225 $ - $ 345,179
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Loans and Allowance for Loan Losses (Continued)

An aged analysis of past-due loans, segregated by class of loans, as of December 31, 2020 and 2019,
was as follows (dollars in thousands):

December 31,2020

Loans Loans 90 or Total Accruing Loans
30-89 Days  More Days Past-Due Current Total 90 Days or
PastDue PastDue Loans Loans Loans More Past Due
Real estate:
Commercial $ 131§ 178  § 309 $ 118,008 118,317  § 128
Residential 490 - 490 75,055 75,545 -
Construction 20 - 20 27,242 27,262 -
Commercial 171 - 171 79,487 79,658 -
Consumer and other 770 94 864 71,106 71,970 -
$ 1582 $ 272§ 1854 $ 370,898 372,752  $ 128
December 31,2019
Loans Loans 90 or Total Accruing Loans
30-89 Days More Days Past-Due Current Total 90 Days or
Past Due Past Due Loans Loans Loans More Past Due
Real estate:
Commercial $ 194  $ - $ 194 $ 109,846 110,040 $ -
Residential 176 132 308 65,590 65,898 -
Construction 741 910 1,651 28,477 30,128 -
Commercial 85 50 135 54,905 55,040 -
Consumer and other 1,635 156 1,791 82,282 84,073 -
$ 2831 § 1,248 $ 4,079 $ 341,100 345179 $ -
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Note 5. Loans and Allowance for Loan Losses (Continued)

Loans are considered impaired and placed on nonaccrual status when, based on current information and
events, it is probable the Company will be unable to collect all amounts due in accordance with the
original contractual terms of the loan agreement. Loans may be placed on impaired and nonaccrual
status regardless of whether or not such loans are considered past due. An analysis of impaired and
nonaccrual loans, segregated by class of loans, as of December 31, 2020 and 2019, is as follows (dollars
in thousands):

December 31,2020

Recorded Total Recorded
Investment Recorded Investment Average
With No Investment and Unpaid Related Recorded
Allowance With Allowance Balance Allowance Investment
Real estate:
Commercial $ 488 $ - $ 488 $ - $ 424
Residential 554 - 554 - 385
Construction - - - - 456
Commercial 93 - 93 - 233
Consumer and other 1,019 - 1,019 - 911
$ 2154  § - $ 2154  § - $ 2,409
December 31,2019
Recorded Total Recorded
Investment Recorded Investment Average
With No Investment and Unpaid Related Recorded
Allowance With Allowance Balance Allowance Investment
Real estate:
Commercial $ 360 $ - $ 360 $ - $ 338
Residential 216 - 216 - 228
Construction - 911 911 111 936
Commercial 165 208 373 208 337
Consumer and other 803 - 803 - 609
$ 1,544  § 1,119 § 2663 $ 319 $ 2,448

During the years ended December 31, 2020 and 2019, the Company did not recognize any significant
interest income on impaired and nonaccrual loans.
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Note 5. Loans and Allowance for Loan Losses (Continued)

Impaired loans also include loans modified in a troubled debt restructuring. Such modifications generally
allow the borrower concessions that delay the payment of principal and interest beyond contractual
requirements, but not the forgiveness of either principal or interest. The Company has evaluated any
possible impairment loss on these loans consistent with its accounting for impaired loans and, any such
loss, would be recognized through a charge-off to the allowance for loan loss account.

The following is a summary of the Company’s modified loans classified as troubled debt restructuring
during 2020 and 2019 (dollars in thousands):

December 31, 2020
Outstanding Outstanding

Recorded Recorded

Investment Investment
Number Before Specific  After Specific

of Loans Allowance Allowance

Real estate:

Commercial 3 3 438 $ 438
Residential - - -

Construction - - -
Commercial 1 66 66
Consumer and other 10 188 186
14 3 692 $ 690

December 31, 2019

Outstanding Outstanding

Recorded Recorded

Investment Investment
Number Before Specific  After Specific

of Loans Allowance Allowance

Real estate:

Commercial 1 9 319  §$ 319
Residential 1 132 132
Construction 1 911 800
Commercial 5 354 146
Consumer and other 4 36 36
12 3 1,752  $ 1,433

As of December 31, 2020, no loans that had been modified within the previous year defaulted in the
current year.

In the first quarter of 2020, the Company elected to apply the guidance issued by Congress in the CARES
Act, as well as by the U.S. banking agencies stating that certain concessions granted to borrowers that
are current on existing loans, either individually or as part of a program for creditworthy borrowers who
are experiencing short-term financial or operational problems as a result of COVID-19, generally would
not be considered troubled debt restructurings (TDRs). Additionally, these loans generally would not be
considered nonaccrual status unless collectability concerns exist despite the modification provided. For
loans remaining on accrual status, the Company elected to continue recognizing interest income during
the modification periods.
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Changes in the allowance for loan losses, by portfolio segment, for the years ended December 31, 2020
and 2019, were as follows (dollars in thousands):

Loans and Allowance for Loan Losses (Continued)

Y ear Ended December 31, 2020

Commercial Residential Construction Consumer
Real Estate Real Estate Real Estate Commercial and other Total
Balance at beginning of
year $ 1,100 694 $ 403 % 884 $ 1,398 4,479
Provision (credit) for loan
losses 192 173 42 82 451 940
Charge-offs - (8) (123) (206) (808) (1,145)
Recoveries - 7 11 32 230 280
Net (charge-offs)
recoveries - (1) (112) (174) (578) (865)
Balance at end of year $ 1,292 866 $ 333 $ 792 % 1,271 4,554
Allocation:
Individually evaluated
for impairment $ - - $ - $ - $ - -
Collectively evaluated
for impairment 1,292 866 333 792 1,271 4,554
Y ear Ended December 31, 2019
Commercial Residential Construction Consumer
Real Estate Real Estate Real Estate Commercial and other Total
Balance at beginning of
year $ 1,031 779 $ 263 $ 744 $ 1,509 4,326
Provision (credit) for loan
losses 69 (92) 140 193 400 710
Charge-offs (3) (1) - (62) (721) (787)
Recoveries 3 8 - 9 210 230
Net (charge-offs)
recoveries - 7 - (53) (511) (557)
Balance at end of year $ 1,100 694 $ 403 % 884 § 1,398 4,479
Allocation:
Individually evaluated
for impairment $ - - $ 111 $ 208 $ - 319
Collectively evaluated
for impairment 1,100 694 292 676 1,398 4,160

During the year ended December 31, 2020, the Company did not implement any significant changes to its

allowance for loan loss methodology.
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Note 5. Loans and Allowance for Loan Losses (Continued)

The Company’s recorded investment in loans as of December 31, 2020 and 2019, related to each
balance in the allowance for loan losses by portfolio segment and disaggregated on the basis of the

Company’s impairment methodology was as follows (dollars in thousands):

Y ear Ended December 31, 2020

Commercial Residential Construction Consumer
Real Estate Real Estate Real Estate Commercial and other Total
Loans individually evaluated
for impairment $ 488 % 554 % - $ 93 $ 1,019 $ 2,154
Loans collectively evaluated
for impairment 117,829 74,991 27,262 79,565 70,951 370,598

Ending balance $ 118317 $§ 75545 § 27262 § 79,658 § 71,970 § 372,752

Y ear Ended December 31, 2019

Commercial Residential Construction Consumer
Real Estate Real Estate Real Estate Commercial and other Total

Loans individually evaluated
for impairment $ 360 $ 216 $ 911 § 373 $
Loans collectively evaluated

803 § 2,663

for impairment 109,680 65,682 29,217 54,667 83,270 342,516

Ending balance $ 110040 $ 65898 $ 30,128 $ 55040 $ 84,073 $§ 345179

Note 6. Bank Premises and Equipment

Components of bank premises and equipment included in the consolidated balance sheets were as

follows (dollars in thousands):

December 31

2020 2019

Land $ 3,074 §$ 3,074
Buildings and leasehold improvements 28,999 28,610
Equipment and furniture 5,578 5,442
Automobiles 414 403
Fixed assets in progress 55 365
38,120 37,894

Less accumulated depreciation and amortization 10,516 9,646
$ 27,604 $ 28,248

Depreciation and amortization expense for the years ended December 31, 2020 and 2019, totaled

$2.1 million and $1.9 million, respectively.
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Note 6. Bank Premises and Equipment (Continued)

The Company has several operating leases for branches and for equipment that terminate in 2021
through 2023.

Pursuant to the terms of noncancelable lease agreements in effect at December 31, 2020, pertaining to
bank premises, future rent commitments under the operating leases are as follows (dollars in thousands):

Years ending December 31:

2021 $ 20
2022 17
2023 11
2024 -
2025 -
$ 48

Each lease contains an option to extend for at least one consecutive term. The costs of such rentals are
not included above. Rent expense for the year ended December 31, 2020 totaled $20 thousand
($115 thousand for the year ended December 31, 2019).

Note 7. Derivative Financial Instruments

The Company maintains an interest-rate risk-management strategy that uses interest rate swap derivative
instruments to minimize significant, unanticipated earnings fluctuations caused by interest-rate volatility.
The Company’s specific goal is to lower (where possible) the cost of its junior subordinated debentures.

In 2017, the Company entered into two receive-variable based on LIBOR/pay-fixed interest rate swap
agreements related to LIBOR-based borrowings on its junior subordinated debentures. These swaps are
utilized to manage interest rate exposures over the period of the interest rate swaps and are designated
as highly effective cash flow hedges. The swap agreements expire in June 2032 and have effectively
fixed the interest rates at 4.24% and 4.09%. The notional amounts are $9.0 million and $4.5 million.

The effective portion of the gain or loss on these interest rate swaps is reported as a component of other
comprehensive income and reclassified into earnings in the same period or periods during which the
hedged transaction affect earnings. Gains and losses on the interest rate swaps representing either
hedge ineffectiveness or excluded from the assessment of hedge effectiveness are recognized in current
earnings. As of December 31, 2020, none of the deferred net gains on the interest rate swaps
accumulated in other comprehensive income are expected to be reclassified to earnings during the next
12 months.
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Note 7. Derivative Financial Instruments (Continued)

Effect of the interest rate swaps in cash flow hedging relationships on the consolidated balance sheets as
of December 31, 2020 and 2019, is as follows (dollars in thousands):

Fair Value as of December 31

Balance Sheet Location 2020 2019
Asset derivative-interest rate contract Other Assets $ - $ -
Liability derivative-interest rate contract ~ Other Liabilities 2,218 920
Other Comprehensive
Effective portion of gain (loss) Income (1,299) (1,300)

For the year ended December 31, 2020, there was no portion of the loss reclassified from accumulated
other comprehensive income into income, and there was no portion of the loss that was considered
ineffective of excluded from the assessment of hedge effectiveness.

Note 8. Deposits

A summary of deposits included in the consolidated balance sheets is as follows (dollars in

thousands):
December 31,

2020 2019
Demand $ 313,044  $ 281,194
Money market 111,132 70,601
Savings 43,190 40,318
Time deposits 78,660 82,168

$ 546,026 $ 474,281

The aggregate amount of certificates of deposit (CDs) in denominations greater than or equal to $250
thousand was approximately $50.5 million at December 31, 2020 ($51.7 million in 2019).

At December 31, 2020, the scheduled maturities of CDs are as follows (dollars in thousands):

Years ending December 31:

2021 $ 64,194
2022 6,387
2023 4,944
2024 2,034
2025 1,101

$ 78,660

Note 9. Other Borrowed Funds

Other borrowed funds consist of securities sold under agreements to repurchase and generally mature
within one year. The Company has pledged securities against these funds and may be required to
provide additional collateral based on the fair value of the underlying securities.
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Note 10. Federal Home Loan Bank Borrowings

During 2013, the Company executed fixed-rate fixed-term borrowings with the FHLB of Dallas. Advances
are received pursuant to a collateral pledge and security agreements giving FHLB a lien in certain of the
Company’s loans, including mortgage loans (as defined); all FHLB stock, and all deposit accounts of the
Company held at FHLB. The collateral has a carrying value of approximately $125.7 million at
December 31, 2020 ($131.4 million as of December 31, 2019).

At December 31, 2020, FHLB borrowings totaled $7.5 million, with a daily interest rate of 1.24% and
maturity in 2034. At December 31, 2019, FHLB borrowings totaled $12.5 million, with daily interest rates
of 1.75% and 1.24% and maturity dates of 2020 and 2034.

At December 31, 2020, the Company had $60 million ($43 million in 2019) in undisbursed advance
commitments (letters of credit) with the FHLB expiring between March and May 2021. The FHLB letters of
credit were obtained in lieu of pledging securities to secure public fund deposits that are over the FDIC
insurance limit. At December 31, 2020, there were no disbursements against the advance commitments.

Note 11. Long-Term Debt

During 2017, the Company entered into a new promissory note with an unrelated bank for the purpose of
funding treasury stock purchases in 2017. The note bears interest at the Wall Street Journal prime rate
(3.25% at December 31, 2020) and is secured by all outstanding shares of common stock of the Bank.
Starting in 2019, the promissory note required quarterly payments of approximately $358 thousand plus
interest and is scheduled to mature May 2026. As part of the debt agreement, the Company is required to
comply with certain financial covenants primarily relating to the Bank. The balance as of December 31,
2020 totaled $7.9 million ($9.3 million as of December 31, 2019). Aggregate maturities on long-term debt
at December 31, 2020, in thousands, are due in future years as follows:

Years ending December 31:

2021 $ 1,429
2022 1,429
2023 1,429
2024 1,429
2025 1,429
Thereafter 712

$ 7,857
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Note 12. Junior Subordinated Debt

On September 13, 2006, the Company established the Kleberg Statutory Trust | (the Trust 1) with capital
of $140 thousand. The Trust issued $4.5 million in pooled Trust Preferred Securities to outside investors.
The Trust Preferred Securities bear interest at a floating rate based on the three-month LIBOR plus 1.6%.
The Trust Preferred Securities mature and are payable on December 15, 2036.

On December 14, 2006, the Company established the Kleberg Statutory Trust Il (the Trust Il) with capital
of $279 thousand. The Trust Il issued $9.0 million in pooled Trust Preferred Securities to outside
investors. The Trust Preferred Securities bear interest at 6.65% fixed rate until December 2016 and then
a floating rate based on the three-month LIBOR plus 1.75%. The Trust Preferred Securities mature and
are payable on December 15, 2036.

The Company issued the Trust Preferred Securities as a method of increasing regulatory capital for an
acquisition. Trust Preferred Securities are includable in regulatory capital, with certain limitations.

In connection with the transactions, the Company issued Floating Rate Junior Subordinated Deferrable
Interest Debentures (the Debentures) to the Trust | for $4.6 million and Trust Il for $9.3 million with
interest and maturity terms identical to the Trust Preferred Securities. In accordance with the ASC, the
Trusts are not consolidated in the accompanying consolidated financial statements. Instead, the
investment in the Trusts is shown in other assets and the debentures in junior subordinated debentures
on the consolidated balance sheets. Interest expense on the debentures is reported in the consolidated
statements of income.

The Company entered into a guarantee agreement to pay the investors in the Trust Preferred Securities.

Note 13. Legal Contingencies

The Company may be party to litigation arising in the normal course of business. Management, after
consultation with legal counsel, believes the liabilities, if any, that would arise from such litigation and
claims would not be material to the Company’s consolidated financial position.

Note 14. Off-Balance-Sheet Activities

Credit-related financial instruments: The Company is a party to credit-related financial instruments with
off-balance-sheet risk in the normal course of business to meet the financing needs of its customers.
These financial instruments include commitments to extend credit, standby letters of credit and
commercial letters of credit. Such commitments involve, to varying degrees, elements of credit and
interest rate risk in excess of the amount recognized in the consolidated balance sheets.

The Company’s exposure to credit loss is represented by the contractual amount of these commitments.

The Company follows the same credit policies in making commitments as it does for on-balance-sheet
instruments.
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Note 14.  Off-Balance-Sheet Activities (Continued)

The following financial instruments, whose contract amounts represent credit risk, were outstanding
(dollars in thousands):

Contract Amount
December 31
2020 2019

Unfunded commitments under lines of credit $ 52914 $ 73,811
Commercial and standby letters of credit 300 300

Unfunded commitments under lines of credit include commitments to extend credit on term loans,
revolving lines of credit, advancing lines of credit and interim construction loans. These commitments may
not be drawn to the total extent to which the Company is committed.

To reduce credit risk related to the use of credit-related financial instruments, the Company might deem it
necessary to obtain collateral. The amount and nature of the collateral obtained are based on the
Company’s credit evaluation of the customer. Collateral held varies, but may include cash; securities;
accounts receivable; inventory; property, plant, and equipment; and real estate.

Performance and standby letters of credit are conditional commitments issued by the Company to
guarantee the performance of a customer to a third party. Those letters of credit are primarily issued to
support public and private borrowing arrangements. Essentially, all letters of credit issued have expiration
dates within one year. The credit risk involved in issuing letters of credit is essentially the same as that
involved in extending loan facilities to customers. The Company generally holds collateral supporting
those commitments if deemed necessary.

Note 15. Related-Party Transactions

In the ordinary course of business, the Company has granted loans to principal officers and directors and
their affiliates. The aggregate of loans to related parties at December 31, 2020, totaled $1.2 million, of
which $156 thousand is unfunded ($50 thousand as of December 31, 2019, of which $6 thousand is
unfunded).

Deposits from related parties held by the Bank at December 31, 2020, totaled $7.3 million ($6.6 million as
of December 31, 2019).

Note 16. Federal Income Taxes
Taxable income is reported on the federal tax returns of the Company’s stockholders. Accordingly, no
provision has been made for federal income tax in the accompanying consolidated financial statements.

The Company files a United States federal income tax return, as well as a state return in Texas. With few
exceptions, the Company is no longer subject to United States federal or Texas state tax examinations by
tax authorities for years before 2017.
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Note 17. Employee Benefits

At December 31, 2020 and 2019, the Company has an incentive compensation plan, an executive
supplemental income plan, a 401(k) plan and a salary continuation plan. Total expense recognized by the
Company relating to such benefit plans totaled $1.1 million and $1.1 million for the years ended
December 31, 2020 and 2019, respectively.

Incentive compensation plan: Officers and employees of the Bank participate in a discretionary bonus
plan. Bonus amounts expected to be paid are based on the performance of the Bank and on the
performance of the respective officer or employee. These amounts have been recorded as an expense in
the consolidated statements of income.

Executive supplemental income plan: The executive supplemental income plan is a nonqualified
deferred compensation plan for designated officers. Upon the participant’s retirement, death or disability,
the amount of benefits, as defined by the plan document, will be paid to the participant or the beneficiary.
The present value of benefits expected to be provided is expensed over the remaining estimated years of
service of the participant. Vesting occurs at the retirement age of 65 or upon the participant’s death.

The plan is funded by the Company through annual deposits with insurance companies to provide a tax-
deferred investment for future benefit payments, along with life and disability insurance coverage for the
participants. The Company had deposit contracts with insurance companies totaling $1.3 million as of
December 31, 2020 ($1.3 million as of December 31, 2019). An accrued benefit liability of $206 thousand
is included in other liabilities as of December 31, 2020 ($190 thousand as of December 31, 2019).

401(k) plan: Under the Company’s 401(k) plan, adopted in September 1998, participants are permitted to
contribute the maximum allowed by law to the plan, which is matched by the Company 100% up to 6% of
the participant’s compensation for the year. All participant contributions are 100% vested at all times. The
Company’s matching contributions vest 25% with each year of service beginning the second year of
service. Total employer contributions amounted to $363 thousand for 2020 ($325 thousand for 2019).

Salary continuation plan: The Company has a nonqualified deferred compensation plan for

three designated officers. Upon the designated officers’ disability, retirement or death, the amount of
benefits, as defined by the continuation plan document, will be paid out to the participant or the
beneficiary. The present value of benefits expected to be provided is expensed over the remaining
estimated years of service of the participants. Each designated officer vests over varying years.

The salary continuation plan is funded by the Company through the Bank’s purchase of life insurance
policies to provide a tax-deferred investment for future benefit payments, along with life insurance
coverage for the participants. The designated officer is the insured person under the policy, and the Bank
is the owner and beneficiary. The Company had policies with insurance companies with cash surrender
values totaling $8.5 million and $8.6 million in 2020 and 2019, respectively. An accrued benefit liability of
$2.5 million is included in other liabilities as of December 31, 2020 ($2.6 million in 2019).

Note 18. Restrictions of Dividends

The Bank, as a National Bank, is subject to the dividend restrictions set forth by the Comptroller of the
Currency. Under such restrictions, the Bank may not, without prior approval of the Comptroller of the
Currency, declare dividends in excess of the sum of the current year’s earnings (as defined) plus the
retained earnings (as defined) from the prior two years. As of December 31, 2020 and 2019, the Bank
could declare dividends of $7.1 million and $5.6 million without the approval of the Comptroller of the
Currency.
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Note 19. Capital and Regulatory Matters

The Bank is subject to various regulatory capital requirements administered by the federal banking
agencies. Capital adequacy and prompt corrective action regulations involve quantitative measures of
assets, liabilities and certain off-balance-sheet items calculated under regulatory accounting practices.
Capital amounts and classifications are also subject to qualitative judgments by regulators about
component classification, risk weighting and other factors.

The Basel Il capital rules became effective for the Bank on January 1, 2015, subject to a four-year
phase-in period. Qualitative measures established by the Basel Il capital rules to ensure capital
adequacy require the maintenance of minimum amounts and ratios of Common Equity Tier 1 Capital, Tier
1 Capital, and Total Capital to Risk-Weighted-Assets, and of Tier 1 Capital to Average Assets. Basel Il
capital rules also introduced capital conservation buffers in excess of those minimums for Common Equity
Tier 1 Capital, Tier 1 Capital and Total Capital to Risk-Weighted-Assets. The capital conservation buffer
of 2.5% is required so that the Bank can avoid limits on capital distributions and certain discretionary
bonus payments to executive officers and similar employees. The minimum amounts and ratios, including
the required conservation buffer, are included in the tables on the following page.

Management believes, as of December 31, 2020 and 2019, that the Bank met all capital adequacy
requirements to which it is subject. As of December 31, 2020, the most recent notification from the
regulators categorized the Bank as well capitalized under the regulatory framework for prompt corrective
action.
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Note 19. Capital and Regulatory Matters (Continued)

The following tables present actual and required capital ratios as of December 31, 2020 and 2019, for the
Bank under the Basel IlI capital rules. Capital levels to be considered well capitalized under prompt
corrective action regulations are also presented.

December 31, 2020 (Dollars in Thousands)
Minimum Required to be

For Capital Well Capitalized Under
Adequacy Prompt Corrective
Actual Purposes Action Provisions

Amount Ratio Amount Ratio Amount Ratio

Common equity Tier 1 capital

to risk-w eighted assets $ 52,198 13.7% $ 26,718 7.0% $ 24,810 6.5%
Tier 1 capital to risk-w eighted

assets $ 52,198 13.7% $ 32,443 8.5% $ 30,535 8.0%
Total capital to risk-w eighted

assets $ 56,752 14.9% $ 40,077 10.5% $ 38,169 10.0%
Tier 1 capital to average

assets $ 52,198 8.3% $ 25,065 4.0% $ 31,332 5.0%

December 31, 2019 (Dollars in Thousands)
Minimum Required to be

For Capital Well Capitalized Under
Adequacy Prompt Corrective
Actual Purposes Action Provisions

Amount Ratio Amount Ratio Amount Ratio

Common equity Tier 1 capital

to risk-w eighted assets $ 49,615 13.1% $ 26,496 7.0% $ 24,604 6.5%
Tier 1 capital to risk-w eighted

assets $ 49,615 13.1% $ 32,174 8.5% $ 30,282 8.0%
Total capital to risk-w eighted

assets $ 54,094 14.3% $ 39,744 10.5% $ 37,852 10.0%
Tier 1 capital to average

assets $ 49,615 9.2% $ 21,663 4.0% $ 27,079 5.0%
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