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Annual Report of Holding Companies—FR Y-6

Report at the close of business as of the end of fiscal ysar

This Report is required by law: Secton S(c)(1}A) of the Bank
Holding Company Act (12 U.S.C. § 1844{c)(1)(A)); sections 8(a)
and 13(a) of the international Banking Act {12 U.5.C. §§ 3106{a)
and 3108(a)); sections 11(a)}{1), 25, and 25A of the Federal
Reserve Act {12 U.5.C. §§ 248(a}{(1), 602, and 811a); and sec-
tions 113, 165, 312, 618, and 808 of the Dodd-Frank Act {12 U.S.C.
88 5361, 5365, 5412, 1850a(c)(1), and 5488(b)(1)). Return 1o the
appropriate Federal Reserve Bank the original and the number of
copies specified.

This report form is to be filed by all top-tier bank holding compa-
nies, top-tier savings and loan hoiding companies, and 1.3, inter-
mediate hoiding companies organized under U.5. law, and by
any foreign banking organization that does not meet the require-
ments of and is not reated as a qualifving foreign banking orga-
nization under Section 211.23 of Regulation K (12 CFR. §
211.23). (See page one of the general instructions for more detail
of who must file.) The Federal Reserve may not conduct or spon-
sor, and an organization {or a person} is not required to respend
o, an mformation collection unless it displays a currently valid
OMB conirol number.

NOTE: The Annual Report of Molding Companies must be signed by
one director of the top-tier holding company. This individual should
also be a senior officiat of the top-tier holding company. in the event
that the top-tier holding company does not have an individual who is
a senior official and s aiso a director, the chairman of the board must
sign the report. K the holding company is an ESOP/ESOT formed as
a cerporation or is an LLC, see the General Instructions for the
authorized individual who must sign the report.

1, Gilhert Narvasz, Jr.

Name of tha Holding Company Director and Official

DirectoriVice President/Secretary

Title of the Hotding Company Director and Officiaj
attest that the Annual Report of Holding Companies {inciuding
the supporting attachments) for this report date has been pre-
pared in conformance with the instructions issued by the Federal
Reserve Sysiem and are true and correct to the best of my
knowledge and belief.

With respect to information regarding individuals confained in this
report, the Reporter certifies that if has the authority to provide this
infarmation fo the Federa! Reserve. The Reporter also ceriffies
that it has the authority, on behalf of each individuai, to consent or
object to public refease of information regarding that individual.
The Federal Reserve may assume, in the absence of a request for
confidential trpatment submitied in acc@rdaag%bwith the Board's
P

"Rules.-£s y;ng Avaffability of information C.F.R. Part 261,
that the {apon‘er and :Egdm:;?ualf consent to public release of alf
d@’taﬂs  FOPOTTEONCE nﬁng thiat. ;Qdeaal H ,;
'''''' }”g f f{&"y ’ e 5“;”" © i

4 F

ssgnatyre of Holdmg Comeﬁ;y Director and kQ‘ﬁ"n:*:al
03/31/2021

Date of Signatire

"'«:Mﬂw e

Date of Report (lop-tier holding company's fiscal year-endy:

December 31, 2020
Month / Day / Year

A
Reporter's Legat Entity dentifier (LE!) (20-Character LE] Codg)

Reporter's Name, Street, and Mailing Address

Falcon Bancshares incorporated

Legal Tile of Holding Company

5219 McoPharson Rd.

{Mailing Address of the Holding Company) Sireet / P.O. Box

Laredo TX 78041
City State Zip CGode
7718 McPharson Rd, Building F, Larado, TX 780458

Physicat Location {if diferent frormn maiiing addrass)

Person to whom questions about this report should be directed:
Rita Ancira M/A

Name Title

B56-754-8721

Area Coge / Phone Number / Extension

556-784-8748

Area Code ! FAX Number

rita@falconbank.com
E-mail Address

hiA
Address {URL} for the Holding Company's web page

For holding companies not registered with the SEC-
Indicate status of Annual Report to Shareholders:

is included with the FR Y-8 report

[ will be sent under separate cover

O is not prepared

For Federal Reserve Bank Use Only

RSSDID
Gl

is confidential freatment requested for any porion af ~ [O=Ne |___
this report submission? ... 1=Yes ﬁ__!

in accordance with the General instructions for this report
{check only one),
1. a lefter justifying this request is being provided along
withthe report....... 1

2. aletter justifying this request has been provided separately ... ]

NOTE: Information for which confidential treaiment is being requested
must be provided separaiely and labeled
a5 "confidential.”

Public reporting burden for this information colection iy estimeated to vary from 1.3 to 101 hours per response, with an average of 5,50 hours per response, including #me to gather and
maintain data in the reguirad form and to review instructions and complete the information collection. Send comments regarding this burden estimate or any other aspect of this coilection of
information, inchiding supgestions for reducing this burden to: Secretary, Board of Govemnors of the Federal Reserve System, 20th and C Streets, NW, Washington, DC 20551, and o the

Office of Management and Budget, Paperwork Reduction Project (7106-0287), Washinglon, DC 20503,

1272048



FRY-6 REPORTITEM 1: ANNUAL REPORT TO SHAREHOLDERS

The BHC does prepare an annual report for its shareholders.

Annual report is included with FRY-8 report
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FRY-6 REPORTITEM 2b: DOMESTIC BRANCH LISTING

The Branch Verification Repori is included with FRY-6 report.
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FRY-6 REPORT ITEM 3{1):
FALCON BANCSHARES INCORPORATED

SHAREHOLDERS
COUNTRY OF CITIZENSHIP NO. SHARES OWNERSHIP
NAME & ADDRESS OR INCORPORATION CONMMON STOCK PERCENT
GUTIERREZ FAMILY UNITED STATES OF AMERICA 2,280,083 §2.90%

LAREDO/SAN ANTONIO, TEXAS
UNITED STATES OF AMERICA

ADCLFO E. GUTIERREZ UNITED STATES OF AMERICA 1.334 407 48.52%
LAREDQ, TEXAS
UNITED STATES OF AMERICA

MARY K. GUTIERREZ UNITED STATES OF AMERICA 911 0.03%
LAREDO, TEXAS
UNITED STATES OF AMERICA

ADOLFQ E. GUTIERREZ, JR. UNITED STATES OF AMERICA 9,551 0.35%
LAREDOC, TEXAS
UNITED STATES OF AMERICA

AMANDA L. GUTIERREZ UNITED STATES OF AMERICA 5,282 0.19%
LAREDQ, TEXAS
UNITED STATES OF AMERICA

MARY KATHRYN GUTIERREZ, TRUSTEE OF
THE MARY KATHRYN GUTIERREZ TRUST
UNDER TRUST AGREEMENT DATED DEC. 24,
2012 UNITED STATES OF AMERICA 138,184 5.03%
LAREDD, TEXAS

UNITED STATES OF AMERICA

ADOLFC EDUARDO GUTIERREZ, JR.,
TRUSTEE OF THE ADOLFQ EDUARDO
GUTIERREZ, JR. TRUST UNDER TRUST
AGREEMENT DATED DEC, 24, 2012 UMNITED STATES OF AMERICA 144,444 5.25%
LAREDD, TEXAS

UNITED STATES OF AMERICA

AMANDA LEIGH GUTIERREZ, TRUSTEE OF
THE AMANDA LEIGH GUTIERREZ TRUST
UNDER TRUST AGREEMENT DATED DEC. 24,
2012 UNITED STATES OF AMERICA 144 444 5.28%
LAREDO, TEXAS

UNITED STATES OF AMERICA

HUGO A. GUTIERREZ, JR. UNITED STATES OF AMERICA 16,597 0.60%
SAN ANTONIO, TEXAS
UNITED STATES OF AMERICA

HUGC A, GUTIERREZ Ill, TRUSTEE OF
THE HUGO A. GUTIERREZ, Il TRUST UNITED STATES OF AMERICA 81,857 2.98%
SAN ANTONIO, TEXAS

UNITED STATES OF AMERICA

SELINA MICHELLE GUTIERREZ,
TRUSTEE OF THE SELINA MICHELLE
GUTIERREZ TRUST UNITED STATES OF AMERICA 82,019 3.02%
SAN ANTONIO, TEXAS
UNITED STATES OF AMERICA

CARLO £. GUTIERREZ UNITED STATES OF AMERICA 121,870 4.43%
SAN ANTONIQ, TEXAS
UNITED STATES OF AMERICA




FRY-6 REPORT ITEM 3(1):
FALCON BANCSHARES INCORPORATED

SHAREHOLDERS
COUNTRY OF CITIZENSHIP NO. SHARES OWNERSHIP
NAME & ADDRESS OR INCORPORATION COMMON STOCK PERCENT

HUGO A, GUTIERREZ, Il UNITED STATES OF AMERICA 26,581 0.97%
SAN ANTONIO, TEXAS

UNITED STATES OF AMERICA

SELINA M. GUTHERREZ UNITED STATES OF AMERICA 2,000 0.07%
SAN ANTONIO, TEXAS

UNITED STATES OF AMERICA

SHELBY A, URIBE UNITED STATES OF AMERICA 121,871 4.43%
SAN ANTONIO, TEXAS

UNITED STATES OF AMERICA

RICARDC X. GUTIERREZ UNITED STATES OF AMERICA 21,441 0.78%

LAREDQ, TEXAS
UNITED STATES OF AMERICA

RICARDO X. GUTIERREZ, TRUSTEE
FOR RICARDO X. GUTIERREZ, JR. UNITED STATES OF AMERICA 1.857 0.07%
LAREDO, TEXAS

UMNITED STATES OF AMERICA

RICARDO X, GUTIERREZ, TRUSTEE
FOR ANGELIQUE R. GUTIERREZ UNITED STATES OF AMERICA 1,125 0.04%
LAREDO, TEXAS

UNITED STATES OF AMERICA

ROBERTO G. GUTIERREZ UNITED STATES OF AMERICA 18,732 0.68%
LAREDOQ, TEXAS
UNITED STATES OF AMERICA

ROBERTO G. GUTIERREZ, TRUSTEE
FOR ANALEA GUTIERREZ UNITED STATES OF AMERICA 2,000 0.07%
LAREDQ, TEXAS

UNITED STATES OF AMERICA

ROBERTO G. GUTIERREZ, TRUSTEE
FOR ALEJANDRA GUTIERREZ UNITED STATES OF AMERICA 2,000 0.07%
LAREDO, TEXAS

UNITED STATES OF AMERICA

ROBERTO G. GUTIERREZ, TRUSTEE
FOR ANDREA GUTIERREZ UNITED STATES OF AMERICA 2,000 0.07%
LAREDO, TEXAS

UNITED STATES OF AMERICA




FRY-6 REPORT ITEM 3(1)

FALCON BANCSHARES INCORPORATED

SHAREHOLDERS
COUNTRY OF CITIZENSHIP NO. SHARES OWNERSHIP
NAME & ADDRESS OR INCORPORATION COMMON STOCK PERCENT
VILLANUEVA FAMILY MEXICO 364,683 11.08%
SAN ANTONIO, TEXAS
UMNITED STATES OF AMERICA
PABLO VILLANUEVA MEXICO 152.342 5.54%
SAN ANTONIO, TEXAS
UNITED STATES QF AMERICA
SANTIAGO VILLANLEVA MEXICO 152,341 5.54%
SAN ANTONID, TEXAS
UNITED STATES OF AMERICA
FRY-6 REPORT ITEM 3(2):
FALCON BANCSHARES INGORPORATED
SHAREHOLDERS
COUNTRY OF CITIZENSHIP NO. SHARES OWNERSHIP
NAME & ADDRESS OR INCORPORATION COMMON STOCK PERCENT

NIA
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Independent Auditor’s Report

Board of Directors
Falcon Bancshares, Inc. and Subsidiary

Report on the Financial Statements

We have audited the accompanying consolidated financial statements of Falcon Bancshares, Inc. and
Subsidiary (collectively, the Company), 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 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. 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.

Opinion

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of Falcon Bancshares, Inc. and Subsidiary 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.

THE POWER OF BEING UNDERSTOOD
AUDIT | TAX | CONSULTING



Other Matter

We have also audited, in accordance with auditing standards generally accepted in the United States of
America, Falcon Bancshares, Inc. and Subsidiary’s internal control over financial reporting, as of
December 31, 2020, based on criteria established in Internal Control—Integrated Framework issued by
the Committee of Sponsoring Organizations of the Treadway Commission in 2013, and our report dated
April 9, 2021, expressed an unqualified opinion on the effectiveness of Falcon Bancshares, Inc. and
Subsidiary’s internal control over financial reporting.

PSK VS LLP

San Antonio, Texas
April 9, 2021



Falcon Bancshares, Inc. and Subsidiary

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

2020 2019
Assets
Cash and due from banks $ 215,808 S 97,292
Federal funds sold 12,363 26,056
Cash and cash equivalents 228,171 123,348
Interest-bearing time deposits in banks 13,929 15,978
Equity Securities 24,762 13,495
Securities available for sale 306,175 222,352
Restricted investment security 816 809
Loans —net of allowance for loan losses
of $12,896 ($10,346 in 2019) 911,299 837,979
Bank premises and equipment — net 51,934 51,671
Accrued interest receivable 4,589 3,254
Foreclosed assets — net 3,595 4,630
Cash surrender value of lifeinsurance 15,939 17,533
Prepaid expenses and other assets 2,461 3,809
Total assets $ 1,563,670 S 1,294,858
Liabilities
Deposits:
Noninterest-bearing S 328,683 S 234,596
Interest-bearing 1,048,322 890,472
Total deposits 1,377,005 1,125,068
Federal Home Loan Bank borrowings 1,612 1,858
Junior subordinated debentures 15,465 15,465
Accrued interest payable and other liabilities 1,889 4,489
Total liabilities 1,395,971 1,146,880
Commitments and contingencies
Stockholders’ Equity
Common stock —$0.05 par value; 4,000,000 shares authorized;
2,750,072 shares outstanding 138 138
(2,749,848 shares outstanding in 2019)
Surplus 8,436 8,390
Retained earnings 156,286 139,693
Accumulated other comprehensive income 3,352 241
Treasury stock —at cost (11,805 shares in 2020; 12,029 in 2019) (513) (484)
Total stockholders’ equity 167,699 147,978
Total liabilities and stockholders’ equity $ 1,563,670 S 1,294,858

Notes to the consolidated financial statements form an integral part of these statements.
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Falcon Bancshares, Inc. and Subsidiary

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

Interest income:
Loans —including fees
Securities available for sale
Federal funds sold
Interest-bearing time deposits in banks
Other

Total interest income
Interest expense:
Deposits
Federal Home Loan Bank borrowings
Junior subordinated debentures
Total interest expense
Net interest income
Provision for loan losses
Net interest income after provision for loan losses
Noninterestincome:
Service charges
Fees
Rental income
Foreign income
Net realized gains on sales of assets and
market adjustment on equity securities
Total noninterestincome
Noninterest expense:
Salaries and employee benefits
Occupancy and equipment expenses
Other operating expenses
Total noninterest expense
Income before income taxes

Income tax expense

Net income

2020

$ 48,006
5,457

64

1,393

18

54,938

7,146
33

574

7,753

47,185

2,500

44,685

2,429
8,082
1,287
1,113

2,150

15,061

21,673
5,803

8,692

36,168

23,578

4,511

$ 19,067

2019

S 48,251
4,385
425
3,589
25
56,675
9,266
41
818
10,125

46,551

46,551

3,208
6,909
1,458
961
2,773
15,309
21,688
5,994
8,862
36,544
25,316

5,119

$ 20,197

Notes to the consolidated financial statements form an integral part of these statements.
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Falcon Bancshares, Inc. and Subsidiary

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

Netincome
Otheritems of comprehensive income:
Unrealized holding gain on
securities available for sale arising during the period
Less: reclassification adjustment for gains included in net income
Total other items of comprehensive income

Comprehensive income before income tax expense

Income tax expense related to other items of
comprehensive income

Comprehensive income after income tax expense

2020

$ 19,067

4,113

(175)

3,938

23,005

827

$ 22,178

2019

$ 20,197

2,912

2,912

23,109

612

$ 22,497

Notes to the consolidated financial statements form an integral part of these statements.
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Falcon Bancshares, Inc. and Subsidiary
Consolidated Statements of Changes in Stockholders’ Equity

Years Ended December 31, 2020 and 2019
(Dollars in Thousands)

Accumulated
Other

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

Balance at December 31,2018 S 138 $ 8,368 S 122,886 S (2,059) S (372) S 128,961
Net income —year ended

December 31, 2019 - - 20,197 - - 20,197
Purchase of treasury stock - - - - (161) (161)
Treasury stock sold - 22 - - 49 71
Cash dividends declared - - (3,025) - - (3,025)
Effect of adoption of ASU 2016-01
on equity securities accounting - - (365) 365 - -
Change in other comprehensive

income — net of tax - - - 1,935 - 1,935
Balance at December 31, 2019 S 138 § 8,390 S 139,693 S 241 S (484) S 147,978
Net income —year ended

December 31, 2020 - - 19,067 - - 19,067
Purchase of treasury stock - - - - (98) (98)
Treasury stock sold - 46 - - 69 115
Cash dividends declared - - (2,474) - - (2,474)
Change in other comprehensive

income — net of tax - - - 3,111 - 3,111
Balance at December 31, 2020 S 138 S 8,436 S 156,286 S 3,352 S (513) $ 167,699

Notes to the consolidated financial statements form an integral part of these statements.
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Falcon Bancshares, Inc. and Subsidiary

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

Increase (Decrease) in Cash and Cash Equivalents

Cash Flows From Operating Activities
Netincome
Adjustments to reconcile netincome to net
cash provided by operating activities:
Depreciation
Gainon sale of bank premises and equipment
Premium amortization and discount accretion of securities, net
Provision for loan losses
Net realized gains on sales of securities available for sale,
and foreclosed assets
Write-downs on foreclosed assets
Market adjustment on equity securities
Deferred income tax expense (benefit)
Increase (decrease)in cash surrender value oflife insurance
Net change in:
Accrued interest receivable
Prepaid expenses and other assets
Accrued interest payable and other liabilities

Net cash provided by operating activities

Cash Flows From Investing Activities
Net changein:
Loans
Interest-bearing time deposits in banks
Proceeds from sales of securities available for sale
Recoveries of loans previously charged off
Proceeds from payments and maturities ofinvestment securities
Purchases of investment securities
Capital expenditures
Proceeds from sales of bank premises and equipment and
otherassets
Proceeds from sales of foreclosed assets

Net cash used ininvesting activities

Cash Flows From Financing Activities

Net change in deposits

Purchase oftreasury stock

Sale oftreasury stock

Repayment on Federal Home Loan Bank borrowings
Cash dividends paid

Net cash provided by financing activities

Net increase (decrease)in cash and cash equivalents
Cash and cash equivalents at beginning of year

Cash and cash equivalents at end of year

Schedules of Other Cash Flow Information

Interest paid

Schedules of Noncash Activities

Foreclosed assets financed by the Bank

Other real estate acquired by foreclosure on loans

Notes to the consolidated financial statements form an integral part of these statements.
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2020

S 19,067

2,239
1,281
2,500

(2,279)
394

(265)

(520)
1,594

(1,335)
1,040

(2,600)
21,116

(75,457)
2,049
63,992
409
93,130

(249,119)

(2,503)

1,971

(165,528)

251,937
(98)

115
(245)

(2,474)

249,235

104,823

123,348
S 228,171

$ 8,750

S 3,207

$ 2,435

$

2019

20,197

2,147
(2)
198

(2,676)
266

(361)
255

(480)

(508)
(539)

1,133
19,630

(51,309)
(5,236)

0

510

125,969
(240,716)
(2,559)

2

3,071

(170,268)

124,015
(161)

71
(668)

(3,025)

120,232

(30,406)

153,754
123,348

9,585

1,092

702



Falcon Bancshares, Inc. and Subsidiary
Notes to the Consolidated Financial Statements

1. Summary of Significant Accounting Policies

Consolidation

The consolidated financial statements include the accounts of Falcon Bancshares, Inc., its wholly owned
subsidiary, Falcon International Bank (the “Bank”), and the Bank’s wholly owned subsidiaries, Falconsure,
Inc. and Falcon Outdoor Advertising, Inc. (collectively, the “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 main
bank and branches in the Texas cities of Laredo, San Antonio, McAllen, Del Rio, Buda, Eagle Pass, and
Brownsville. Its primary deposit products are savings and term certificate accounts, and its primary
lending products are real estate 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 foreclosed assets.

ASU 2016-02, Leases - The guidance in this ASU supersedes the leasing guidance in Topic 840, Leases.
Under the new guidance, lessees are required to recognize lease assets and lease liabilities on the
balance sheet for all leases with terms longer than 12 months. Leases will be classified as either finance
or operating, with classification affecting the pattern of expense recognition in the income statement.
The new standard is effective for non-public business entities in fiscal years beginning after December
15, 2021 and interim periods with fiscal years beginning after December 15, 2022. The Company is
currently evaluating the impact of our pending adoption of the new standard on our consolidated
financial statements.

ASU 2016-13, Financial Instruments—Credit Losses: Measurement of Credit Losses on Financial
Instruments. This ASU 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 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 as 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 including interim periods within those fiscal years for non-public business entities. The Company
is currently evaluating the impact of adopting this new guidance on its consolidated financial statements.
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Falcon Bancshares, Inc. and Subsidiary
Notes to the Consolidated Financial Statements

Significant Group Concentrations of Credit Risk

Most of the Company’s activities are with customers located within Webb, Bexar, Hidalgo, Val Verde,
Hays, Maverick, and Cameron Counties and their surrounding areas, including the border region of
Mexico. 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. Commercial real estate; including land development, vacant land, and
other construction loans; represented 69% of the total loan portfolio as December 31, 2020 and 2019,
respectively.

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, net of related deferred taxes. During the years ended December 31, 2020 and
2019, the Company had no securities classified as trading securities or held to maturity.

Equity securities with readily determinable fair value are carried at fair value, with changes in fair value
reported in net income.

Purchase premiums are recognized in interest income using interest method to first call date. 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 trade date and are determined using the specific
identification method.

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 on debt securities, management considers a number of factors
including, but not limited to, (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 Security

Restricted investment securities include Federal Home Loan Bank stock, which is 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

The Company grants real estate, commercial, and consumer loans to customers. A substantial portion of
the loan portfolio is represented by real estate loans within Webb, Bexar, Hidalgo, Val Verde, Hays,
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Falcon Bancshares, Inc. and Subsidiary
Notes to the Consolidated Financial Statements

Maverick, and Cameron Counties. 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 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 recognized as income and loan origination costs are expensed as incurred, as
management has determined that capitalization of these items would be immaterial to the consolidated
financial statements.

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.
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Falcon Bancshares, Inc. and Subsidiary
Notes to the Consolidated Financial Statements

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 or partially charged down to the fair value of the collateral securing the loan, less estimated
costs to sell, when management determines the asset 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
areduction 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 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.

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
guantifiable 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
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Falcon Bancshares, Inc. and Subsidiary
Notes to the Consolidated Financial Statements

refinement. The Company has an internal 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.

Premises and Equipment

Land is carried at cost. Premises and equipment are carried at cost, net of accumulated depreciation.
Depreciation is recognized on the straight-line method over the estimated useful lives of the assets which
range from 5 to 39 years. Depreciation on leasehold improvements is recognized on the straight-line
method over the shorter of the related lease term or the estimated useful lives of the assets.

Foreclosed Assets

Assets acquired through, or in lieu of, loan foreclosure are held for sale and are initially recorded at fair
value less cost 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. Expenses from operations and changes in the valuation allowance
are included in other operating expenses.

Income Taxes

Deferred tax assets and liabilities are recognized for the future tax consequences attributable to
differences between the financial statement carrying amounts of existing assets and liabilities and their
respective tax bases. Deferred tax assets and liabilities are measured using enacted tax rates expected to
apply to taxable income in the years in which those temporary differences are expected to be recovered
or settled. The effect on deferred tax assets and liabilities of a change in tax rates is recognized in income
in the period that includes the enactment date. Deferred income tax expense represents the change
during the period in the deferred tax assets and deferred tax liabilities. Deferred tax assets are reduced
by a valuation allowance when, in the opinion of management, it is more likely than not that some portion
or all the deferred tax assets will not be realized.

The Company is subject to the Texas gross margin tax.

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
commercial 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.
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Cash and Cash Equivalents

For purposes of the consolidated statements of cash flows, cash and cash equivalents include cash on
hand, amounts due from banks (including cash items in process of clearing), and federal funds sold. The
Company maintains its cash in bank deposit accounts which, at times may exceed federally insured limits.
Accounts are guaranteed by the Federal Deposit Insurance Corporation (FDIC) up to certain limits. At
December 31, 2020 and 2019, the Company had approximately $201.0 and $44.3 million in excess of FDIC
insured limits, respectively. The Company has not experienced any losses in such accounts.

Interest-Bearing Time Deposits in Banks
Interest-bearing time deposits in banks are carried at cost and mature in 2020.

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 balance
sheet, such items, along with net income, are components of comprehensive income.

Subsequent Events
The Company has evaluated subsequent events through April 9, 2021, the date the consolidated financial
statements were available to be issued.

Reclassifications

Certain amounts have been reclassified from prior presentation at December 31, 2019 to conform to
classifications at December 31, 2020. There is no effect on previously reported net income or retained
earnings.

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.

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

e 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.
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e 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.

e 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 and other real estate owned. 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.

The following table summarizes assets measured at fair value 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):

Page 14



Falcon Bancshares, Inc. and Subsidiary
Notes to the Consolidated Financial Statements

Total Fair Value
Measurement at
December 31,

2020 Level 1 Level 2 Level 3
Assets:
United States government
agency securities S 10,008 S - S 10,008 S -
Mortgage-backed securities 270,513 - 270,513 -
Municipals 25,654 - 25,654 -
Other equity investments 24,762 24,762 - -
S 330,937 S 24,762 S 306,175 S -
Total Fair Value
Measurement at
December 31,
2019 Level 1 Level 2 Level 3
Assets:
United States government
agency securities S 12,631 S - S 12,631 S -
Mortgage-backed securities 209,721 - 209,721 -
Other equity investments 13,495 13,495 - -
S 235,847 S 13,495 S 222,352 S -

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.

Foreclosed Assets

Foreclosed assets consist mainly of other real estate owned, but may include other types of assets
repossessed by the Company. Foreclosed assets are adjusted to the lower of carrying value or fair value
less the cost of disposal upon transfer of the loans to foreclosed assets. Fair value is generally based upon
independent market prices or appraised values of the collateral.

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
adjustments made to appraisals are based on assumptions not observable in the marketplace and where
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estimates of fair values used for other collateral supporting commercial loans are based on assumptions
not observable in the marketplace, such valuations have been classified as Level 3.

There were no impaired loans that were measured at fair value as of December 31, 2020 or 2019.

The following table summarizes assets with fair value changes during the years ended December 31, 2020
and 2019 that are measured at fair value by class on a nonrecurring basis, as follows (dollars in thousands):

Total Fair Value
Measurement at

December 31,
2020 Level 1 Level 2 Level 3
Assets:
Foreclosed assets S 2,105 S - S - S 2,105
Total Fair Value
Measurement at
December 31,
2019 Level 1 Level 2 Level 3
Assets:
Foreclosed assets S 3,603 S - S - S 3,603

Write-downs during the year ended December 31, 2020 related to the above foreclosed assets totaled
$394 thousand and are included in other operating expenses in the consolidated statements of income
(5266 thousand in 2019).

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 ratios 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 $40 million.
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4, Investment Securities

The amortized cost and fair value

(dollars in thousands):

Securities Available for Sale at
December 31, 2020

United States government
agencysecurities

Mortgage-backed securities
Municipals

Total debt securities

Securities Available for Sale at
December 31, 2019

United States government
agencysecurities

Mortgage-backed securities

Total debt securities

of securities, with gross unrealized gains and losses, were as follows

Gross Gross Approximate
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
S 10,000 S 8 S - S 10,008
266,582 4,776 845 270,513
25,350 306 2 25,654
$ 301,932 S 5,090 S 847 S 306,175
Gross Gross Approximate
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
S 12,597 S 34 S - S 12,631
209,450 930 659 209,721
222,047 $ 94 $ 659 $ 222,352

Investment securities carried at $109.2 and $88.8 million at December 31, 2020 and 2019, respectively,
were pledged to secure public funds and for other purposes required or permitted by law.

The fair value of debt securities by contractual maturity at December 31, 2020 were as follows (dollars in

thousands):

Securities available for sale:

Within one year

Mortgage-backed securities

Municipals

Amortized Fair
Cost Value
S 10,000 S 10,008
10,000 10,008
266,582 270,513
25,350 25,654
S 301,932 S 306,175
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For the year ended December 31, 2020 there were sales of securities with a gross realized gains of $231
thousand and gross realized losses of $56 thousand. There were no sales of securities in December 31,
2019 therefore, no gross realized gains or losses.

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):

Less Than 12 Months 12 Months or More Total
Gross Gross
Fair Unrealized Fair Unrealized Fair Unrealized
Value Losses Value Losses Value Losses
Securities Available for Sale
at December 31,2020
United States government
agency securities $ - s - S -8 - S -3 -
Mortgage-backed securites 134,658 842 1,721 3 136,379 845
Municipals 1,107 2 - - 1,107 2
$ 135,765 S 844 $ 1,721 $ 3 $§ 137,486 S 847
Securities Available for Sale
at December 31,2019
United States government
agency securities $ - s - S -8 - S -3 -
Mortgage-backed securites 15,008 156 85,026 503 100,034 659
S 15,008 § 156 §$ 85,026 S 503 S 100,034 S 659

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, and (3) the intent and ability of the Company to retain
its investment in the issuer for a period of time sufficient to allow for any anticipated recovery in fair
value. As of December 31, 2020 and 2019, the Company did not have any securities with other-than-
temporary impairment.

At December 31, 2020 there are 19 securities with unrealized losses (21 in 2019). The Company believes
the unrealized loss position in securities is temporary, as the Company intends to hold these securities
until maturity, at which time the investments are expected to pay face value. In addition, the Company
does not believe there to be any deterioration in the credit quality of the securities that would indicate
other-than-temporary impairment, but rather, the unrealized losses are consistent with changes in
market interest rates over the past year and are considered temporary. As of December 31, 2020 and
2019, the Company did not have any securities with other-than-temporary impairment.
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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 S 457,784 S 445,758
Residential 113,932 111,437
Land development, vacant land,
and other construction 181,511 139,705
Commercial 139,944 115,290
Consumer 19,512 25,485
Other 11,512 10,650
924,195 848,325
Allowance for loan losses 12,896 10,346
S 911,299 S 837,979

During the year ending December 31, 2020 the Company did not purchase any significant amount of loans
from other nonrelated banks. In 2019, the Company purchased loans from other nonrelated banks
totaling $15 million. During the years ended December 31, 2020 and 2019, the Company did not sell any
significant amount of 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 the 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 $25.5 million in loans to more than 363 borrowers and deferred approximately
$186.9 thousand of SBA processing fees that will be recognized as interest income over the term of the
loans. As of December 31, 2020, $22.9 million of principal remained outstanding of these PPP loans.

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:

e  Pass — loans to borrowers with acceptable credit quality and risk.
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e Pass/Watch — loans to borrowers having potential weaknesses that deserve management’s close
attention, which, if left uncorrected, will likely result in the asset becoming inadequately protected.
A loan can be rated as “Pass/Watch” even though the performance is adequate.

e Substandard — 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.

e Doubtful —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):

Pass/ Total
Pass Watch  Substandard Doubtful Loans
December 31, 2020
Real estate:
Commercial $ 395,040 S 44,950 S 17,794 S - S 457,784
Residential 112,426 127 1,379 - 113,932
Land development, vacant land,
and other construction 174,143 1,240 6,128 - 181,511
Commercial 139,868 - 76 - 139,944
Consumer 19,512 - - - 19,512
Other 11,512 - - - 11,512
S 852,501 S 46,317 §$ 25,377 $ - $ 924,195
December 31, 2019
Real estate:
Commercial S 395,444 S 30,059 $ 20,255 S - S 445,758
Residential 108,038 - 3,399 - 111,437
Land development, vacant land,
and other construction 136,152 2,938 615 - 139,705
Commercial 115,190 - 100 - 115,290
Consumer 25,485 - - - 25,485
Other 10,650 - - - 10,650
S 790,959 $ 32,997 S 24,369 S - § 848,325
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An aged analysis of past-due loans, segregated by class of loans, as of December 31, 2020 and 2019 is as
follows (dollars in thousands):

Accruing
Loans Loans 90 or Total Loans 90 Days
30-89 Days More Days Past-Due Current Total or More
Past Due Past Due Loans Loans Loans Past Due
December 31, 2020
Real estate:
Commercial S 378 $ 697 $ 1,075 S 456,709 $ 457,784 $ -
Residential 746 94 840 113,092 113,932 -
Land development,
vacantland, and
other construction - - - 181,511 181,511 -
Commercial 14 70 84 139,860 139,944 -
Consumer 118 18 136 19,376 19,512 18
Other 20 3 23 11,489 11,512 3
S 1,276 S 882 § 2,158 $ 922,037 $ 924,195 $ 21
December 31, 2019
Real estate:
Commercial S 3,098 $ - S 3,098 S 442,660 S 445,758 S -
Residential 1,245 151 1,396 110,041 111,437 -
Land development,
vacantland, and
other construction 257 - 257 139,448 139,705 -
Commercial 293 35 328 114,962 115,290 -
Consumer 296 20 316 25,169 25,485 20
Other 21 3 24 10,626 10,650 2
S 5210 $ 209 S 5419 S 842,906 S 848,325 S 22

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):
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Total
Recorded Recorded Recorded
Investment Investment Investment Average
With No With and Unpaid Related Recorded
Allowance Allowance Balance Allowance Investment
December 31, 2020
Real estate:
Commercial $ 17,433 S - S 17,433 S - S 12,101
Residential 857 - 857 - 1,076
Land development,
vacantland, and
other construction 888 - 888 - 1,068
Commercial 77 - 77 - 92
Consumer - - - - -
Other - - - - -
S 19,255 S - S 19,255 S - $ 14,337
December 31, 2019
Real estate:
Commercial S 6,768 S - S 6,768 S - S 7,362
Residential 1,294 - 1,294 - 1,797
Land development,
vacantland, and
other construction 1,248 - 1,248 - 841
Commercial 95 13 108 13 63
Consumer - - - - -
Other - - - - -
$ 9,405 S 13 $ 9,418 $ 13 $ 10,063

During the years ended December 31, 2020 and 2019, the Company recognized no interest income on
impaired and nonaccrual loans.

Included in the impaired loan table above are loans totaling $18.4 million and $8.8 million at December
31, 2020 and 2019, respectively, that have been modified in a troubled debt restructuring (“TDR”), of
which $18 million are considered performing TDRs and $410 thousand are past due and on nonaccrual at
December 31, 2020 ($7.1 million are considered performing and $1.7 million are considered past due and
on nonaccrual in 2019) and mainly consist of other construction, land development, and other land loans.
There are no specific reserves related to these loans at December 31, 2020 and 2019. These loans are
generally modified by allowing the borrower concessions that delay the payment of principal or interest
beyond contractual requirements, but not the forgiveness of either principal or interest.

In 2020, the Company elected to work with borrowers impacted by COVID-19 by providing temporary
payment modifications. If certain conditions are met, these modifications are excluded from classification
as atroubled debt restructuring under Section 4013, Temporary Relief from Troubled Debt Restructurings,
of the CARES Act or under applicable interagency guidance of the federal banking regulators. As of

Page 22



Falcon Bancshares, Inc. and Subsidiary

Notes to the Consolidated Financial Statements

December 31, 2020, the outstanding balance of loans modified under Section 4013 of the CARES Act was

$27.7 million.

The Bank has evaluated any possible impairment loss on such loans consistent with its accounting for
impaired loans and recognized such loss through a charge-off to the allowance for loan loss account.

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):

Year Ended December 31, 2020
Balance at beginning of year $

Provision (credit) for loan
losses

Charge-offs
Recoveries

Net (charge-offs) recoveries

Balance at end of year S

Allocation:
Individually evaluated
forimpairment S
Collectively evaluated

forimpairment S

Year Ended December 31, 2019
Balance at beginning of year S

Provision (credit) for loan
losses

Charge-offs
Recoveries

Net (charge-offs) recoveries

Balance at end of year S

Allocation:
Individually evaluated
forimpairment S
Collectively evaluated

forimpairment S

Land
Development,
Vacant Land,
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Commercial Residential and Other

Real Estate Real Estate Construction Commercial Consumer  Other Total
5,794 $ 1,451 $ 2,022 $ 686 $ 351 $ 42 $ 10,346
1,009 345 1,203 (81) 22 2 2,500

- - - (63) (296) - (359)

3 3 - 239 164 - 409

3 3 - 176 (132) - 50

6,806 $ 1,799 $ 3,225 $ 781 $ 241 $ 44 $ 12,896
-8 -8 -8 -8 S .

6,806 $ 1,799 $ 3,225 §$ 781 $ 241 $ 44 $ 12,896

Land
Development,
Vacant Land,
Commercial  Residential and Other

Real Estate Real Estate Construction Commercial Consumer Other Total
5,567 S 1,664 $ 2,265 S 625 $ 189 $ 4 S 10,314
202 (216) (256) (266) 498 38 -
- - (10) (55) (413) - (478)
25 3 23 382 77 - 510

25 3 13 327 (336) - 32

5,794 S 1,451 §$ 2,022 S 686 $ 351 $§ 42 $ 10,346
-$ -$ -3 13 $ - % -5 13

5,794 $ 1,451 $ 2,022 S 673 S 351 $§ 42 $ 10,333
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During the year ended December 31, 2020, the Company did not implement any significant changes to
its allowance for loan loss methodology.

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:

Land
Development,
Vacant Land,
Commercial Residential and Other

Real Estate  Real Estate Construction Commercial Consumer Other Total
Years Ended December 31,2020
Loans individually evaluated
forimpairment S 17,433 $ 857 S 888 $ 77 S - S - $ 19,255
Loans collectively evaluated
forimpairment 440,351 113,074 180,623 139,868 19,512 11,512 904,940
Ending balance $ 457,784 $ 113,931 $ 181,511 $ 139,945 $ 19,512 $ 11,512 $ 924,195
Land

Development,
Vacant Land,
Commercial Residential and Other

Real Estate  Real Estate Construction Commercial Consumer Other Total
Years Ended December 31,2019
Loans individually evaluated
forimpairment S 6,768 S 1,294 S 1,248 S 108 $ - S - $ 9,418
Loans collectively evaluated
forimpairment 438,990 110,143 138,457 115,182 25,485 10,650 838,907
Ending balance S 445,758 $ 111,437 S 139,705 $ 115,290 $ 25,485 $ 10,650 S 848,325
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6. Premises and Equipment

Components of premises and equipment included in the consolidated balance sheets were as follows
(dollars in thousands):

December 31,

2020 2019
Land S 21,426 S 21,426
Equipment and furniture 15,124 14,152
Building 36,262 34,811
Building improvements 4,121 3,888
Leasehold improvements 1,088 1,076
Computer software 2,839 2,680
Construction in progress 504 838

81,364 78,871
Less accumulated depreciation 29,430 27,200

$_51,934 $ 51671

Depreciation expense for the years ended December 31, 2020 and 2019 totaled $2.2 and
$2.1 million respectively.

The Company has several noncancellable lease agreements in effect at December 31, 2020 and 2019
pertaining to Company premises. The operating leases vary from a one-year term to a five-year term with
an option for additional years.

In 2012, the Bank also entered into additional lease agreements that included its wholly owned subsidiary,
Falcon Outdoor Advertising, Inc. These lease agreements were obtained for the sole purpose of erecting,
placing, and maintaining outdoor advertising sign structures on specified premises. The initial terms of
the leases are five years, and each automatically renews for successive like terms unless terminated.

The future minimum rental commitments under these leases are as follows (dollars in thousands):

Year ending December 31,

2021 $ 284
2022 227
2023 224
2024 19

S 754

Rental expense for the vyears ended December 31, 2020 and 2019 totaled $350 and
$338 thousand, respectively.
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7. Deposits

The following table summarizes total deposits by type as of December 31, 2020 and 2019. (dollars in
thousands):

December 31,

2020 2019
Demand S 393,793 S 292,188
Now & Savings 499,021 368,547
Money Market 98,055 82,936
Certificates of Deposit 386,136 381,397
S 1,377,005 S 1,125,068

The aggregate amount of certificates of deposit (“CDs”) in denominations of $250 thousand or more was
approximately $212 million at December 31, 2020.

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

Year ending December 31,

2021 $ 324,819
2022 27,745
2023 32,671
2024 420
2025 481

$ 386,136

Included in total deposits on the consolidated balance sheets are $332.3 million and $317.3 million of
foreign deposits at December 31, 2020 and 2019, respectively.

At December 31, 2020, the Bank held deposits for two customers totaling $267.1 million, or approximately
19.4% of total deposits (5188 million, or 16.7% of total deposits in 2019).
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8. Federal Home Loan Bank Borrowings

The Bank executed fixed rate long-term borrowings with the Federal Home Loan Bank (“FHLB”) of Dallas.
Advances are received pursuant to a collateral pledge and security agreements giving FHLB a lien in
certain of the Bank’s loans, including 1-4 family mortgage loans; multifamily mortgage loans; home equity
loans; and other commercial real estate loans with a carrying value of approximately $14.2 million at
December 31, 2020 ($15.7 million in 2019). Repayments in 2020 and 2019 totaled $245 thousand and
$668 thousand, respectively.

FHLB borrowings totaled $1.6 million at December 31, 2020 ($1.9 million in 2019). Advances on the debt
were made with a rate of 1.93%.

The contractual maturities of FHLB borrowings are as follows (dollars in thousands):

Year ending December 31,

2021 S 149
2022 1,463
S 1,612

At December 31, 2020, the Bank had been issued $270 million in standby letters of credit from FHLB ($180
million in 2019). These letters of credit expired in January 2021 and are renewed monthly as needed.
There were no funds advanced on these letters of credit during 2020 and 2019. The letters of credit are
secured by the same collateral as the long-term borrowings indicated above. The FHLB letters of credit
were obtained to secure public fund deposits that are over the FDIC insurance limit.

9. Junior Subordinated Debentures

On March 28, 2003, the Company established the Falcon Capital Trust | (“Trust 1”) with capital of
$310 thousand. Trust | issued $10.0 million in Floating Capital Securities (“Trust Preferred Securities”) to
private market investors. The Trust Preferred Securities bear interest at a floating rate equal to the three-
month LIBOR, plus 3.25%. The Trust Preferred Securities mature and are payable on April 24, 2033.

On May 23, 2005, the Company established the Falcon Capital Trust Il (“Trust II”) with capital of
$155 thousand. Trust Il issued $5.0 million in Trust Preferred Securities to private market investors. The
Trust Preferred Securities bear interest at a floating rate equal to the three-month LIBOR, plus 1.90%. The
Trust Preferred Securities mature and are payable on August 23, 2035.

The Company issued the Trust Preferred Securities as a method of increasing regulatory capital. Trust
Preferred Securities are includable in regulatory capital, with certain limitations.
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The Company entered into guarantee agreements to pay in full investors of the Trust Preferred Securities.

In connection with the transactions, the Company issued Floating Rate Junior Subordinated Deferrable
Interest Debentures (“Debentures”) to Trust | for $10.3 million and to Trust Il for $5.1 million with interest
and maturity terms identical to the Trust Preferred Securities.

The Company incurred issuance costs of $300 thousand for Trust | and $155 thousand for Trust Il, which
have been capitalized and are being amortized over the term of the Trust Preferred Securities.

In accordance with the ASC, the Trusts are not consolidated in the accompanying consolidated financial
statements. Instead, the investments in the Trust are included in “prepaid expenses and other assets”
and the Debentures are shown as “junior subordinated debentures” on the consolidated balances sheets.
Interest expense on the Debentures is reported in the consolidated statements of income.

10. Federal Income Taxes

The provision (benefit) for federal income taxes consists of and represents the tax effect of the following
(dollars in thousands):

Years Ended
December 31,

2020 2019

Currently paid or payable $ 5,031 S 4,864
Deferred income tax expense (benefit) (520) 255
$ 4,511 $ 5,119

The provision (benefit) for federal income tax differs from the amount which would be provided by
applying the statutory federal income tax rates as indicated in the following analysis (dollars in thousands):

Years Ended
December 31,

2020 2019

Computed at the expected statutory rate of 21% $ 4,947 S 5,311
Effect of tax-exemptincome (646) (150)
Interest and other nondeductible expenses 58 56
Other 152 (98)
$ 4,511 $ 5,119

Cash paid for federal income taxes was $4.6 million for the year ended December 31, 2020 ($4.8 million
for 2019).
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Management believes it is more likely than not the full tax benefit of deferred tax assets will be realized;
therefore no valuation allowance was and considered necessary at December 31, 2020 and 2019. The tax
effects of temporary differences that give rise to the significant portions of deferred tax assets and
deferred tax liabilities are presented below (dollars in thousands):

December 31,

2020 2019
Deferred tax assets related to:

Allowance for loan losses S 2,724 S 2,170
Nonaccrual loan interest 56 100
Foreclosed assets 69 149
Accrued compensation 7 48
Total deferred tax assets 2,856 2,467

Deferred tax liabilities related to:
Depreciation (1,247) (1,287)
Prepaid expenses (171) (217)
Deferred gain on sale of other real estate (350) (350)
Net unrealized appreciation on securities available for sale (891) (63)
Other (33) (78)
Total deferred tax liabilities (2,692) (1,995)
Net deferred tax asset S 164 S 472

11. 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, unfunded commitments under lines of 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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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 S 132,042 S 125,901
Unfunded commitments under credit card arrangements 2,301 2,442
Commitments to extend credit 35,436 33,238
Commercial and standby letters of credit 1,355 2,382

Commitments to extend credit include commitments to lend under corporate lines of credit and are
agreements to lend to a customer as long as there is no violation of any condition established in the
contract. Commitments generally have fixed expiration dates or other termination clauses and may
require payment of a fee. Since many of the commitments may expire without being drawn upon, the
total commitment amounts do not necessarily represent future cash requirements.

Unfunded commitments under lines of credit include revolving credit lines, straight credit lines, interim
construction loans, and overdraft protection agreements, which are commitments for possible future
extensions of credit to existing customers. These lines of credit may not be drawn upon 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.

Commercial 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.

12. Related Party Transactions

In the ordinary course of business, the Company has granted loans to principal officers and directors and
their affiliates. Loans from related parties granted by the Company totaled $18.7 and $18.2 million at
December 31, 2020 and 2019, respectively.

Deposits from related parties held by the Company totaled $41 and $21.6 million at December 31, 2020
and 2019, respectively.
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13. Employee Benefits

The Company has a 401(k) plan (the “Plan”) designed to benefit substantially all its employees. Annual
matching and profit sharing contributions are at the Company’s discretion and are determined by the
Board of Directors each year. For the year ended December 31, 2020, the Company’s expense under the
plan was $84 thousand ($224 thousand in 2019). On May 2020 matching contributions were temporarily
suspended due to the economic hardships caused by the Covid-19 pandemic.

The Company has adopted a partially self-funded medical insurance plan for its full-time employees that
is administered by a third party. Included in accrued interest payable and other liabilities is an accrual of
$55 and $227 thousand at December 31, 2020 and 2019, respectively. During 2020, there were premiums
collected of $4.3 million ($3.3 million in 2019) and payments of $4.5 million ($3.1 million in 2019). The
Bank also has stop-loss insurance for additional coverage.

The Company has purchased life insurance policies for certain officers in an effort to offset benefit costs
and obligations, including health insurance. These policies had an aggregate cash surrender value of $15.9
million at December 31, 2020 ($17.5 million at 2019).

14. Legal Contingencies

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

15.  Capital and Regulatory Matters

FIB 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 Ill capital rules became effective for the Bank on January 1, 2015, subject to a four-year phase-
in period. Quantitative measures established by the Basel Ill capital rules to ensure capital adequacy
require the maintenance of minimum amounts and ratios (set forth in the table below) of Common Equity
Tier 1 Capital, Tier 1 Capital, and Total Capital to Risk-Weighted Assets, and of Tier 1 Capital to Average
Assets. In connection with the adoption of the Basel Ill capital rules, FIB elected to opt-out of the
requirement to include most components of accumulated other comprehensive income in Common
Equity Tier 1 Capital.

Management believes, as of December 31, 2020 and 2019, that FIB met all capital adequacy requirements
to which it is subject. As of December 31, 2020, the most recent notification from the primary regulatory
agency of the Bank categorized the Bank as well capitalized under the regulatory framework for prompt
corrective action.
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The following table presents actual and required capital ratios as of December 31, 2020 for FIB under the
Basel Il capital rules. Capital levels to be considered well capitalized under prompt corrective action

regulations are also presented.

(Dollars in Thousands)

December 31,2020
Common Equity Tier 1 Capital
to Risk-Weighted Assets

FIB

Tier 1 Capital to Risk-
Weighted Assets
FIB

Total Capital to Risk-
Weighted Assets
FIB

Tier 1 Capital to Average
Assets
FIB

The following table presents actual and required capital ratios as of December 31, 2018 for the Bank under
regulatory capital rules then in effect:

(Dollars in Thousands)

December31,2019
Common Equity Tier 1 Capital
to Risk-Weighted Assets

FIB

Tier 1 Capital to Risk-
Weighted Assets
FIB

Total Capital to Risk-
Weighted Assets
FIB

Tier 1 Capital to Average
Assets
FIB

Minimum
Minimum Required
Required to be Well
tobe Capitalized Under
Adequately Prompt Corrective
Actual Capitalized Action Provisions
Amount Ratio Amount Ratio Amount Ratio
$178,872 17.9% $69,900 7.0% $64,907 6.5%
$178,872 17.9% $84,878 8.5% $79,886 8.0%
$191,359 19.2% $104,850 10.5% $99,857 10.0%
$178,872 11.8% $60,639 4.0% $75,799 5.0%

Minimum
Minimum Required
Required to be Well
to be Capitalized Under
Adequately Prompt Corrective
Actual Capitalized Action Provisions
Amount Ratio Amount Ratio Amount Ratio
$162,220 18.2% $62,393 7.0% $57,937 6.5%
$162,220 18.2% $75,763 8.5% $71,307 8.0%
$172,566 19.4% $93,590 10.5% $89,133 10.0%
$162,220 12.7% $50,962 4.0% $63,702 5.0%
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