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Annua! Report of Holding Companies-FR Y-6

FR Y4
OMB Numbar 71004297
Apprwd oxpires Sspl6mb€r 30, 2018
Paga I ol2

ffi
Report at the close of business as of the end of fiscal year

This Report is required by law: Section 5(c)(1)(A) of the Bank
Holding Company Act (12 U.S.C. S 18aa(cXlXA)); sections 8(a)
and 13(a) of the lnternational Banking Act (12 U.S.C, SS 3106(a)
and 3108(a)); sections 11(aX1), 25, and 25A of the Federal
Reserve Act (12 U.S.C. SS 246(aX1), 602, and 611a)i and sec-
tions 113, 165, 312,618, and E09 ofthe Dodd-FrankAct (12 U.S.C.
SS 5361, 5365, 54'12, 1850a(cx1), and 5468(b)(1)). Return to 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 holding companies, and U.S. inter-
mediate holding companies organized under U.S. law and by
any foreign banking organization that does not meet lhe require-
ments of and is not treated as a qualifying foreign banking orga-
nization under Section 211.23 ot Regulation K (12 C.F.R. S
211.23). (See page one of the general instructions for more detail
ofwho musl file.) The Federal Reserve may not conduct or spon-
sor, and an organization (or a person) is not required to respond
to, an information collection unless it displays a cunenlly valid
OMB control number.

NOTE: The Annual Report ot Holding Companies must be signed by
one director of the top-tier holding company. This individual should
also be a senior ofiicial of the top-tier holding company. ln the event
that the top-tier holding company does not have an individual who is
a senior official and is also a director, the chairman of the board must
sign the report. lf the holding company is an ESOP/ESOT formed as
a corporation or is an LLC, see the General lnstructions for the
authorized individual who must sign the report.
I, STEVE STAPP

President I Chief Executive Ofiicer I Director

Tltle of the Holdlng company DlrBclor and Omcial

attest that the Annual Reporl of Holding Companies (including
the supporting attachments) for this report date has been pre-
pared in cpnformance with the instructions issued by the Federal
Reserve System and are true and correct to the best of my
knowledge and belief.

Wrth respect to informalion regarding individuals contained in this
reporT, the Repoder certifies lhal fi has the authority to provide this
informalion to tho Federal Reserve. The Repoder also cey'riftes
that it has lhe authoity, on behalf of each individual, lo consenl or
object to public release of information regarding that individual.
The Federal Reserve may assume, in lhe absene of a request for
confidential treatmenl submitted in accordance with the Board's
'Rules Availability of '12C.
that the and individual to
delarlts

Oale of

Date of Repo( (toptier holding company's fiscal year-end):

DECEMBER 31 2016
Monlh/Oey/Year

NONE
Reponefs Legsl Entity ldentiliBr (LEl) (zGcharacter LEI Code)

Reporte/s Name, Street, and Mailing Address

R CORP FINANCIAL

Legal Titlo of Holding Cornpany

3600 E. PALM VALLEY BLVD
(Maillng Address of lh6 Holdlng Compeny) Slre6t / P.O. Box

ROUND ROCK El_ zeees
zip Cod6

Texas
City State

ER. Pad 261,
release of all

Physical Locatlon (if difisrenl fro.n maillnq addressl

Person to whom questions about this reporl should be directed:
MARC BONE CFO
Name Title

512-485-0481
Area Code / Phone Number / Extension

512-244-5951
Arsa CodB / FAX Number

_u BoN E@ R BAN KTEXAS. C O M
E-mail Address

NONE
Addrass (URL) tor tho Holdlng Company's web page

For Federal Reserve Bank Use Only

RssDrD *qabLT
c.t.

Ofiha ol Managemenl and Budgel, Papmvork Roduction Proisct (71000297), Washhgton, DC 20503. 1A2016

For holding companies not registered with lhe SEC-
lndicate status ofAnnual Report to Shareholders:

fl is included with lh€ FR Y-6 report

EI will be sent under separale co\rer

fl is not prepared

0=No

1=Yos 0
ls contldontial treatment reguesled for any portlon
of thls report submlsslon?.,.,
ln accordance wlth the General lnstructlons for thls r€port
(check only one),

1. a letterlustifying this request ls belng provlded along
wlth the report .,,,.,,.,..

z. a lettorrustlfylng thls requsst has been provlded
separately.,,.,,

NOTE: lnformatlon forwhlch confldentlal treatment is bsing
requosted must be provided separately and labeled
as "confldentlal."
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RS]',

RSM US LLP

lndependent Aud itor's Report

To the Board of Directors
R Corp Financialand Subsidiary

Report on the Consolidated Financial Statemen6
We have audited the accompanying consolidated financial statements of R Corp Financial and
Subsidiary, which comprise the consolidated balance sheet as of December 31,2016; the related
consolidated statements of income, comprehensive income, changes in shareholders' equi$, and cash
flows for the year then ended; and the related notes to the consolidated financial statements.

Management's Responsibility for the Consolidated Financial Statements
Management is responsible for the preparation and fair presentation of these consolidated 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 presentration of consolidated financial statements that are free from material misstatement,
whether due to fraud or enor.

Auditor's Responsibility
Our responsibility is to express an opinion on these consolidated financial statements based on our audit.
We conducted our audit 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 consolidated financial statements are free of material misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and disclosures in
the consolidated financial statements. The procedures selected depend on the audito/s judgment,
including the assessment of the risks of material misstatement of the financial statements, whether due to
fraud or error. ln making those risk assessments, the auditor considers internal control relevant to the
entity's preparation and fair presentation of the consolidated financial statements in order to design audit
procedures that are appropriate in the circumstances, but not for the pupose 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
consolidated financial statements.

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

THE POWER OF BEING UNDERSTOOD
AUDIT I TAX iCONSULTING

1
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Opinion
ln our opinion, the consolidated financial statements referred to above present fairly, in all material
respects, the financial position of R Corp Financial and Subsidiary as of December 31,2016, and the
results of their operations and their cash flows for the year then ended in accordance with accounting
principles generally accepted in the United States of America.

Other tlatter
The consolidated financial statements of R Corp Financial and Subsidiary as of and for the year ended
December 3'l , 2015, were audited by other auditors, whose report dated June 14, 2016, expressed an
unmodified opinion on those statements.

Psg tB tJP
Austin, Texas
May 1,2017

2



R Corp Financial and Subsidiary

Consolidated Balance Sheets
December 31, 2016 and 2015
(Dollars in Thousands, Except Share Data)

20t6 2015

Assets

Cash and cash equivalents:
Cash and noninterest+earing deposits
lnterest-bearing deposits in other banks

Total cash and cash equlvalents

Securities available for sale
Securities held to maturity
Restric{ed investment securities

Loans
Less allowance for possible credit losses

Loans, net

Loans held for sale
Accrued intere$t receivable
Premises and equipment, net
Net defened tax asset
Goodwill
Core deposit intangible, net
Prepaid expenses and other assets

Total assets

Liabilities and Shareholders' Equity

Liabilities:

Deposits:
Noninterest{earing deposits
lnterest-bearing demand
lnterest-bearing time

Total deposits

Notes payable and bonowings
Accrued interest payable

Defened gain on sale leaseback
Other liabilities

Total liabilitiee

Shareholders' equity:
Common stock-$S par value; 10,000,000 shares authorized, 2,513,537 and

2,511,253 shares outstanding at December 31, 2016 and 2015, respectively

Capital surplus
Treasury stock-5,000 shares at cost
Retained eamings (accumulated deficit)
Accumulated other ermprehensive income (loss)

Tota! shareholders' equilr

Total liabilities and shareholders' equity

s 2,861 $
19,720

2,753
22,162

22,581 24,915

75,4U
3,186
1,272

295,677
(3,186)

81,022
3,321

233

246,261
(2,855)

292,491 243.406

2,522
1,121
2,743
2,012
4,667
1,188

462

936
1,240
8,744

199

4,639
1,415

M4

$ 409,979 $ 370,514

$ 8,182 $
247,255
96,r80

79,748
168,685

80,237

351,617

23,000
175

2,159
528

328,670

8,000
129

153

377,479 336,952

'12,568

20,797
(80)

(s0)

12,556

20,738
(80)

51

297

3

See notes to consolidated financial statements.

$ ,f09,979 $ 370,514



R Gorp Financialand Subsidiary

Consolidated Statements of lncome
Years Ended December 31, 20{6 and 2015
(Dollarc in Thousands)

2016 2015
lnterest income:

lnterest and fees on loans
lnvestment securities
lnterest-bearing deposits in other banks
Federalfunds sold

Tota! interest income

lnterest expense:
Deposits
Other bonowed funds

Total interest expense

Net interest income

Provision for possible credit losses
Net lnterest income after provision for possible credlt losses

Noninterest income:

Deposit account service charges
lnterchange fees
Gain on sale of securities, net
Gain on sale of premises and equipment
Other

Total noninterest income

Noninterest expense:
Salaries and employee benefits
Professional services
Data processing

Occupancy expense
Depreciation and amortization
Regulatory and insurance expense
Advertising and marketing
Office and communications expense
Other

Total noninterest expense

Income before federal income tax expense

Federal income tax expense

Consolidated net income

$ 14,913 $
1,691

195

2

12,125
1,367

139

2
16,801 13,633

2,469
327

2,19
77

2,796 2,231

14,005

575

11,402

395
13,4i10 11,007

419
286
169
137

139

286
221

12

99
1 150

6,199
753

1,878
1,298
1,001

412
363
417

681

618

4,657
792

1,353

1,071
689
306

494
410
746

13,002 10,518

1,578

(1741

1,107

(85)

$ 1,404 $ 1,022

4

See notes to consolidated financial statements.



R Corp Financial and Subsidiary

Consolidated Statements of Comprehensive lncome
Yearc Ended December 31, 2016 and 20{5
(Dollarc in Thousands)

20r6 2015

Consolidated net income

Other items of comprehensive income (loss):

Adjustment for gain on sale of securities, net

Changes in unrealized holding gain on securities available for sale
Total other items of comprehensive income (loss)

Comprehensive income before income tax expense
(benefit)

lncome tax (expense) benefit related to other items of
comprehensive income (loss)

Adjustments for net gain (loss) on sale of investments securities
Changes in net unrealized gain (loss) on securities available for sale

Other comprehensive income (loss)

Total comprcheneive income

See notes to consolidated financial statements

$ 1,404 $ '1.022

169
(1,733)

12
(9)

({.564)

(160) 1.025

(4)

3

532 (1)

$ t72 S 1.024

3

(57)

589

5
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R Corp Financial and Subsidiary

Consolidated Statements of Cash Flows
Yearc Ended December 31, 2016 and 2015
(Dollars in Thousands)

20tG 2015

Cash llows ftom operating activities:

Consolidating net income

Adjusfnents to reconcile consolidating net income to n6t cash provided by op€rating aclivities:

Provision for possible credit losses

Stock-based compens€tion epense
Depr€ciation and amortization

Gain on sale of securities, net

Amortization and accretion of premiums and discounts on investment securiti€s, net

Gain on 6ale of premises and equipment

Deferred income tax benefit

Change in operating assets end liabiliti$:
Accrued inierest receivable, prepaid erp€nses and other assets

Accrued inteest payable and other liabilities

]{ot carh provided by operdng .ctivltles

Cash flows from invesling activities:

Securities available for sale:

Purchaseg

Proceeds from sales, matJrities and paydowns

Securities held to maturity:

Purchas€s

Procoeds from maturities and paydowns

Purchase of The lndependent Bankers Financial Corporation stock

Sale (purchase) d Federal Home Loan Bank stock

Purchases of premises and equipment

Proceeds from sale of premises and equipment

lncrease in loans, net

Cash of Schw€rher State Bank rscsived in the acquisition

Cash portion d consideration for the purEhase of Schwerher Stete Bank

ilet cash uled by lnve3tlng acflvlues

Cash flows from financing activities:

Net increase (decrease) in noninterest-bearing deposits

Net increas€ (decrease) in intarest-b€aring doposits

Paymentrs on bonowings

Proceeds from bonowings

Procseds from gtock warrants exercissd

Proceeds from stock options o@rcised

Dividends d6clared

Net eash provided by financi[g actvl0s.

Not docrea3o in cerh and cash equiyrlonts

Cash and cash equivalents at beginning of year

Cash and cash equivalents at end of year

Schedules of other cesh f,ow information:

lnt€rest paid

lncome taxes paid

t 1,&4 $

575

15
.r,001

(16e)

6E5

(r37)
(1,2E21

(2e8)

121

er0)
306
(171

(914)

(8s8)

E,761

161,2171

1,022

395

54

689

(12)
474

(66,r51)

68,353

Pr,665)
94,513

(s3)

(227)

(29,832)

26,674

(2,278)

23
(s2)

371

(2,277)

23
(31,826)

10,079

28.603
(12,888)

01

. (7,867)

ffi

8,000

900

38

(1,243)

15,000

66

(r,505)

36,lrgE 23,410

(2,334)

24,916

(1 1,3s1)

36,266

$ 22,5E1 $ 24,e1s

3 2r6D 9, 2r^2

3 1.270 $ 135

7

Se€ note3 b consolidated financial siatements.



R Corp Financial and Subsidiary

Notes to Consolidated Financial Statements

Note 1. Summary of Significant Accounting and Reporting Policies

Consolidation: The accompanying consolidated financial statements include the accounts of R Corp
Financial and its wholly-owned subsidiary, R Bank (the Bank), (collectively, the Company). All significant
intercompany balances and transactions have been eliminated in consolidation.

Nature of operations: R Corp Financial (the Company) through its bank subsidiary, R Bank (the Bank),
operates branch locations in Round Rock, Austin, Georgetown, Jarrell, Schwertner, Bertram and Edna,
Texas. The Bank's primary source of revenue is from investing funds received from depositors and from
providing loan and other banking services to its customers. The Bank is subject to regulation by the
Texas Department of Banking and the Federal Deposit lnsurance Corporation (FDIC). The Company is
subject to regulation by the Federal Reserve Board.

ln September of 2014, the Board of Directors of the Company approved the creation of a separate
subsidiary which willwholly own DR Storage Solutions, LLC (DRSS), a newly formed data storage site
housed in the Round Rock East location. At December 31, 2014, the entity was in the development stage.
ln September of 2015, the Board of Directors of the Company approved the dissolution of DRSS,

ln October of 2015, the Board of Directors of the Company approved the formation of RBQ Holdings LLC
(RBQ), a limited liability company, which will hold a commercialgrade barbeque pit and other related
equipment. RBQ is a wholly-owned subsidiary of the Bank. Equipment with a net book value of
approximately $7 thousand has been included in fixed assets of the Company at December 31,2015,
related to RBQ.

Use of estimates: The preparation of financial statements in conformity with accounting principles
generally accepted in the United States of America (U.S. GAAP) 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, as well as 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, the valuation of goodwill and the valuation of available-for-
sale securities.

New and recently issued accounting standards: In August 2015, the FinancialAccounting Standards
Board (FASB) issued Accounting Standards Update (ASU) No. 2015-14, an amendment to ASU
No. 2014-09, Revenue Recognition-Revenue frcm Contracts with Cusfomers (Topic 606). This ASU
provides guidance on when to recognize revenue from contracts with customers. The objective of this
ASU is to eliminate diversity in practice related to this topic and to streamline and enhance revenue
recognition requirements. The ASU defines five steps to recognize revenue including, identify the contract
with a customer, identify the performance obligations in the contract, determine a transaction price,
allocate the transaction price to the performance obligations and then recognize the revenue when or as
the entity satisfies a performance obligation. This amended update is effective for annual reporting
periods beginning after December 15, 2019, and the Company is currently assessing the potential impact
on its consolidated financial statements.
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Notes to Gonsolidated Financial Statements

Note 1. Summary of Significant Accounting and Reporting Policies (Gontinued)

ln January 2016, the FASB issued ASU No. 2016-01 , Financial lnstruments-Overall
(Subtopic 82*10): Recognition and Measurement of Financlal Assefs and Financial Liabilities.The
ASU applies to all entities that hold financial assets or owe financial liabilities and represents the
finalization of just one component of the FASB's broader financial instruments project. The most far-
reaching ramification of the ASU is the elimination of the available-for-sale classification for equity
securities and a new requirement to carry those equity securities with readily determinable fair values
at fair value through net income. Other notable changes brought about by the ASU involve:
(a) applying a practicability exception from fair value accounting to equity securities that do not have a
readily determinable fair value, (b) assessing the need for a valuation allowance related to an
available-for-sale debt security, (c) applying the fair value option to liabilities and the treatment of
changes in fair value attributable to instrument-specific credit risk and (d) adding disclosures and
eliminating certain disclosures. The Company is currently evaluating the effect that the standard will
have on its consolidated financialstatements.

ln February 2016, the FASB issued ASU No. 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 dualapproach,
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 on January 1,2020, with early adoption permitted. The
Company is in the process of evaluating the impact of this new guidance on its consolidated financial
statements.

ln June 2016, the FASB issued ASU No. 2016-13, Financial lnstruments-Credit Losses (Topic 326):
Measurement of Credit Losses on Financial lnstruments, which creates a new credit impairment
standard for financial instruments. The existing incurred loss modelwill be replaced with a current
expected credit loss (CECL) model for both originated and acquired financial instruments carried at
amortized cost and off-balance-sheet credit exposures, including loans, loan commitments, held-to-
maturity debt securities, financial guarantees, net investment in leases and most receivables.
Recognized amortized cost financial assets will be presented at the net amount expected to be
collected through an allowance for credit losses. Expected credit losses on off-balance-sheet credit
exposures will be recognized through a liability. Expected credit losses on available-for-sale debt
securities will also be recognized through an allowance; however, the allowance for an individual
available-for-sale debt security will be limited to the amount by which fair value is below amortized
cost. Unlike current guidance, which requires certain favorable changes in expected cash flows to be
accreted into interest income, both favorable and unfavorable changes in expected credit losses (and
therefore the allowance) will be recognized through credit loss expense as they occur. With the
exception of purchased financial assets with a more than insignificant amount of credit deterioration
since origination, for which the initial allowance will be added to the purchase price of the assets, the
initial allowance on financial assets subject to the scope (whether originated or acquired) will be
recognized through credit loss expense.
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Notes to Gonsolidated Financial Statements

Note 1. Summary of Significant Accounting and Reporting Policies (Continued)

Expanded disclosures will also be required. Transition will generally be on a modified retrospective
basis, with certain prospective application transition provisions for securities for which other-than-
temporary impairment had previously been recognized and for assets that had previously been
accounted for in accordance with Subtopic 310-30, Receivables-Loans and Debt Secunfles
Acquired with Deteiorated Crcdit Quality. This ASU is effective for the Company in fiscal years
beginning after December 15, 2020, and interim periods within those fiscal years. Early adoption is
permitted for fiscal years beginning after December 15,2018, and interim periods within those fiscal
years. The Company is currently evaluating the impact of adopting this new guidance on its
consolidated financial statements.

Significant group concentrations of credit risk: Most of the Company's activities are with customers
located in Central Texas. Note 5 discusses the types of securities in which the Company invests. Note 6
discusses the types of lending in which the Company engages. The Company does not have any
significant concentrations to any one industry or customer.

Acquisition accounting: Mergers and acquisitions are accounted for under the acquisition method of
accounting. Purchased assets, including identifiable intangible assets, and assumed liabilities are
recorded at their respective acquisition date fair values. lf the consideration given exceeds the fair value
of net assets received, goodwill is recognized.

Securities: Debt securities that management has the positive intent and abili$ 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, 2016 and 2015, the Company had
no securities classified as trading securities.

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 trade date and are
determined using the specific-identification method.

Declines in the fair value of heldto-maturity and available-for-sale securities are evaluated to determine
whether declines in fair value below their amortized cost are other than temporary. ln 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 securitiee: Restricted investment securities consist primarily of Federal Home
Loan Bank stock and The lndependent Bankers 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. There has been no impairment to date.
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Notes to Consolidated Financial Statements

Note 1. Summary of Significant Accounting and Reporting Policies (Continued)

Loans: The Company grants realestate, commercial, agriculture and consumer loans to customers. A
substantial portion of the loan portfolio is represented by real estate and commercial loans to borrowers
who reside in the Central Texas area. The ability of the Company's debtors to honor their contracts is
dependent upon general economic conditions in this area.

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 and agriculture loans are subject to underwriting standards that evaluate cash flow and fair
value of the collateral. The collectibility of real estate and agriculture loans may be adversely affected by
conditions in the real estate and agriculture markets or the general economy. Management monitors and
evaluates real estate and agriculture loans based on collateral, geography and risk criteria.

Commercial loans are undenrritten after evaluating and understanding the borrowe/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 abili$ 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 borrowe/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. lnterest income is accrued on the unpaid principalbalance.

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. ln 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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Notes to Consolidated Financial Statements

Note L Summary of Significant Accounting and Reporting Policies (Continued)

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.
lmpairment 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 fai,r value of the collateral securing the loan 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.

ln situations related to a borrowe/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. ln 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. ln 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.

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, pastdue and classified loans; current period loan charge-offs and recoveries. The
determination also includes qualitative aspects, such as changes in local, regionalor nationaleconomies
or markets, and other factors. Such qualitative factors are highly judgmental and require constant
refinement.

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.
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Notes to Coneolidated Financial Statements

Note 1. Summary of Significant Accounting and Reporting Policies (Continued)

Premises and equipment: Premises and equipment are carried at cost less accumulated depreciation
and amortization. Depreciation expense is computed principally on the straightJine method over the
estimated useful lives of the assets. Land is carried at cost. Leasehold improvements are amortized on a
straight-line basis over the lease period or the estimated useful lives of the related assets, whichever is
shorter. Gains and losses on dispositions are included in other noninterest income or expense.

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.

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.
This amount is included in prepaid expenses and other assets in the consolidated balance sheets.
Subsequent to foreclosure, valuations are periodically performed by management and the assets are
carried at the lower of carrying amount or fair value less the cost to sell. Revenue and expenses from
operations and changes in the valuation allowance are included in other operating expenses.
At December 31, 2016 and 2015, the Company had no other realestate owned.

Goodwill and core deposit intangible assets: Goodwill represents the excess of the purchase price
over the fair value of net assets acquired in business combinations accounted for as purchases. Under
ASC Topic 350, goodwill is not amortized but is tested for impairment on an annual basis, or between
annual tests if an event occurs or circumstances change that would reduce the fair value of the reporting
unit below its carrying amount. The Company's goodwill impairment assessment in 2016 concluded no
impairment existed.

Core deposit intangible assets represent the value assigned to the existing deposits as part of the
Company's acquisitions. The core deposit intangibles have finite lives and are being amortized on a
declining balance basis over 10 years.

Deferred gain on sales leaseback: Bank premises sold and leased back are accounted by the
provisions of ASC Topic 840, under which sale-leaseback transactions that result in the seller retaining
the use of the majority of the property defer the gain on the sale and recognize it over the lease term.

lncome taxes: The Company prepares and reports income tax returns on a consolidated basis. The
Bank continues to record tax provisions and deferrals as a single entity for financial reporting purposes.
lncome taxes are provided for the tax effects of the transactions reported in the consolidated financial
statements and consist of taxes currently due plus deferred taxes related primarily to differences between
the basis of the allowance for possible credit losses, the amortization of identifiable intangibles and
accumulated depreciation. The deferred tax assets and liabilities represent the future tax return
consequences of those differences, which will be either taxable or deductible when the assets and
liabilities are recovered or settled. Deferred tax assets and liabilities are reflected at income tax rates
applicable to the period in which the deferred tax assets or liabilities are expected to be realized or
settled. As changes in tax laws or rates are enacted, deferred tax assets and liabilities are adjusted
through the provision for income taxes.
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Note 1. Summary of Significant Accounting and Reporting Policies (Continued)

A valuation allowance, if needed, reduces deferred tax assets to the expected amount most likely to be
realized. Realization of deferred tax assets is dependent upon the generation of a sufficient level of future
taxable income and recoverable taxes paid in prior years. Although realization is not assured,
management believes it is more likely than not that all of the deferred tax assets will be realized. ln
addition, management does not believe there are any unrecorded deferred tax liabilities that are material
to the financial statements.

Management believes that all significant tax positions utilized by the Company will more likely than not be
sustained upon examination. As of December 31, 2016, the tax years that remain subject to examination
by the major tax jurisdictions under the statute of limitations are from the year 2013 forward (with limited
exceptions). Tax penalties and interest, if any, would be accrued as incurred and would be classified as
tax expense in the consolidated statements of income.

Texas margin tax is recorded in other noninterest expense and totaled approximately $13 thousand and
$16 thousand for the years ended December 31, 2016 and 2015, respectively.

Accounting for stock options and warrants: The Company accounts for its stock options and warrants
as required under U.S. GAAP, which requires that such transactions be recognized as compensation cost
in the consolidated statements of income based on their fair values on the date of the grant. See Note 14
for more information related to stock options and warrants.

Off-balanceeheet credit-related financial instruments: ln the ordinary course of business, the
Company has entered into off-balance-sheet financial instruments consisting of commitments to extend
credit, commercial letters 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, balances due from banks and federalfunds 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.

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.

Revenue recognition: lnterest income and expense are recognized on the accrual method based on the
outstanding balances, respectively. Other revenue is recognized at the time the service is rendered or
transactions occur.

Advertising: Advertising costs are expensed as incurred

Reclassifications: Certain reclassifications were made to the 2015 consolidated financial statement
presentation in order to conform to the 2016 consolidated financial statement presentation with no effect
on reported income or shareholders' equity.

Subsequent events: The Company has evaluated subsequent events for potential recognition and/or
disclosure through May 1, 2017,lhe date the consolidated financial statements were avaihble to be
issued. No subsequent events occurred which would require adjustment or disclosure to the consolidated
financial statements at December 31, 2016 and 2015.
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Note 2. Restrictions on Cash and Amounts Due From Banks

The Company, as a participant of the Federal Reserve System, is required to maintain reserves for the
purpose of facilitating the implementation of monetary policy. These reserves are maintained in the form
of balances held at a pass-through correspondent bank or by vault cash. The Bank's reserve
requirements were approximately $S.S million and $2.2 million at December 31,2016 and 2015,
respectively. Accordingly, cash and due from bank balances were restricted to that extent.

Note 3. Acquisition

The Company acquired Schwertner State Bank (Schwertner) located in Schwertner, Texas, through the
purchase of 100 percent of the outstanding shares of Schwertner common stock. The acquisition was
consummated September 30, 2015, through the exchange of Schwertner stock for a combination of cash
and common stock of the Company. Total consideration paid was approximately $8.4 million.

The acquisition of Schwertner was accounted for under the acquisition method of accounting; therefore,
the assets and liabilities were recorded at their estimated fair values as of the September 30, 2015
acquisition date.

The operating results of the Bank for the year ended December 31, 2015, include the operating results
produced by the acquired assets and assumed liabilities for the period September 30, 2015 to
December 31,2015. The Company distributed to R Bank the assets acquired and liabilities assumed
based on their fair values at the date of acquisition.

The following table reflects the tax effected fair value of the assets purchased and liabilities assumed as
of the purchase date (dollars in thousands):

Book Value Fair Value

Cash and due from banks
lnvestment securities
Loans, net
Premises and equipment, net
Other assets
Deposits
Other liabilities

Net assets acquired
Consideration paid

Excess consideration paid over fair value of net assets

$ 10,079 $
21,349

9,988
751
139

(37,666)
(40)

10,079
21,421
10,058

723
139

(37,007)
(302)

$ 4,600 5,111

9,367
$ 3,256

The excess consideration paid has been recorded as goodwill. The Bank also incurred approximately
$143,000 in direct acquisition costs, which are included in noninterest expense in the consolidated
statement of income at December 31,2015.
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Note 4. Fair Value Disclosures

The Company follows the provisions of 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:

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.

Leve! 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
d isclosu res of certai n financial instru ments.

There were no significant transfers among the three hierarchy levels of input.

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: \A/here 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. lf 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. ln 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.
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Note 4. Fair Value Disclosurcs (Continued)

The following tables summarize assets measured at fair value by class on a recurring basis as reported
on the consolidated balance sheets as of December 31 , 2016 and 2015, segregated by level within the
fair value measurement hierarchy (dollars in thousands):

Level 1

lnputs
Level 2
lnputs

Level 3
lnputs Total

December 31, 2016
Securities available for sale

December 31,2016
lmpaired loans

December 31, 2015
lmpaired loans

$ $ 75,434 $ $ 75,434

December31,2015
Securities available for sale $ $ 81,022 $ $ 81,022

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.

lmpaired loans: The specific reseryes for collateraldependent 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. \A/hen 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. \A/here 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 assumptions not observable in the marketplace, such valuations have been classified as
Level 3.

The following tables summarize assets as of December 31, 2016 and 2015, that are measured at fair
value by class on a nonrecurring basis, are as follows (dollars in thousands):

Level 1

lnputs
Level 2
lnputs

Level 3
lnputs Total

$ $ $ 1,478 $ 1,478

$ $ $ 739 $ 739
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Note 5. Securitiee

Securities have been classified according to management's intent. The amortized cost and estimated fair
values of securities at December 31, 2016 and 2015, are summarized as follows (dollars in thousands):

Amortized
Cost

Gross Gross
Unrealized Unrealized

Gains Losses
Estimated
Fair Value

December 31, 2016
Available for sale:

U.S. government agencies-
mortgage.backed securities

State and political subdivisions

Held to maturity:
U.S. government agencies-

mortgage-backed securities
State and political subdivisions

December 31,2015
Available for sale:

U.S. government agencies-
mortgage-backed securities

State and political subdivisions

Held to maturity:
U.S. government agencies-

mortgage-backed securities
State and political subdivisions

$ 32,667 $ 70 $ (1,068) $ 31,669
765

$ 728 $ $ (1e) $

3't

709
380

Amortized
Cost

Gross
Unrealized

Gains

Gross
Unrealized

Losses
Estimated
Fair Value

$ 38,285 $ 142 $ (402) $ 38,025
42,287 765 (55\ 42,997

$ 80,572 $ 907 $ (+SZ) $ 81,022

$ 1,053 $
2 268

$ (20) $ 1.033
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Note 5. Securities (Continued)

At December 31, 2016, the Company had investment securities carried at approximately $21.8 million
($15.9 million at December 31 , 2015) pledged to secure public funds and for other purposes required or
permitted by law.

The amortized cost and estimated fair value of debt securities at December 31, 2016, by contractual
maturities, are shown below. Actual maturities could differ from contractual maturities because borrowers
may have the right to call or prepay obligations with or without call or prepayment penalties. Mortgage-
backed investments generally will receive both principal and interest payments on a monthly basis
(dollars in thousands).

Held to Maturity Available for Sale
Amortized

Cost
Estimated
Fair Value

Amort2ed
Cost

Estimated
Fair Value

Amounts maturing in:

One year through five years
Five years through 10 years
After 10 years

$ $ $ 21,690 $
22,693

21,660
22,651
31 123
75

2,458
728

2,380
709 165

Gross realized gains and losses on sales of securities available for sale for the years ended
December 31,2016 and 2015, were as follows (dollars in thousands):

2016

Gross realized gains
Gross realized losses

Net gain on sale of securities

182 $

2015

$ 68

12

0893 186
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Note 5. Securities (Continued)

lnformation pertaining to debt securities with gross unrealized losses at December 31, 2016 and 2015,
aggregated by investment category is as follows (dollars in thousands):

Less Than Twelve Months Over Twelve Months Total

Gross

Unrealized
Losses

Estimated
Fair Value

Gross

Unrealized
Losses

Estimated
Fair Value

Gross

Unrealized
Losses

Estimated
Fair Value

December 3{, 2016

Available for sale:

U.S. govemment agencies-
mortgage-backed s€curities

State and political subdivisions

Held to maturity:

U.S. govemment agencies-
mortgage-backed securities

State and political subdivisions

December 31, 2015
Available for sale:

U.S. govemment agencies-
mortgage-backed securities

State and political subdivisions

Held to maturity:

U.S. govemment agendes-
mortgag+backed securities

Strate and political subdivisions

$ (eM) $ 27,3e8 $ (104) $ (1,068) $ 29,187
21

$ (1s) $ 709

145 $ 4,251 $ 402 $ 33,037

1,789 $

595

$

$

21

(1e) $ 709 $

257 $ 28,786 $

$ 20$ 1,03s $ $ 1,033

$

4

$ $ 20

1616

As of December 31 ,2016, there were 99 securities with unrealized losses (61 securities in 2015). 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. ln
addition, the Company does not have the intent to sell these debt securities prior to their anticipated
recovery.

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 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. Declines in the fair value of held-to-
maturity and 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 value associated with credit loss is
recognized in earnings as realized losses.

1,371 $ 44,749 $ 2,3U123) $
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Notes to Consolidated Financial Statements

Note 6. Loans and Allowance for Loan Losses

Loans by portfolio segment at December 31,2016 and 2015, are summarized as follows (dollars in
thousands):

2016 2015

Realestate
Commercial and industrial
Agriculture
Consumer
Other loans

Year Ended December 31, 20tG
Realestate
Commercial and industrial
Agriculture

Year Ended December 31, 2015
Realestate
Commercial and industrial
Agriculture

$ 153,s95 $
127,023

8,782
6,002

186,241
42,665
12,285

1,884
3,186

295,677 246,261
Less allowance for possible credit losses (3,186) (2,855)

$ 292,491 $ 243,406

Loans purchased and sold: ln the normal course of business, the Company acquires and transfers
interests in loans under participation agreements with other financial institutions. Total outstanding loan
participations purchased at December 31, 2016 and 2015, was $1.3 million and $6.4 million, respectively.
Totaloutstanding loan participations sold at December 31, 2016 and 2015, was $16.4 million and
$21.3 million, respectively. Loan participations purchased and sold during the years ended December 31,
2016 and 2015, by portfolio segment are summarized as follows (dollars in thousands):

Participations
Purchased

Durinq the Year

Participations
Sold During

the Year

$ 1,085 $ 4,711
3,349

060

$ 4,650 $ 15,582
2,591

$ 5,240 $ 18,173

229

590

1 314
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Notes to Consolidated Financial Statements

Note 6. Loans and Allowance for Loan Losses (Continued)

Portfolio segments and loan classes: The Company has certain lending policies and procedures in
place that are designed to maximize loan income within an acceptable level of risk. Management reviews
and approves these policies and procedures on a regular basis. The Company's loans are segmented by
type. Diversification of the loan portfolio is a means of managing the risks associated with fluctuations in
economic conditions. ln order to manage the diversification of the portfolio, the Company subsegments
loans into classes. The Company subsegments real estate loans into the following classes: commercial
real estate mortgage, construction and land development, farmland, 14 family residential and multi-family
residential loans. There are no significant subsegments within the commercial and industrial, agriculture,
consumer or other loans. lnformation and risk management practices specific to the Company's loan
segments and classes are as follows.

ReaI estate; The Company makes commercial real estate mortgage loans which are primarily viewed
as cash flow loans and secondarily as loans secured by realestate. The properties securing the
Company's commercial real estate mortgage loans can be owner occupied or nonowner occupied.
Concentrations within the various types of commercial properties are monitored by management in
order to assess the risks in the portfolio. The repayment of these loans is largely dependent on the
successful operation of the property securing the loan or the business conducted on the property and
securing the loan. Accordingly, repayment of these loans may be subject to adverse conditions in the
real estate market or the economy to a greater extent than other types of loans. The Company seeks
to minimize these risks in a variety of ways in connection with underwriting these loans, including
giving careful consideration to the property's operating history, future operating projections, current
and projected occupancy, location and the physical condition of the property.

Construction and land development loans are generally nonowner occupied and are subject to certain
risks attributable to the fact that loan funds are advanced over the construction phase and the project
is of uncertain value prior to its completion. Construction loans are generally based upon estimates of
costs and value associated with the completed project with repayment dependent, in part, on the
success of the ultimate project rather than the ability of the borrower or guarantor to repay the loan.
The Company has undenrriting and funding procedures designed to address what it believes to be
the risks associated with such loans; however, no assurance can be given the procedures will prevent
losses resulting from the risks described above.

The Company extends credit to farmers secured by farmland and improvements thereon. Farmland
includes land known to be used for agricultural purposes such as crop and livestock production.

The Company's realestate lending activities also include the origination of 1-4 family residentialand
multi-family residential loans. The terms of these loans typically range from five to 30 years and are
secured by the properties financed. The Company requires the borrowers to maintain mortgage title
insurance and hazard insurance. \A/hile the Company maintains a portion of the 1-4 family residential
loans for its own portfolio, many are sold into the secondary market.
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Notes to Consolidated Financial Statements

Note 6. Loans and Allowance for Loan Losses (Continued)

. Commercial and industrial: The Company's commercialand industrial loans represent credit
extended to small- to medium-sized businesses generally for the purpose of providing working capital
and equipment purchase financing. Commercial and industrial loans often are dependent on the
profitable operations of the borrower. These credits are primarily made based on the identified cash
flow of the borrower and secondarily on the underlying collateral provided by the borrower. Most
commercial and industrial loans are secured by the assets being financed or other business assets
such as accounts receivable or inventory and may also incorporate a personalguarantee. Some
shorter term loans may be extended on an unsecured basis. ln the case of loans secured by
accounts receivable, the availability of funds for the repayment of these loans may be substantially
dependent on the ability of the borrower to collect amounts due from its customers. The cash flows of
borrowers may not be as expected and the collateral securing these loans may fluctuate, increasing
the risk associated with this loan segment. As a result of the additional complexities, variables and
risks, commercial loans typically require more thorough underwriting and servicing than other types of
loans.

Agriculturc; The Company provides crop production and farm equipment loans to local area farmers.
The Company evaluates these borrowers primarily based on their historical profitability, level of
experience in their particular agricultural industry, overall financial capacity and the availability of
secondary collateral, including crop insurance, to withstand economic and natural variations common
to the industry.

a

a

a

Consumer: The Company's consumer loans include automobile loans and other loans such as home
improvement loans, home equity loans, personal loans (collateralized and uncollateralized) and
deposit account collateralized loans. The terms of these loans typically range from one to 10 years
and vary based on the nature of collateral and size of the loan. Consumer loan repayments are
dependent on the borrowe/s continuing financial stability and, thus are more likely to be adversely
affected by job loss, illness or personal bankruptcy. Furthermore, the application of various federal
and state laws may limit the amount which can be recovered on such loans. To monitor and manage
consumer loan risk, policies and procedures are developed and modified, as deemed appropriate by
management.

Other loans; From time to time, the Company elects to buy from time to time participations in loans
to municipalentities through its correspondent bank, TlB. These loans are secured, are extended to
municipalities in the Company's market area and provide tax-exempt interest income to the
Company. Other loans also include overdrawn deposit accounts.
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Note 6. Loans and Allowance for Loan Losees (Continued)

Past due and nonaccrual loans: The following is an aging analysis of loans, segregated by loan class,
as of December 31 ,2016 and 2015. At December 31,2015, the Company had one commercialand
industrial loan past due 90 days or more and still accruing in the amount of approximately $5 thousand
(dollars in thousands).

Loans 3G89

Daw Past Due

Loans 90 or More

Days Past Due

Total Past-Due

Loans Cunent Loans Total Loans

Accruing

Loans 90 Days

or More Past Due

December 31,2016

R€al estate

Commercial and

industrial

Agriculture

Consumer

Other loans
Total

Docember 31,2015

Real estata

Commercial end

industrial

Agriculture

Consumer

Other loans
Total

$ 218 $

59

10$ 228 $ 153,367 $ 153,595 $ 10

I

59

II

126,964

8,782

5,993

275

127,O23

8,782
6,002

275
277 $ 19$ 296 $ 295,381 $ 295,677 $ 19

Loans 3G'89

Days Past Due

Loans 90 or More

Days Past Oue

Total Past-Due

Loans Cun€nt Loans Totel Loans

Accruing

Loans 90 Days

or More Past Due

$ 876 $ s 876 S 195,127 $ 196,003 $

1510 5 42,496

2,677

1,884

42,511

2,677

1,884

5

For purposes of determining the allowance for possible credit losses, management considers loans in its
portfolio by segment and loan class. Each class of loan requires judgment to determine the estimation
method that fits the credit risk characteristics of its segment or class. To facilitate the assessment of risk,
management reviews reports related to loan production, loan quality, concentrations of credit, loan
delinquencies and nonperforming and potential problem loans. The Company utilizes an independent
third pafi loan review service to review the credit risk assigned to loans on a periodic basis and the
results are presented to management for review.
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Note 6. Loans and Allowance for Loan Losses (Continued)

An analysis of activity in the allowance for possible credit losses, by loan segment, at December 31, 2016
and 2015, is as follows (dollars in thousands).

Year Ended December 31 2016

Commercial
Real estate and lndustrial Agriculture

Consumer
and Other Total

Balance at beginning of year
Provision (credit) for possible credit

losses
Chargeoffs
Recoveries

Net recoveries (charge+ffs)
Balance at year end

Allocation:
Individually evaluated for impairment
Colledively evaluated for impairment

Balance at beginning of year
Provision (credit) for possible credit

losses
Chargeoffs
Recoveries
Net recoveries (charge-offs)
Balance at year end

Allocation:
lndividually evaluated for impairment
Colleclively evaluated for impairment

$ 2,275 $

518

490 $ 31 $ 59 $ 2,8s5

74
(211)

(18) 1

(40)

7

575
(251)

7

$ 1,s51 $
1,242

-$
353

-$
't3

1,551

1,635
$

27

Year Ended December 31 20't5

Real estate
Commercial

and lndustrial Aqdculture
Consumer
and Other Total

$ 2,300 $ 288 $

107
(132)

$

1$ 19 $ 2,608

56
(20)

4

30202

5931490
$739

536
$

395
(152)

4

$ $ 739
2,116

a

The allocation in the tables above is not necessarily indicative of the loan class in which future losses
may occur. Generally, the total allowance is available to absorb losses from any segment or class of
loans.

Risk grading: As part of the on-going monitoring of the credit quality of the Company's loan portfolio and
methodology for calculating the allowance for possible credit losses management assigns and tracks loan
grades to be used as credit quality indicators. The following is a general description of the loan grades
used as of December 31, 2016 and 2015.

Pass.'This category indicates prudent underwriting and a normal amount of risk. The range of risk
within these credits can vary from little to no risk with cash securing a credit, to a level of risk that
requires a strong secondary source of repayment on the debt. Pass credits with a higher level of risk
may be to borrowers that are highly leveraged, undercapitalized or in an industry or economic area
that is known to carry a higher level of risk, volatility or susceptibility to weaknesses in the economy.
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Note 6. Loans and Allowance for Loan Losses (Continued)

o Other assets especially mentioned (or watch) (OAEM): Assets in this category contain more than
the normal amount of risk and are referred to as OAEM, in accordance with regulatory guidelines.
These assets possess clearly identifiable temporary weaknesses or trends that, if not corrected or
revised, will result in a condition that exposes the Company to higher level of risk of loss.

a Substandard: Assets in this category have unsatisfactory credit quality with well-defined weaknesses
or weaknesses that jeopardize the liquidation of the debt. Generally, assets in this category are
inadequately protected by the current sound worth and paying capacity of the obligor or the collateral
pledged, if any. Typically, these credits are characterizedby the distinct possibility that the Company
will sustain some loss if the deficiencies are not corrected. Often, the assets in this category will have
a valuation allowance representative of management's estimated loss that is probable to be incurred.

Douhtful: Assets in this category are placed on nonaccrual status and may be dependent upon
collateral having a value that is difficult to determine or upon some near-term event which lacks
certainty. Generally, these credits will have a valuation allowance based upon management's best
estimate of the losses probable to occur in the liquidation of the debt.

a Loss.'Assets in this category are considered uncollectible and of such little value as to question their
continued existence as assets on the Bank's financial statements. Such assets are to be charged off
or charged down when payment is acknowledged to be uncertain or when the timing or value of
payments cannot be determined. This category does not intend to imply that the debt, or some
portion of it will never be paid, nor does it in any way imply that the debt will be forgiven.

The following table presents risk grades by loan class at December 31 , 2016 and 2015. The Company
had no loans classified as loss at December 31, 2016 and 2015 (dollars in thousands).

Pass OAEM Substandard Doubttul Total Loans
Decomber 31, 2016

a

Real estate

Commercial and industrial
Agriculture
Consumer
Other loans

Total

December 31, 2015

Real estate
Commercial and industrial
Agriculture
Consumer
Other loans

Total

s 150,516 $
126,794

8,782
3,986

275

1,200 $

2,016

1,879 $
229

$ 153,595
't27,023

8,782
6,002

275
$ 290,353 $ 3,216 $ 2,108 $ $ 295,677

$ 180,091 $
42,087
12,285

1,884

186

3,762 $ 2,388 $
191 162

$ 186,241
42,665
12,285

1,884

186

225
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Note 6. 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, 2016
and 2015, is as follows (dollars in thousands):

December 31 2016
Total

Recorded
lnvestment
and Unpaid

Balance

Real estate
Commercial and

industrial
Agriculture
Consumer
Other loans

$ u2$ 709 $ 1,551 $ 73 $ 1,145

$ 8r''2$ 709 $ 1,551 $ 73$ 1,145

December 31 2015
Total

Recorded
lnvestment
and Unpaid

Balance

Realestate $ 739 $ - $ 739 $ - $ 370
Commercial and

industrial
Agriculture
Consumer
Other loans

During the years ended December 31, 2016 and 2015, the Company did not recognize any significant
interest income on impaired and nonaccrual loans.

lncluded in impaired and nonaccrual loans above are loans totaling to $1.6 million and $739 thousand at
December 31, 2016 and 2015, respectively, that have been modified in a troubled debt restructuring and
consist entirely of commercial real estate loans. 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. The Company 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. As of December 31 ,20'16 and 2015, no loans that had
been modified within the previous year defaulted in the current year.

Recorded
lnvestment

With No

Allowance

Recorded
lnvestment

with
Allowance

Related
Allowance

Average
Recorded

lnvestment

Recorded Recorded
lnvestment lnvestment

With No With
Allowance Allowance

Related
Allowance

Average
Recorded

lnvestment
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Note 6. Loans and Allowance for Loan Losees (Continued)

The Company's recorded investment in loans as of December 31, 2016 and 2015, 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):

December 31 2016
Real

Estate
Commercial

and lndustrial Aqriculture
Consumer
and Other

Total
Loans

Loans indMdually evaluated
for impairment

Loans colledively evaluated
for impairment

$ 1,551 $ $ $ 1,551

152,044 127,023 8,782 6,277 294,126

December 31 201 5

Real Commercial
and lndustrial Agriculture

Consumer
and Other

Total
LoansEstate

Loans individually evaluated
for impairment

Loans colledively evaluated
for impairment

$ 739 $

195

Land
Building
Leasehold improvements
Furniture, fixtures and equipment
Construction in progress

Less accumulated depreciation and amortization
Premises and equipment, net

$ $ $ 739

2451

Note 7. Premises and Equipment

Premises and equipment consist of the following at December 31 , 2016 and 2015 (dollars in thousands):

2016 2015

$$

813
4,599

88

1,278
5,701

724
4,021

215
5,500 1 1,939

3 195
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Note 8. Goodwill and Other lntangibleAssets

The Company has recorded goodwill that is not subject to amortization, and identifiable core deposit
intiangibles, which are being amortized on a straight-line basis over the estimated useful life, determined
by management to be 10 years. Management determined no impairment existed on these intangibles at
December 31, 2016. Goodwill and core deposit intangibles, net of accumulated amortization, are as
follows at December 31 , 2016 and 2015 (dollars in thousands):

Gross
lntangible Assets

Accumulated
Amortization

Net lntangible
Assets

December 31, 2016
Goodwill
Core deposit intangibles

Years ending December 31

2017
2018
2019
2020
2021
Thereafter

Net balance at December 31,2014:
Amortization
Acquisition of Schwertner State Bank (Note 3)

Net balance at December 31, 2015:
Adjustment to goodwill
Amortization

Net balance at December 31, 2016

$ 4,667 $
1 669

$ 4,667

1

,l

Core Deposit
lntanqible Goodwill

1

1

December 31, 2015
Goodwill
Core deposit intangibles

$ 4,639 $ $ 4,639
15

6 054

The future remaining amortization expense related to the core deposit intangibles will be approximately
as follows at December 31, 2016 (dollars in thousands):

$ 167

167

167

167

167

353
$ t,tas

Activity for the goodwill and core deposit intangible assets for the years ended December 31, 2016 and
2015, is as follows (dollars in thousands):

$ 884 $
(127)
659

1,383

3 256
1,416

(228)

4,639
28

29
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Note 9. Deposits

The aggregate amount of time deposits in the amount of $250 thousand or more at December 31, 2016
and 2015, totaled approximately $42.1 million and $30.2 million, respectively.

At December 31, 2016, the scheduled maturities of all time deposits are as follows (dollars in thousands)

Years ending December 31

2017
2018
2019
2020
2021 88

$ 96,180

The Company had no brokered deposits or major concentrations of deposits from any single or related
groups of depositors at December 31, 2016 and 2015. Overdrawn deposit accounts at December 31,
2016 and 2015 totaled approximately $11 thousand and $32 thousand, respectively, and have been
included in other loans.

Note 10. Borrowings

Federa! Home Loan Bank advances: The Company had available borrowings at December 31, 2016
and 2015, through the Federal Home Loan Bank of approximately $123.1 million and $113.1 million,
respectively, which are secured by a blanket lien on certain real estate and commercial loans. At
December 31,2016, the Company had $15.0 million in outstanding advances on this credit facility. At
December 31,2015, there were no borrowings outstanding on this credit facility.

Available lines of credit: At December 31,2015, the Company had available unsecured over-night
federal funds of credit with one correspondent bank aggregating $5.5 million, which was increased to
$15.0 million during 20't6. The Company did not have any outstanding borrowings on the line at
December 31,2016 and 2015.

Note payable: On August 23,2015, the Company entered in to a note agreementwith an unrelated bank
for $8.0 million and advanced $8.0 million, which is the amount outstanding as of December 31, 2016 and
2015. The maturity date of the note is August 23,2017 , and the interest rate is Wall Street Joumal prime
rate plus 0.50 percent. Accrued and unpaid interest will be paid quarterly and principal is due in full at
maturity. The note is collateralized by the common stock of R Bank. The note includes various financial
covenants related to capital ratios, classified assets and return on assets.

Note 11. lncome Taxes

The components of the Company's provision for federal income tax expense for the years ended
December 31, 2016 and 2015, are as follows (dollars in thousands):

2016 2015

$ 65,069
15,109
15,914

$ 1,456 $ 't78
(1,282) (93)

$1?4$85

Current income tax
Deferred income tax

Federal income tax expense
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Note 1{. lncome Taxes (Continued)

Federal income tax expense at the statutory rate of 34 percent for the years ended December 3'1, 2016
and 2015, for the Company differs from the federal income tax expense for financial reporting purposes
as follows (dollars in thousands):

2016 2015

Federal income tax expense calculated at statutory rate
lncrease (decrease) resulting from:

Nondeductible dues, meals and entertainment and other
Tax exempt
Stock-based compensation and other

Federal income tax expense

$ 537 $

(365)
37

376

34
(303)

85

Deferred income taxes are provided for differences between the financial statement carrying amount of
existing assets and liabilities and their respective tax bases. Management believes it is more likely than
not the full tax benefit of deferred tax assets will be realized; therefore, no valuation allowance was
considered necessary at December 31, 2016 and 2015. Deferred tax assets and liabilities at
December 31, 2016 and 2015, are as follows (dollars in thousands):

2016 2015
Deferred tax assets (liabilities) :

Net operating loss and credit carryforwards
Allowance for possible credit losses
Transaction costs
Core deposit intangible
Unrealized (gain) loss on securities
Deferred gain

Depreciation
Other

Net deferred tax asset $ 2,012 $

$ 267 $
1,050

194
(410)

378
1,184
(888)

237

115
971
138

(4e0)
(153)

40
(60e)

187
199

Notel2. Commitmentsand ContingentUabilities

Funded loan commitments: ln the normal course of business, the Company enters into various
transactions, which, in accordance with U.S. GAAP, are not included in its consolidated balance sheets.
The Company through its Bank subsidiary enters into these transactions to meet the financing needs of
its customers. These financial instruments include commitments to extend credit at both fixed and
variable rates of interest. Those instruments involve, to varying degrees, elements of credit and interest
rate risk in excess of the amounts recognized in the consolidated financial statements. The contract or
notional amounts of those instruments reflect the extent of the involvement the Company has in particular
classes of financial instruments. The Company's exposure to credit loss in the event of nonperformance
by the other party to the financial instrument for commitments to extend credit is represented by the
contractual notional amount of those instruments. The Company uses the same credit policies in making
these commitments and conditional obligations as it does for on-balance-sheet instruments.

31



R Corp Financialand Subsidiary

Notes to Consolidated Financial Statements

Note 12. Commitments and Contingent Liabilities (Continued)

The Company evaluates each custome/s credit worthiness on a case-by-case basis. The amount of
collateral obtained, if considered necessary by the Company upon extension of credit, is based on
management's credit evaluation of the customer.

The following is a summary of the various financial instruments whose contract amounts represent credit
risk at December 31, 2016 and 2015 (dollars in thousands):

2016 2015

Commitments to extend credit s 62.470 $ 67,529

Standby letters of credit $ 1,061 $ 767

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

Standby letters of credit are conditional commitments issued by the Company to guarantee the
performance of a customer third party. The credit risk involved in issuing letters of credit is essentially the
same as that involved in extending loan facilities to its customers.

Some of the loans that have outstanding commitments may be subject to participation agreements in
which the Bank will sell a percentage of the commitment when funded, pursuant to the participation
agreement.

Lease commitments: Future minimum lease commitments by year and in the aggregate under
noncancelable related-party operating leases are as follows at December 31,2016 (dollars in thousands)

Years ending December 31

2017
2018
2019
2020
2021
Thereafter

1,205
1,199

995
417
417

2,984
$ t,z'tz

It is expected that in the normal course of business, leases that expire will be renewed or replaced by
leases on approximately the same terms and conditions if available. Total rent expense was
approximately $606 thousand and $549 thousand forthe years ended December 31, 2016 and 2015,
respectively.

Legal matters: The Company is subject to claims and lawsuits which arise primarily in the ordinary
course of business. Based on information presently available and advice received from legal counsel
representing the Company, it is the opinion of management that the disposition or ultimate determination
of such claims and lawsuits will not have a material adverse effect on the consolidated financial position
of the Company.

$
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Note13. Related-PartyTransactions

ln the ordinary course of business, the Company has and expects to continue to conduct routine banking
business with related parties, including its executive officers, directors, shareholders and their affiliates in
which they directly or indirectly have 5 percent or more beneficial ownership.

Loans: ln the opinion of management, loans to related parties were entered into in the ordinary course of
business, and were made on the same terms and conditions as similar transactions with unaffiliated
persons. Loans to such borrowers as ofand forthe years ended December 31, 2016 and 2015, are
summarized as follows (dollars in thousands):

2016 2015

Balance at beginning of the year:

New loans during the year

Repayments during the year
Balance at end of the year

$$ 837
750

775
157

(311) (95)

$ 1,276 $ 837

Unfunded commitments: At December 31 ,2016 and 2015, the Company had no unfunded
commitments to related parties.

Deposits: The Company held deposits from related parties that totaled approximately $28.9 million and
$14.8 million at December 31, 2016 and 2015, respectively.

Rents: Beginning November 1,2014, the Company made rental payments to a related party under a
1S-year lease in the amount of approximately $30 thousand per month. The rent increases at month 61 to
$30,750 per month and again at month 121 lo $32 thousand per month. The leased proper$ is used as a
Bank branch location and for corporate operations.

A corresponding sublease has been executed with a second related party under which the Company will
receive $5,200 per month for five years. Under the agreement the related party subtenant is granted the
option to extend the term for two additional terms of five years with rents escalating to $5,500 and the
$5,800 for each consecutive extension.

During 2016, the Company sold five of its branch locations for cash to an investor group, which included
current shareholders. The sales price was $8.5 million, which was an amount equal to current
independent property appraisals of the locations sold. The Company then leased the locations back from
the investor group under operating leases with market rental rates and terms. The transaction resulted in
a gain on sale of $2.3 million, of which $137 thousand has been recognized in income during the year
ended December 31, 2016, and $2.1 million remains deferred at December 3'1, 2016, and will be
recognized over the terms of the leases which extend over the next three years.

Note 14. Equity Awards

Stock options and stock warrants: The Bank adopted a stock option plan (the Plan) under which
options to purchase shares of the Bank's common stock may be granted to employees and directors at a
price established at the date of grant. ln 2014, as a result of the holding company formation, the Plan was
adopted by the Company. The Company has reserved 180,000 shares of common stock for issuance
under the Plan and, at December 31 , 2016 and 201 5, options representing 96,200 and 1 1 0,700 shares,
respectively, were available for future grant.
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Note'14. EquityAwards(Continued)

Cash received in exercise of share options during the years ended December 31 , 2016 and 201 5, was
$56 thousand and $38 thousand, respectively.

As remuneration for services provided by each of the directors who organized the opening of the Bank,
the Bank issued warrants to acquire shares of Bank common stock to each organizer in October 2009.
Each warrant entitles the holder to acquire one share of the common stock at a price of $10.00 per share
which was considered by management to be equal to the fair market value of the stock. \Mten the holding
company was capitalized in 2014, the warrants were converted to entitle directors to purchase shares of
Company common stock. These warrants vested upon issuance and must be exercised within 10 years
from the date of grant. During the year ended December 31, 2015, 90,000 warrants were exercised and
cash received by the Company in exercise of warrants was $900 thousand. At December 31, 2016 and
2015, 86,500 warrants were issued and outstanding to Bank organizers. At December 31, 2016 and
2015, the intrinsic value associated with these warrants totaled approximately $1.6 million.

The table below sets forth pertinent information regarding Company stock options for the years ended
December 31,2016 and 2015:

2016 2015
Number of
Shares of
Underlying

Options

Weighted-
Average

Exercise Prices

Number of
Shares of
Underlying

Options

Weighted-
Average

Exercise Prices

Outstanding at beginning of the year:

Granted
Exercised

Outstanding at end of the year:

Exercisable at end of the year

(2,284)
71,016

s8,800
14,500

56,516

22.27
28.04
24.17
23.39

48,050
14,500
(3,750)

15.57

28.04
10.00
22.27

$
$
$
$

$

$

58 800

22.20 57 300

28.U 500

$

$
$
$

$

$14,500

22.12

28.UUnvested at end of the year

The following table summarizes information about stock options outstanding at December 31, 2016:

Options Outstanding Options Exercisable

Exercise
Price

Number
Outstandinq

lntrinsic
Value Per

Option

Weighted-
Average

Remaining
Contractual

Life
Number

Outstandino

Weighted-
Average
Exercise

Prices

!ntrinsic
Value Per

Option

$
$
$

10.00
21.00
28.04

2,s00 $
40,516 $
28,000 $
71,016

4.0 years

7.4 years
9.4 years

2,500 $
40,516 $
13,500 $

10.00 $
21.00 $
28.04 $

18.04
7.04

18.04
7.U

8.1 years
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Note 14. Equity Awards (Continued)

The total intrinsic value for all options outstanding at December 31, 2016 and 2015, is $330 thousand and
$339 thousand, respectively, which is attributable to vested options.

A summary of changes in unvested options for the years ended December 31, 2016 and 2015, is as
follows:

2016 2015
Number of
Shares of
Underlying

Options

Weighted-
Average

Grant Date
Fair Value

Number of
Shares of
Underlying

Options

Weighted-
Average

Grant Date
Fair Value

Unvested outstanding at beginning of year:
Granted
Vested

Unvested outstanding at end of year

1,500 $
14,500 $

$
$
$

,l 500

2.41
0.86
2.41

750
14,500

1.79
2.41
2.38

4.560/o

10.00o/o

2.45o/o

9 years

The fair value of each option grant is estimated on the date of grant using the Black-Scholes option
pricing model. For options granted in 2016, the following assumptions were used:

Dividend yield

Expected volatility
Risk-free interest rate
Expected life in years

For options granted, compensation costs are recognized in the consolidated statements of income based
on their fair values on the date of the grant. For the years ended December 31 , 2016 and 2015,
compensation expense of $15 thousand and $33 thousand, respectively, was recorded. As of
December 31, 2016, there was approximately $1 thousand of total unrecognized compensation expense
related to the stock-based compensation arrangements. That cost is expected to be recognized in the
Company's consolidated statement of income in 2017.

ln February 2017,hhe Company approved the modification of the Non-Qualified Stock Option Award
Agreement and 2014 Stock Option lncentive Plan to extend the option term from 10 years to 15 years for
grants originating in 2017 and beyond.

Note 15. Employee Benefit Plan

The Bank provides a 401(k) benefit plan (the 401(k) Plan) for all eligible employees. The Bank may make
discretionary contributions under the 401(k) Plan. Company contributions to the 401(k) Plan totaled
$109 thousand and $84 thousand for the years ended December 31, 2016 and 2015, respectively.
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Note 16. Regulatory Mattens

Regulatory capita!: The Company and Bank are subject to various regulatory capital requirements
administered by state and federal banking agencies. Capital adequacy guidelines and, additionally for
banks, prompt corrective action regulations involve quantitative measures and risk weighting 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 components,
risk weighting and other factors.

Failure to meet the minimum regulatory capital requirements can initiate certain mandatory and possible
additional discretionary actions by regulators that if undertaken, could have a direct material effect on the
Bank's financialstatements. Management believes, as of December 31, 2016, that the Bank meets allthe
capital adequacy requirements to which it is subject.

ln April 2014, the federal bank regulators approved final rules which revised the risk-based capital
requirements applicable to banks under the prompt corrective action framework. These rules became
effective for the Company on January 1,2015 (subject to a phase-in period for certain provisions). These
rules introduce a new regulatory capitaldefinition called Common Equity Tier I Capital. The table on the
following page includes the Common Equity Tier I Capital ratio as of December 31, 2016 and 2015, and
revised capital ratios effective with the new rules.

At December 3'l, 2015, the date of the most recent regulatory examination, the Bank was considered well
capitalized under the prompt corrective action provisions. As of December 31, 2016, the Bank continued
to meet the requirements for a well-capitalized financial institution under the regulatory framework for
prompt corrective action. To remain categorized as well capitalized, the Bank must maintain certain
minimum total risk-based, Tier I risk-based, Common Equity Tier 1 Capital and Tier I leverage capital
ratios. There are no conditions or events since December 31, 2016 that management believes have
changed the Bank's category.
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The following is a summary of capital ratios for the Bank as of December 31, 2016 and 2015 (dollars in
thousands):

Actual
Minimum Res€rue Required
Besel lll Curent Phase ln

Minimum Required

Basel lll Full Phase ln

Minimum Required

Basel lll Full Phase ln

Amount Ratio Amount Ratio Amount Ratio Amount Ratio

Benk Only-2016
Total Capitalto Risk-

Weighted Assots

Tier 1 Capital to Risk-

Weighted Ass€ts

Common Equity Tier 1 to

Rlsk-Weighted Assets

Ti6r'l Capital to Adjusted

Total Assets
(Leverage Ratio)

$ 38,934

35,748

35,748

123%

11.3o/o

l'.t.30/o

s 27,333

20,995

16,241

$ 33,275

26,937

22,183

10.5%

8.5%

7.0o/o

4.Oo/o

$ 31,691

25,353

20,599

10.00/6

8.0%

6.5%

5.O%

8.60/6

6.6%

5.10/o

4.Oo/o35,748 8.80/5

Ac{ual

16,285

Minimum Reservo Required

Besel lll CunEnt Phass ln

16,285

Minimum Required

Bas6l lll Full Phase ln

20,357

Minimum Requir€d

Basel lll Full Phase ln

Amount Ratio Amount Ratio Amount Ratio Amount Ratio

Bank Only--2015
Total Capitalto Rbk-

Weighted A$ets
Tisr 1 Capital to Risk-

Weighted Asseb
Common Equity Tier 1 to

Risk-Weightad Ass€ts

Tier 1 Capital to Adjusted

Total Ass€E

(Leverage Retio) 35,481 9.5% 14,925 4.O% 18,657 5.O%

$ 38,336

35,481

35,481

13.3%

12.1o/o

12.4o/o

$ 22,98s

't7,239

12,929

30,'t68

24,421

20,112

10.504

8.5%

7.0%

28,731

22,985

18,675

'to.ivo

8.0o/o

6.5%

8.0%

6.0%

4.SVo

14,925 4.0%
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