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Annual Report of Holding Companies—FR Y-6

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. § 1844(c)(1)(A)); sections 8(a)
and 13(a) of the International Banking Act (12 U.S.C. §§ 3106(a)
and 3108(a)); sections 11(a}(1), 25, and 25A of the Federal
Reserve Act (12 U.S.C. §§ 248(a)(1), 602, and 611a); and sec-
tions 113, 165, 312, 618, and 809 of the Dodd-Frank Act (12 U.S.C.
§§ 5361, 5365, 5412, 1850a(c)(1), 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 the require-
ments of and is not treated as a qualifying foreign banking orga-
nization under Section 211.23 of Regulation K (12 C.FR. §
211.23). (See page one of the general instructions for more detail
of who must file.) The Federal Reserve may not conduct or spon-
sor, and an organization (or a person) is not required to respond
to, an information collection unless it displays a currently valid
OMB control number.

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

I,CHARLES ROGAN

Name of the Holding Company Director and Official

DIRECTOR & PRESIDENT

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

With respect to information regarding individuals contained in this
report, the Reporter certifies that it has the authority to provide this
information to the Federal Reserve. The Reporter also certifies
that it has the authority, on behalf of each individual, to consent or
object to public release of information regarding that individual.
The Federal Reserve may assume, in the absence of a request for
confidential treatment submitted in accordance with the Board's
"Rules Regarding Availability of Information," 12 C.F.R. Part 261,
that the Reporter and individual consent to public release of all
de!af'IS(ﬁﬁI thﬁ"?r 't conce, erning that rndrwdual

/) (74
Signaturé@)ﬂo‘ding\gomyany Director and. (0] mal
7-a34/S

Date of Signature

Date of Report (top-tier holding company's fiscal year-end):
December 31, 2017

Month / Day / Year

N/A
Reporter's Legal Entity Identifier (LEI) (20-Character LEI Code)

Reporter's Name, Street, and Mailing Address

LAGUNA MADRE BANCSHARES, INC.

Legal Title of Holding Company

PO BOX 3640

(Mailing Address of the Holding Company) Street / P.O. Box
South Padre Island TX

City State

709 PADRE BLVD

Physical Location (if different from mailing address)

78597
Zip Code

Person to whom questions about this report should be directed:
CHARLES ROGAN PRESIDENT

Name Title

956-761-7958

Area Code / Phone Number / Extension
956-761-5921

Area Code / FAX Number
CROGAN@FNBSPI.COM

E-mail Address

N/A

Address (URL) for the Holding Company's web page

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

is included with the FR Y-6 report

[ will be sent under separate cover

[ is not prepared

For Federal Reserve Bank Use Only

RSSD ID
C.l

0=No

1=Yes| 0

Is confidential treatment requested for any portion of
this report submission? .............ccooiiiiiiiiii .

In accordance with the General Instructions for this report
(check only one),

1. a letter justifying this request is being provided along
with the Teport q. v mmmmaissmremmaris s s v |:|

2. a letter justifying this request has been provided separately ... I:l

NOTE: Information for which confidential treatment is being requested
must be provided separately and labeled
as "confidential "

Public reporting burden for this information collection is estimated to vary from 1.3 to 101 hours per response, with an average of 5.50 hours per response, including time to gather and
maintain data in the required form and to review instructions and complete the information collection. Send comments regarding this burden estimate or any other aspect of this collection of
information, including suggestions for reducing this burden to: Secretary, Board of Governors of the Federal Reserve System, 20th and C Streets, NW, Washington, DC 20551, and to the

Office of Management and Budget, Paperwork Reduction Project (7100-0297), Washington, DC 20503.
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For Use By Tiered Holding Companies

FRY-6
Page 2012

Top-tiered holding companies must list the names, mailing address, and physical locations of each of their subsidiary holding companies

below.

LAGUNA MADRE PELAWARE BANCSHARES, INC.

Legal Title of Subsidiary Holding Company

30 OLD RUDNICK LANE

Legal Title of Subsidiary Holding Company

(Mafiing Address of the Subsidiary Holding Company} Street / P.O, Box

DOVER DE 19801

(Mailing Address of the Subsidiary Holding Company} Streat / P.0, Box

City State Zip Code

City Siate Zip Code

Physical Location {if diiferent from mailing address)

Physical Location (if different from mailing address)

Legal Titie of Subslidiary Holding Company

Legal Tifle of Subsidiary Holding Company

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

(Mailing Address of the Subsidiary Holding Company) Street / P.C. Box

City State Zip Code

City State Zip Cede

Physlcal Location (if different from mailing address)

Physical Lecation (if different fram mailing address)

Legal Title of Subsidiary Holding Company

Lagal Tille of Subsidiary Holding Company

(Mailing Addrass of the Subsidiary Holding Company) Street / P.O. Box

{Mailing Address of the Subsidiary Holding Company) Street / R.O. Box

City State Zip Code

City State Zip Code

Physical Location (if different from mailing address)

Physica! Logation {if differant from mailing address)

Legal Title of Subsidiary Holding Company

Lagal Title of Subsidlary Holding Company

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

{Malling Address of the Subsidiary Holding Company) Street / P.O. Box

Cliy State Zip Code

City State Zip Code

Physical Location {if different from maiiing address)

Physical Location (if different from mailing address)

12/2012



LAGUNA MADRE BANCSHARES, INC.
South Padre Island, Texas
Annual Report - Form FR Y-6
Fiscal Year Ending December 31, 2017

Report ltem 1: Annual Report to Shareholders

See attached audited financial statements.



LAGUNA MADRE BANCSHARES, INC.
South Padre Island, Texas
Annual Report - Form FR Y-6
Fiscal Year Ending December 31, 2017

Report ltem 2: Organization Chart

LAGUNA MADRE BANCSHARES, INC.
South Padre Island, Texas
Incorporated in Texas

LAGUNA MADRE DELAWARE BANCSHARES, INC.
(100% owned by Laguna Madre Bancshares, Inc.)
Dover, Delaware
Incorporated in Deleware

FIRST NATIONAL BANK OF SOUTH PADRE ISLAND
(100% owned by Laguna Madre Delaware Bancshares, Inc.)
South Padre Island, Texas
Incorporated in Texas

Note: First National Bank of South Padre Island has no direct or indirect
ownership or control of any companies. No LEl is available for any of the entities
in the organization.



Results: A list of branches for your depository institution: FIRST NATIONAL BANK OF SOUTH PADRE ISLAND (ID_RSSD: 346566).
This depository institution is held by LAGUNA MADRE DELAWARE BANCSHARES, INC. (2524229) of DOVER, DE.
The data are as of 12/31/2017. Data reflects information that was received and processed through 01/10/2018.

Reconciliation and Verification Steps
1. In the Data Action column of each branch row, enter one or more of the actions specified below
2. If required, enter the date in the Effective Date column

Actions

OK: If the branch information is correct, enter 'OK' in the Data Action column.

Change: If the branch information is incorrect or incomplete, revise the data, enter 'Change’ in the Data Action column and the date when this information first became valid in the Effective Date column.
Close: If a branch listed was sold or closed, enter 'Close' in the Data Action column and the sale or closure date in the Effective Date column.

Delete: If a branch listed was never owned by this depository institution, enter 'Delete’ in the Data Action column.

Add: If a reportable branch is missing, insert a row, add the branch data, and enter'Add' in the Data Action column and the opening or acquisition date in the Effective Date column.

If printing this list, you may need to adjust your page setup in MS Excel. Try using landscape orientation, page scaling, and/or legal sized paper.

Submission Procedure

When you are finished, send a saved copy to your FRB contact. See the detailed instructions on this site for more information.

If you are e-mailing this to your FRB contact, put your institution name, city and state in the subject line of the e-mail.

Note:

To satisfy the FR Y-10 reporting requirements, you must also submit FR Y-10 Domestic Branch Schedules for each branch with a Data Action of Change, Close, Delete, or Add.

The FR Y-10 report may be submitted in a hardcopy format or via the FR Y-10 Online application - https://y10online.federalreserve.gov.

* FDIC UNINUM, Office Number, and ID_RSSD columns are for reference only. Verification of these values is not required.

Data Effective |Branch Service |Branch FDIC Office Head Office

Action |Date Type ID_RSSD* |Popular Name Street Address City State Zip Code |County Country UNINUM*  |Number* Head Office ID_RSSD* Comments
Full Service FIRST NATIONAL BANK OF SOUTH PADRE 78597-

OK (Head Office) 346566({SOUTH PADRE ISLAND 709 PADRE BLVD. ISLAND X 6612 CAMERON |UNITED STATES |17265 0 FIRST NATIONAL BANK OF SOUTH PADRE ISLAND 346566

OK Full Service 2330318|PORT ISABEL BRANCH 218 EAST QUEEN ISABELLA |PORT ISABEL TX 78578 CAMERON |UNITED STATES [257722 1 FIRST NATIONAL BANK OF SOUTH PADRE ISLAND 346566




Results: A list of branches for your depository institution: FIRST NATIONAL BANK OF SOUTH PADRE ISLAND (ID_RSSD: 346566).

This depository institution is held by LAGUNA MADRE BANCSHARES, INC. (2524210) of SOUTH PADRE ISLAND, TX.
The data are as of 12/31/2017. Data reflects information that was received and processed through 01/10/2018.

Recon ion and Verification Steps
1. In the Data Action column of each branch row, enter one or more of the actions specified below
2. If required, enter the date in the Effective Date column

Actions

OK: If the branch information is correct, enter 'OK' in the Data Action column.
Change: If the branch information is incorrect or incomplete, revise the data, enter 'Change' in the Data Action column and the date when this information first became valid in the Effective Date column.
Close: If a branch listed was sold or closed, enter 'Close’ in the Data Action column and the sale or closure date in the Effective Date column.
Delete: If a branch listed was never owned by this depository institution, enter 'Delete' in the Data Action column.
Add: If a reportable branch is missing, insert a row, add the branch data, and enter 'Add' in the Data Action column and the opening or acquisition date in the Effective Date column.

If printing this list, you may need to adjust your page setup in MS Excel. Try using landscape orientation, page scaling, and/or legal sized paper.

Submission Procedure
When you are finished, send a saved copy to your FRB contact. See the detailed instructions on this site for more information.
If you are e-mailing this to your FRB contact, put your institution name, city and state in the subject line of the e-mail.

Note:

To satisfy the FR Y-10 reporting requirements, you must also submit FR Y-10 Domestic Branch Schedules for each branch with a Data Action of Change, Close, Delete, or Add.
The FR Y-10 report may be submitted in a hardcopy format or via the FR Y-10 Online application - https://y10online.federalreserve.gov.

* FDIC UNINUM, Office Number, and ID_RSSD columns are for reference only. Verification of these values is not required.

Data Branch Service  [Branch FDIC Office Head Office

Action |Effective Date |Type ID_RSSD* [Popular Name Street Address City State [Zip Code [County Country UNINUM* |Number* [Head Office ID_RSSD*  |C
Full Service (Head FIRST NATIONAL BANK OF SOUTH PADRE 78597-

OK Office) 346566{SOUTH PADRE ISLAND 709 PADRE BLVD. ISLAND X 6612 CAMERON [UNITED STATES (17265 0 FIRST NATIONAL BANK OF SOUTH PADRE ISLAND 346566

oK Full Service 2330318|PORT ISABEL BRANCH 218 EAST QUEEN ISABELLA |PORT ISABEL TX 78578 CAMERON [UNITED STATES |257722 1 FIRST NATIONAL BANK OF SOUTH PADRE ISLAND 346566




LAGUNA MADRE BANCSHARES, INC.
South Padre Island, Texas
Annual Report - Form FR Y-6
Fiscal Year Ending December 31, 2017

Report Item 3: Shareholders

Current Shareholders with ownership, control or holdings of
5% or more with power to vote as of fiscal year ending 12-31-2017.

(1)(b) (1)(c)

Country of Number & Percentage of
(1)(a) Citizenship or each class of Voting
Name & Address Incorporation Securities
Estate of Melvin Chapman
Executor: Stuart Chapman
South Padre Island, Texas USA. 25,237 — 16.825%
Common stock

Dennis Franke
South Padre Island, Texas USA. 32,158 - 21.459%
Common stock

Richard Franke .
South Padre Island, Texas U.S.A. 32,058 - 21.372%
Common stock

Herbert L. Schwarz
Ft. Worth, Texas U.S.A. 17,697 — 11.798%
Common stock

Bill D. Thornton
South Padre Island, Texas U.S.A. 13,199 -8.799%
Common stock



LAGUNA MADRE BANCSHARES, INC.
South Padre Island, Texas
Annual Report - Form FR Y-6
Fiscal Year Ending December 31, 2017

Report Item 3: Shareholders (Continued)

McDaniel Nevada Irrv.

Trust

Barbara A. McDaniel, Trustee

Henderson, NV USA. 27,651 —18.434%
Common stock

Shareholders not listed in 3(1){a) through 3(1)(c) that had ownership, controi or
holdings of 5% or more with power to vote during the fiscal year ending 12-31-
2017. — None.

(2)(a). (2)(b), (2)(c) - None



LAGUNA MADRE DELAWARE BANCSHARES, INC.
Dover, Delaware
Annual Report - Form FR Y-6
Fiscal Year Ending December 31, 2017

Report Item 3: Shareholders

Current Shareholders with ownership, control or holdings of
5% or more with power to vote as of fiscal year ending 12-31-2017.

(1)(b) (1X(c)

Country of Number & Percentage of
(1)(a) Citizenship or each class of Voting
Name & Address Incorporation Securities
Laguna Madre Bancshares, Inc. U.S.A. 1,000 - 100.00% Common
South Padre Island, Texas stock

Shareholders not listed in 3(1)(a) through 3(1)(c) that had ownership, control or
holdings of 5% or more with power to vote during the fiscal year ending 12-31-
2017 — None.

(2)(a), (2)(b), (2)(c) - None



LAGUNA MADRE DELAWARE BANCSHARES, INC.
Dover, Delaware
Annual Report - Form FR Y-6
Fiscal Year Ending December 31, 2017

Report Item 4: Insiders

{1} Name, City, State 4{a) Percentage of voting
Country shares in the holding
company
Laguna Madre Bancshares, Inc., 100%
South Padre Island, Texas, U.S.A.

(2), 3(a), (3)(b), 3(c), (4)(b), (4)(c) - None



Report ltem 4: Insiders

LAGUNA MADRE BANCSHARES, ING,

ANNUAL REPORT - FORM FR Y-6

December 31, 2017

nm (2) (3)(a) (3)(b}) (3}(c) (4)a) (4)k) (4)(c)
Principal Title 25% or more
Coceupation if Title Title & Position Percentage of  Percentage of Ownership
other than with & Position & Position with with other voting shares  voting shares in other
Name & Addrass BHC with BHC Subsidiaries businesses in BHG in Subsidiaries Companies
Estate of Melvin Chapman Deceased Principal NIA Nona 16.825% None The Mohicans-50% partner
Executor: Stuart Chapman Securities
South Padre Island, Tx Holder
Franke il, LLC dba Franke Realtors &
Dennis Franke Real Director Diractor- Franke Rentals - President 21.459% None Franke Il, LLC - 50% Member
South Padre Island, Tx Estate First National Franke GP, LLC - President Franke Invesiments, Ltc.-49.5% partner
Devsloper Bank of SP! Franke Deveiopment, LLC - Managing Member Franke GP LLC-50% member
Director Shores Development, Inc. - Sec/Treas Franke Development, LLG - 25% Membar
Laguna Madre Shores Owner Association - Sec/Treas Shores Davelepment, Inc.-50% stack
Deleware Padre Shores |1, LLC - Presicent
Bancshares The Dennis and Ellen Franke
Revocable Trust uta dated 11/4/2002 -
Co-Trustee
Island Innkeepers No 1, LLC - VP
Island [nnkeepers No 2, LLC - VP
Franke II, LLC dba Franke Realtors &
Richard Franke Real Director Director Franke Rentals - Vice-President 21.372% Nene Franke I, LLC - 50% Member
South Padre Island, Tx Estate First National Franke GP, LLC - Viice-President Franke Invastments, Lid.-49.5% partner
Developer Bank of SPI Franke Development, LLC - Managing Member Franke GP LLC-50% member
Director Shores Development, Inc_ - President Franke Davelopmant, LLC - 26% Member
Laguna Madre Shores Owner Association - VP Shores Development, Inc.-50% stock
Deleware Padre Sheres {l, LLC - VP, Sec., Treas. RKS Estates - 25 39% partner
Bancshares
The Richard and Becky Revocable
Trust uta dated 5/13/2008 - Co-Trustea
Island Innkeepers Ne 1, LLC - President
Island Innkeepers Nc 2, LLC - President
Laguna Madre Delaware Bancshares -
Directer
McDaniel Nevada Imv N/A Principai NiA Nene 18.434% Nohe Nore
Trust Securities
National Advisors Trust Hoider
Company, Trustes
Ft. Worth, Tx
Herbert L. Schwarz NiA Director Director, Neone 11.798% None Nona
Ft. Worth, Tx Secratary
Laguna Madre
Bancshares
Charles Rogan N/A Director & President & None 1.00% None None
South Padre island, Tx President Adv. Director -
FNBSP!
Directer, President -
Laguna
Madre Delaware
Bancshares;
John P. Franke Attormey Director Vice President & The Franke Law Firm, P.C. - President 0.07% None The Franke Law Firm, P.C. - 50% Qwner
South Padre Island, Tx Directer
Laguna Madre
Deleware
Bancshares
Trevor Franke Commercial Director N/A Partner - Peloton Real Estate 0.057% None None
South Padre Island, Tx Real Estate Partners, LLC
Broker '

91.01%



Report ltem 4: Insiders

0]

Name & Address

Dennis Franke
South Padre Island, Tx

Richard Franke
South Padre Island, Tx

Herbert L. Schwarz
Ft. Worth, Tx

Chartes Rogan
South Padre Isknd, Tx

John P. Franke
Scuth Padre Island, Tx

2
Principal
Occupation if
other than with
BHC

Real
Eslate
Developer

Raal
Estate
Develeper

NIA

NiA

Aftormey

3)a)

Title

& Position
with BHC

Director

Director

Director &
Secrelary

Director &

Prasidant

Director &
Vice
President

LAGUNA MADRE DELEWARE BANCSHARES, INC.

(3)(b}

Title
& Position with
Subsidiaries

Director-

First National
Bank of SPI;
Director - Laguna
Madre
Bancshares Inc.

Diractor

First National
Bank of SPI;
Director - Laguna
Madre
Bancshares Inc.

Director,

First National
Bank of SPI;
Diractor - Laguna
Madre
Bancshares Inc.

President &

Adv. Director -
FNBSPI
President &
Director - Laguna
Madre
Bancshares Inc.;

Director - Laguna
Madre
Bancshares Inc.

ANNUAL REPORT - FORM FR Y-6
Dacember 31, 2017

@ @)m 4Xb) e
Title 25% ar mora

& Position Percenlage of  Percentage of Ownership

with other voting shares  voting shares in cthar

busil in BHC in Subsidiaries Companies
Franke {l, LLC dba Franke Realtors &
Franke Rentals - Prasident £.000% None Franke II, LLC - 50% Member
Franke GP, LLC - President Franke Investmants, Ltd.-49.5% partner
Franke Development, LLC - Managing Member Franke GP LLC-50% member
Shores Development, Inc. - Sec/Treas Franke Development, LLC - 25% Mamber
Shores Owner Asscciation - SecTreas Shares Development, Inc.-50% stock
Padre Shores I, LLC - President
The Dennis and Ellen Franke Revocable
Trust uta dated 11/4/2002 - Co-Trustee
Island Innkeepars No 1, LLC - VP
Island Innkeepers Ne 2, LLC - VP
Franke Il, LLC dba Franke Reallors &
Franke Rentals - Vice-President 0.000% None Franke I, LLC - 50% Member
Franke GP, LLC - Vice-Presidenl Franke Investmants, L td.-49.5% pariner
Franke Development, LLC - Managing Member Franke GP LLC-50% member
Shores Devalopment, Inc. - Prasident Franke Develapment, LLC - 25% Member
Shores Owner Association - VP Shores Development, Inc.-50% stock
Padra Shares I, LLC - VP, Sec., Treas. RKB Eslates - 25.39% partner
The Richard and Becky Revocabla Trust
uta dated 5/13/2008 - Co-Trustee
Island Innb s No 1, LLC - Prasident
Island Innkeepars No 2, LLC - President
None 0.000% None Nene
None 0.000% None Ncne
The Franke Law Firm, P.C. - President 0.00C0% None The Franke Law Fimm, P.C. - 50% Cwner



February 20, 2018

Mr. Charles Rogan

First National Bank of South Padre Island
709 Padre Blvd.

South Padre Island, TX 78597

Dear Mr. Rogan:

Enclosed are twenty (20) copies of the following: 1) financial statements of First National Bank
of South Padre Island for the years ended December 31, 2017 and 2016 and 20 copies of a letter
we are required to submit to the board of directors annually. A report letter describing the scope
of our work is included with each of the financial statements.

Very truly yours,
BURTON MCCUMBER & LONGORIA, L.L.P.

Bon e

Ben Pefia
Partner

BP:jd
Enclosures



FIRST NATIONAL BANK OF SOUTH PADRE ISLAND

FINANCIAL STATEMENTS
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Independent Auditors’ Report

Board of Directors
First National Bank of South Padre Island

Report on the Financial Statements

We have audited the accompanying financial statements of First National Bank of South Padre Island (a
wholly-owned subsidiary of Laguna Madre Delaware Bancshares, Inc.) which compromise the balance
sheets as of December 31, 2017 and 2016, and the related statements of earnings and comprehensive
income, stockholders’ equity, and cash flows for the years then ended, and the related notes to the
financial statements,

Management’s Responsibility for the Financial Statements

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

Auditors’ Responsibility

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

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

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



Opinion

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of First National Bank of South Padre Island as of December 31, 2017 and 2016, and
the results of its operations and its cash flows for the years then ended in conformity with accounting
principles generally accepted in the United States of America.

Brownsville, Texas
February 14, 2018



FINANCIAL STATEMENTS



FIRST NATIONAL BANK OF SOUTH PADRE ISLAND
BALANCE SHEETS

DECEMBER 31,
ASSETS
2017 2016

Cashand due from banks b 1,119,000 $ 1,059,000
Interest - bearing deposits 10,281,000 10,411,000
Federal funds sold 1,073,000 4,611,000
Cash and cash equivalents 12,473,000 16,081,000

Investment securities
Available-for-sale 9,585,000 10,999,000
Held-to-maturity 64,000 126,000
Total investment securities 9,649,000 11,125,000
Loans - net 32,123,000 31,482,000
Bank premises and equipment - net 1,395,000 1,419,000
Accrued interest receivable 129,000 122,000
Other real estate owned 201,000 -
Other assets 223,000 213,000
Total assets 3 56,193,000 5 60,442,000

The accompanying notes are an integral part of these financial statements,
6



FIRST NATIONAL BANK OF SOUTH PADRE ISLAND
BALANCE SHEETS — CONTINUED
DECEMBER 31,

LIABILITIES AND STOCKHOLDER'S EQUITY

2017 2016
LIABILITIES
Deposits
Demand $ 14,551,000 $ 15,670,000
NOW and money market accounts 26,183,000 29,374,000
Time, including certificates of deposit greater
than $100,000 of $3,090,000 and $5,115,000
in 2017 and 2016, respectively 8,871,000 9,230,000
Total deposits 49,605,000 54,274,000
Accrued interest payable 3,000 6,000
Other liabilities 21,000 24,000
Total liabilities 49,629,000 54,304,000
COMMITMENTS AND CONTINGENCIES - -
STOCKHOLDER'S EQUITY
Common stock - authorized, 175,000 shares of
$5 par value; issued and outstanding 150,000
shares 750,000 750,000
Surplus 750,000 750,000
Retained earnings 5,101,000 4,612,000
Accumulated other comprehensive (loss) income ( 37,000) 26,000
Total stockholder's equity 6,564,000 6,138,000

¥ 56,193,000 § 60,442,000




FIRST NATIONAL BANK OF SOUTH PADRE ISLAND
STATEMENTS OF EARNINGS AND COMPREHENSIVE INCOME
Years ended December 31,

Interest income

Interest expense

Net interest income before provision for loan losses

Provision for loan losses

Net interest income after provision for loan losses

Other income
Service charges on deposit accounts
Gain on sale of securities
Other
Total other income

Other expenses
Salaries and employee benefits
Occupancy expenses
Furniture and fixtures
General and administrative

Total other expenses
Net earnings

Net earnings per common share

Other comprehensive income, net of tax:
Unrealized loss on available-for-sale securities
Reclassification adjustment

Total other comprehensive (loss) income

Comprehensive income

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

2017 2016
2,301,000 2,140,000
127,000 121,000
2,174,000 2,019,000
70,000 45,000
2,104,000 1,974,000
95,000 85,000
; 27,000
46,000 63,000
141,000 175,000
689,000 716,000
200,000 188,000
99,000 108,000 *
573,000 619,000
1,561,000 1,631,000
684,000 518,000
4.56 3.45
53,000) 67,000)
10,000) 24,000)
63,000) 91,000)
621,000 427,000
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FIRST NATIONAL BANK OF SOUTH PADRE ISLAND
STATEMENTS OF CASH FLOWS

Years ended December 31,

Cash flows from operating activities
Net earnings
Adjustments to reconcile net earnings to net cash
provided by operating activities:
Provision for loan losses
Accretion/amortization of discount or premium
Provision for depreciation
Gain on sale of securities
Loss on sale of OREO
Net change in:
Accrued interest receivable
Other assets
Accrued interest payable
Other liabilities
Net cash provided by operating activities

Cash flows from investing activities:
Purchases of federal agency obligations
Proceeds from sales and maturities of mortgage bonds
Proceeds from sales and maturities of federal
agency obligations
Principal reduction of mortgage-backed securities
Net increase in Joans
Loans charged off
Recoveries of loans charged off
Purchases of bank premises and equipment
Net cash provided by investing activities

Cash flows from financing activities:
Net decrease in demand deposits
Net (decrease) increase in NOW and
money market accounts
Net decrease in time deposits
Dividends paid
Net cash used in financing activities

(Decrease) Increase in cash and cash equivalents

Cash and cash equivalents at beginning of year

Cash and cash equivalents at end of year

2017 2016
$ 684,000 § 518,000
70,000 45,000
( 14,000) 17,000)
90,000 88,000
- 27,000)
- 21,000
( 7,000} 15,000
( 10,000) -
( 3,000) 3,000
( 3,000) 11,000
807,000 657,000
( 1,000,000) 1,000,000)
1,000 255,000
2,005,000 4,750,000
421,000 519,000
( 831,000) ( 3,190,000)
( 95,000) 36,000)
14,000 26,000
( 66,000) ( 155,000)
449,000 1,169,000
( 1,119,000) 211,000)
( 3,191,000) 918,000
( 359,000) ( 649,000)
( 195,000) ( 234,000)
{ 4,864,000) ( 176,000)
( 3,608,000) 1,650,000
16,081,000 14,431,000
$ 12,473,000 $ 16,081,000

The accompanying notes are an integral part of these financial statements.
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FIRST NATIONAL BANK OF SOUTH PADRE ISLAND
NOTES TO FINANCIAL STATEMENTS
December 31, 2017 and 2016

NOTE A - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

First National Bank of South Padre Island (Bank), which is a full service financial institution, is a
wholly-owned subsidiary of Laguna Madre Delaware Bancshares, Inc. (Delaware). Delaware is a
wholly-owned subsidiary of Laguna Madre Bancshares, Inc. (Bancshares). The Bank’s main office is
located at South Padre Island, Texas and its branch bank is located at Port Isabel, Texas.

The accounting policies of the Bank conform to practices within the banking industry and are based
on generally accepted accounting principles (GAAP). A summary of the significant accounting and
reporting policies consistently applied in the preparation of the accompanying financial statements
follows.

1. Investment Securities

The Bank is required to classify its investment securities into one of three categories: held-to-
maturity, available-for-sale, or trading. The classifications are to be reassessed at each reporting date.

* Held-to-maturity. Investments in debt sccurities will be classified as held-to-maturity and
measured at amortized cost in the statement of financial position when the Bank has the positive
intent and ability to hold those securities to maturity. Unrealized gains and losses are disclosed
for financial reporting purposes.

¢ Troding securities. Securities that are bought and held principally for the purpose of selling them
in the near term (thus held only for a short period of time) will be classified as trading securities
and measured at fair value with unrealized holding gains and losses included in earnings. Trading
generally reflects active and frequent buying and selling, and trading securities are generally used
with the objective of generating profits on short-term differences in price.

»  Available-for-sale securities. Investment securities not classified as trading or as held-to-maturity
are classified as available-for-sale securities. Securities available-for-sale are carried at fair
value with unrealized holding gains and losses excluded from earnings and reported in other
comprehensive income.

Realized gains and losses on securities available-for-sale are included in other income and, when
applicable, are reported as a reclassification adjustment in other comprehensive income.

Investment securities are adjusted for accretion as well as amortization of discount and premium. The
adjusted carrying amount of the specific securities sold is used to compute gains or losses on the sale
of securities. All investments are available-for-sale or held-to-maturity as of December 31, 2017 and
2016.

2. Loan and Interest Income

Loans are stated net of loan participations sold without recourse and the allowance for loan losses.
Interest is recognized on the unpaid principal balance based on the interest method, except when
coilectability is in doubt.

Interest income on all loans is accrued as earned. Loans are placed on non-accrual after such loans

exceed 90 days past due. Interest income is recorded thereafter only upon collection. All past due
amounts must be collected before the loan is returned to accrual status.
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FIRST NATIONAL BANK OF SOUTH PADRE ISLAND
NOTES TO FINANCIAL STATEMENTS - CONTINUED
December 31, 2017 and 2016

NOTE A - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES - Continued
2. Loan and Interest Income - Continued

A loan is considered a trouble debt restructuring (TDR) when the Bank, for economic or legal reasons
related to the borrower’s financial difficulties, grants a concession to the borrower in modifying or
renewing the loan that the Bank would otherwise not consider. The terms of a TDR loan may be
modified to fit the ability of the borrower to repay based on the borrower’s current financial status,
which may include a reduction in interest rate to market rate or below, a change in term or movement
of past due amounts to the back-end of the loan or refinancing.

3. Allowance for Loan and Lease Losses

The allowance for loan and lease losses is maintained at a level which, in management’s judgment, is
adequate to absorb credit losses inherent in the loan portfolio. The amount of the allowance is based
on management’s evaluation of the collectability of the loan portfolio, including the nature of the
portfolio, credit concentrations, trends in historical loss experience, specific impaired loans, economic
conditions, and other risks inherent in the portfolio. Allowances for impaired loans are generally
determined based on collateral values or the present value of estimated cash flows. Although
management uses available information to recognize losses on loans, because of uncertainties
associated with local economic conditions, collateral values, and future cash flows on impaired loans,
it is reasonably possible that a material change could occur in the allowance for loan losses in the near
term. However, the amount of the change that is reasonably possible cannot be estimated. The
allowance is increased by a provision for loan losses which is charged to expense and reduced by
charge-offs, net of recoveries. Changes in the allowance relating to impaired loans are charged or
credited to the provision for loan and lease losses.

General and Unallocated Components:

The general component covers non-classified loans and is based on historical loss experience adjusted
for qualitative factors. An unallocated component may be maintained to cover uncertainties that could
affect management’s estimate of probable losses. The unallocated component of the allowance
reflects the margin of imprecision inherent in the underlying assumptions used in the methodologies
for estimating specific and general losses in the portfolio:

The qualitative factors are determined based on the various risk characteristics of each loan segment.
Risk characteristics relevant to each portfolio segment are as follows:

* Real Estate loans: Loans in this segment include consumer real estate, commercial real estate
and construction loans. All loans in these segments are collateralized by residential real estate
and repayment is dependent on the credit quality of the individual borrower. The overall
health of the economy, including unemployment rates and housing prices, will have an effect
on the credit quality in this segment.
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FIRST NATIONAL BANK OF SOUTH PADRE ISLAND
NOTES TO FINANCIAL STATEMENTS - CONTINUED
December 31,2017 and 2016

NOTE A - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES - Continued

3. Allowance for Loan and ease Losses - Continued

Commercial real estate loans consist of primarily income-producing properties such as
apartment buildings and properties used for business operations such as office buildings and
industrial facilities. The underlying cash flows generated by the properties are adversely
impacted by a downturn in the economy as evidenced by increased vacancy rates, which in
turn, will effect on the credit quality in this segment. Construction loans primarily include
real estate development loans for which payment is derived from sale of the property, as well
as construction projects in which the property will ultimately be used by the borrower. Credit
risk is affected by cost overruns, time to sell at an adequate price, and market conditions.

* Commercial loans: Loans in this segment are made to businesses and are generally secured
by the assets of the business. Repayment is expected from the cash flows generated by the
business. A weakened economy, and resultant decreased consumer spending, will have an
effect on the credit quality in this segment.

¢ Consumer loans: Loans in this segment include installment, demand, and collateral loans,
principally to customers residing in the Bank’s primary market area with acceptable credit
ratings. Installment and collateral consumer loans generally consist of new and used
automobiles, loans collateralized by deposit accounts and unsecured personal loans. The
overall health risk of the economy, including unemployment rates and housing prices, may
have an effect on the credit quality in this segment. Excluding collateral loans which are fully
collateralized by a deposit account, repayment for loans in this segment is dependent on the
credit quality of the individual borrower.

Allocated component:

The allocated component relates to loans that are classified as impaired. Impairment measured on a
loan by loan basis cither the present value of expected future cash flows discounted at the loan’s
effective interest rate or the fair value of the collateral if the loan is collateral dependent. An
allowance is established when the present value of discounted cash flows (or collateral value) of the
impaired loan is lower than the carrying value of the loan.

A loan is considered impaired when, based on current information and events, it is probably that the
Bank 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 valve, 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, including the length of the delay,
the reasons for the delay, the borrower’s prior payment record, and the amount of the shortfall in
relation to the principal and interest owed.

Large groups of smaller balance homogeneous loans are collectively evaluated for impairment.
Accordingly, the Bank does not separately identify individual consumer loans for impairment
disclosures, unless such loans are the subject of a restructuring agreement.

The Bank may periodically agree to modify the contractual terms of loans. When a loan is modified
and a concession that the Bank would not otherwise consider is made because the borrower is
experiencing financial difficulty, the modification is considered a TDR. All TDRs are initiafly
classified as impaired.
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FIRST NATIONAL BANK OF SOUTH PADRE ISLAND
NOTES TO FINANCIAL STATEMENTS - CONTINUED
December 31, 2017 and 2016

NOTE A - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES - Continued

4. Bank Premises and Equipment

Bank premises and equipment are stated at cost, less accumulated depreciation. Depreciation is
provided principally on the straight-line basis over the estimated useful life of each type of asset.

5. Income Tax

Effective January 1, 1998, Bancshares made an election to be taxed as an § Corporation under the
Internal Revenue Code. On the same date, Delaware and Bank elected to be taxed as Qualified
Subchapter § Corporation subsidiaries of Bancshares. As a result of these elections, income taxes
assessed on consolidated taxable net earnings of the group are payable personally by the stockholders
of Bancshares.

6. Earnings per Common Share

Earnings per common share amounts are based on the weighted average number of common shares
outstanding during the year,

7. Cash and Cash Equivalents

For the purposes of the statement of cash flows, cash and cash equivalents include amounts due from
banks, federal funds sold and certificates of deposit.

8. Use of Estimates

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

The determination of the adequacy of the allowance for loan and lease losses is based on ¢stimates
that are particularly susceptible to significant changes in the economic environment and market
conditions. In connection with the determination of the estimated losses on loans, management
obtains independent appraisals for significant collateral.

The Bank’s loans are generally secured by specific items of collateral including real property,
consumer assets, and business assets. Although the Bank has a diversified ioan portfolio, a
substantial portion of its debtors’ ability to honor their contracts is dependent on local econotnic
conditions in the real estate and retail industries.

While management uses available information to recognize losses on loans, further reductions in the
carrying amounts of loans may be necessary based on changes in local economic conditions. In
addition, regulatory agencies, as an integral part of their examination process, periodically review the
estimated losses on loans. Such agencies may require the Bank to recognize additional losses based
on their judgments and information available to them at the time of their examination. Because of
these factors, it is reasonably possible that the estimated losses on loans may change materially in the
near term. However, the amount of the change that is reasonably possible cannot be estimated.
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FIRST NATIONAL BANK OF SOUTH PADRE ISLAND
NOTES TO FINANCIAL STATEMENTS - CONTINUED
December 31, 2017 and 2016

NOTE A - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES - Continued

9. Comprehensive Income

Comprehensive income reports all changes in equity that result from recognized transactions and
other economic events of the period other than transactions with owners in their capacity as owners.
The Bank presents its comprehensive income in the statement of earnings and comprehensive income.

10. Fair Value Measurements

The Bank applies GAAP for fair value measurements of financial assets that are recognized or
disclosed at fair value in the financial statements on a recurring basis. GAAP establishes a fair value
hierarchy that prioritizes the inputs to valuation techniques used to measure fair value. The hierarchy
is as follows:

* Level | Inputs — Unadjusted quoted prices in active markets for identical assets or liabilities.

* Level 2 Inputs — Observable inputs other than Level 1 prices, such as quoted prices for similar
assets or liabilities; quoted prices in markets that are not active; or other inputs that are observable
or can be corroborated by observable market data for substantially the full term of the assets or
liabilities.

* Level 3 Inputs — Unobservable inputs that are supported by little or no market activity and that are
significant to the fair value of the assets or labilities. Level 3 assets and liabilities include financial
instruments whose value is determined using pricing models, discounted cash flow methodologies,
or other valuation techniques, as well as instruments for which the determination of fair value
requires significant management judgment or estimation.

The following tables represent assets and liabilities reported on the balance sheets at their fair value
as of December 31, 2017 and 2016, by level, within the FASB ASC 820 “Fair Value Measurements

and Disclosures”, fair value measurement hierarchy:

Fair Value Measurements at Reporting Date Using

Assets/
Liabilities Quoted Prices Significant Significant
Measured at in Active Other Other
Fair Value Markets for Observable Unobservable
December 31, [dentical Assets Inputs Inputs
2017 {Level 1) {Level 2) (Level 3)
Measured on a recurring basis:
Assets
Investment Securities
Available-for-sale $ 8085000 % - $§ 8085000 $ -
Restricted available-
for-sale securities $ 1,500,000 - % 1,500,000 -
Measured on a non-recurring basis:
Assets
Impaired loans b 54,000 $ - % 54,000 8 -
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FIRST NATIONAL BANK OF SOUTH PADRE ISLAND
NOTES TO FINANCIAL STATEMENTS - CONTINUED
December 31,2017 and 2016

NOTE A - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES - Continued

10. Fair Value Measurements - Continued

Assets/
Liabilities Quoted Prices Significant Significant
Measured at in Active Other Other
Fair Value Markets for Observable Unobservable
December 31,  Identical Assets Inputs Inputs
2016 (Level 1) {Level 2) (Level 3)
Measured on a recurring basis:
Assets
Investment Securities
Available-for-sale £ 8,999,000 § - $ 8999000 § -
Restricted available-
for-sale securities $ 2,000,000 - § 2,000,000 -
Measured on a non-recurring basis:
Assets
Impaired loans $ 64,000 § - % 64,000 § -

Available-for-sale investment securities are classified within Level 2 of the valuation hierarchy. The
Bank obtains fair value measurements for investment securities from an independent pricing service.
Fair value measurements consider observable data that may include dealer quotes, market spreads,
cash flows, the U.S. Treasury yield curve, live trading levels, trade execution data, market census
prepayment speeds, credit information and the bond’s terms and conditions, among other things.

Impaired loans are classified within Level 2 of the valuation hierarchy. The fair value of impaired
loans is derived in accordance with FASB ASC 310, “Accounting by Creditors for Impairment of a
Loan.” The fair value of impaired loans is based on the fair value of the collateral, as determined
through an external appraisal process. Impaired loans are primarily compromised of collateral-
dependent commercial loans.

11. Other Real Estate Owned

Other real estate, acquired through foreclosure or deed in lieu of foreclosures, is carried at the lower
of the recorded investment or its estimated fair market value. Prior to foreclosure, the value of the
underlying loan is written down to the estimated fair market value of the real estate to be acquired by
a charge to the allowance for loan losses, if necessary.
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FIRST NATIONAL BANK OF SOUTH PADRE ISLAND
NOTES TO FINANCIAL STATEMENTS - CONTINUED
December 31,2017 and 2016

NOTE B — DISCLOSURES ABOUT FAIR VALUE OF FINANCIAL INSTRUMENTS

The following methods and assumptions were used to estimate fair value of each class of financial
instrument for which it is practicable to estimate that value.

Cash and cash equivalents, interest-bearing deposits in financial institutions, federal funds sold - for
these short-term instruments, the carrying amount is a reasonable estimate of fair value.

Investment securities - fair value equals quoted market price (level 1 input), if available; otherwise,
fair value is estimated using quoted market prices for similar securities.

Loans - fair value was estimated by discounting the future cash flows using the current rates at which
similar loans would be made to borrowers with similar credit ratings and for the same remaining
maturities, for which the carrying amount is a reasonable estimate of fair value.

Accrued interest receivable — the carrying amount of accrued interest approximate fair value.

Deposit liabilities - fair value of demand deposits, savings accounts, and certain money market
deposits is the amount payable on demand at the reporting date. Fair value of fixed-maturity time
deposits is estimated using the rates currently offered for deposits of similar remaining maturity.

Commitments to extend credit, standby letters of credit, financial guarantees written - fair value of
commitments is estimated using the fees currently charged to enter into similar agreements, taking
into account the remaining terms of the agreements and the present credit worthiness of the
counterparties. For fixed-rate loan commitments, fair value also considers the difference between
current levels of interest rates and the committed rates. The fair value of guarantees and letters of
credit is based on fees currently charged for similar agreements or on the estimated cost to terminate
them or otherwise settle the obligations with the counterparties at the reporting date.

Carrying amounts approximate the fair value of each financial instrument at December 31, 2017 and
201s6.
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FIRST NATIONAL BANK OF SOUTH PADRE ISLAND
NOTES TO FINANCIAL STATEMENTS - CONTINUED
December 31, 2017 and 2016

NOTE C - INTEREST-BEARING DEPOSITS

Interest-bearing deposits were as follows for the years ended December 31;

2017 2016
Certificates of deposit

1.00% interest; due January 1, 2017 $ - h) 250,000
1.00% interest; due March 3, 2017 - 250,000
0.90% interest; due March 6, 2017 - 250,000
0.90% interest; due May 28, 2017 - 100,000
1.10% interest; due June 12, 2017 - 250,000
1.15% interest; due August 8, 2017 - 250,000
1.30% interest; due August 14, 2017 - 250,000
1.00% interest; due August 17, 2017 - 245,000
1.45% interest; due August 18, 2017 - 250,000
1.25% interest; due November 20, 2017 - 250,000
1.05% interest; due November 27, 2017 - 250,000
1.30% interest; due December 11, 2017 - 245,000
1.35% interest; due January 16, 2018 250,000 250,000
1.25% interest, due January 29, 2018 245,000 245,000
1.30% interest; due May 14, 2018 250,000 250,000
1.20% interest; due June 18, 2018 250,000 250,000
1.20% interest; due November 2, 2018 245,000 245,000
1.15% interest; due December 10, 2018 245,000 245,000
1.35% interest; due December 31, 2018 250,000 250,000
1.55% interest; due January 18, 2019 100,000 -
1.35% interest; due February 12, 2019 199,000 199,000
1.65% interest; due February 25, 2019 200,000 -
1.05% interest; due May 13, 2019 250,000 250,000
1.70% interest; due June 10, 2019 250,000 -
1.65% interest; due July 9, 2019 250,000 -
1.70% interest; due August 26, 2019 248,000 -
1.80% interest; due November 22, 2019 250,000 -
1.75% interest; due January 21, 2020 100,000 -
1.80% interest; due May 29, 2020 250,000 -
1.85% interest; due July 13, 2020 250,000 -
1.75% interest; due July 14, 2020 250,000 -
1.90% interest; due August 10, 2020 250,000 -
1.90% interest; due August 18, 2020 250,000 -
4,832,000 5,024,000

TIB Money Market Account- .85% interest 5,449,000 5,387,000

5 10,281,000  § 10,411,000
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FIRST NATIONAL BANK OF SOUTH PADRE ISLAND
NOTES TO FINANCIAL STATEMENTS - CONTINUED

December 31,2017 and 2016

NOTE D - INVESTMENT SECURITIES

The carrying amounts of investment securities and their approximate fair values
balance sheet at December 31, 2017 and 2016 were as follows:

Available-for-sale Securities:

December 31, 2017
Federal agency
obligations
Municipal securities
Mortgage-backed
securities

Totals

December 31, 2016
Federal agency
obligations
Municipal securities
Mortgage-backed
securities

Totals

as shown in the

Held-to-Maturity Securities

December 31, 2017

Participations
purchased in
municipal bonds

December 3], 2016

Participations
purchased in
municipal bonds

Gross Gross
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
3 7,858,000 b 10,000 $( 60,000) § 7,808,000
1,130,000 7,000 - 1,137,000
634,000 9,000 ( 3,000) 640,000
$ 9,622,000 h 26,000 $( 63,000) § 9,585,000
$ 8,847,000 $ 40,000 $( 36,000) § 8,851,000
1,133,000 13,000 ( 2,000) 1,144,000
993,000 19,000 { 8,000) 1,004,000
$ 10,973,000 $ 72,000 8 46,0000 & 10,999,000
Gross Gross
Amortized Unrealized Unrealized Fair
Cost (Gains Losses Value
kN 64,000 $ 8,000 5 - h 72,000
b 126,000 $ 14,000 $ - $ 140,000
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FIRST NATIONAL BANK OF SOUTH PADRE ISLAND
NOTES TO FINANCIAL STATEMENTS - CONTINUED
December 31, 2017 and 2016

NOTE D - INVESTMENT SECURITIES — Continued

The net change in unrealized holding (loss) gain on securities available-for-sale of ($63,000) and
($91,000) for 2017 and 2016, respectively, was recorded in as accumulated other comprehensive
income, respectively, in the statements of earnings and comprehensive income.

The Bank did not record other-than-temporary impairment (OTTI) for investment securities for the
years ended December 31, 2017 and 2016.

Information pertaining to securities with gross unrealized losses as of December 31, 2017 and 2016,
aggregated by investment category and length of time that individual securities have been in a
continuous loss position is shown in the table below. Unrealized losses on these securities are not
considered credit related. The Bank has not made a decision to sell debt securities with unrealized
losses and believes it is more likely than not that it would not be required to sell such securities before
recovery of its amortized cost.

Less than 12 months 12 months or more Total
Unrealized Unrealized Unreaiized
Fair Value Losses Fair Value Losses Fair Value Losses

December 31, 2017
Federal agency
obligations $ 2,869,000 $( 18,000) § 4,172,000 $( 42,000) $ 7,041,000 $C 60,000
Municipal Securities - - - - - -
Mortgage-backed
securitics 307,000 ( 3,000) -

307,000 ( 3,000}

Totals $ 3,176,000 $(  21,000) $ 4,172,000 $( 42,000) $ 7,348,000 $( 63,000

December 31, 2016
Federal agency

obligations $ 483,000 3$( 16,000) § 3.694,000 S$( 20,000) $ 4,177,000 $(  36,000)
Municipal Securities - - 561,000 ( 2,000) 561,000 ( 2,000)
Mortgage-backed

securities 354,000 | 8,000) - - 354,000 ¢ 8,000)

Totals $ 837,000 $( 24,000) $ 4255000 $( 22,000) $ 5,092,000 $ 46,000)

The scheduled maturities of debt securities available-for-sale at December 31, 2017, were as follows:

Amortized Fair
Cost Value
Due within one year or less $ 3,772,000 b 3,764,000
Due after one year but within five years 5,793,000 5,762,000
Due after five years but within ten years 57,000 59,000

$ 9,622,000 . § 9,585,000
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FIRST NATIONAL BANK OF SOUTH PADRE ISLAND
NOTES TO FINANCIAL STATEMENTS - CONTINUED
December 31, 2017 and 2016

NOTE D - INVESTMENT SECURITIES — Continued

The scheduled maturities of debt securities held-to-maturity at December 31, 2017, were as follows:

Amortized Fair
Cost Value
Due within one year or less $ 64,000 5 72,000
$ 64,000 $ 72,000

Proceeds from sales and maturities of debt securities during 2017 and 2016 totaled $2,005,000 and
$5,005,000 with gross gains of $0 and $27,000 being realized on those sales in the respective years.

Investment securities with a fair market value of $1,479,000 and $2,003,000 were pledged as
collateral for public deposits and for other purposes required or permitted by law during December
31, 2017 and 2016, respectively.

NOTE E - LOANS

The composition of the Bank's loan portfolio was as follows at December 31,:

2017 2016
Real estate loans ¥ 30,325,000 $ 30,200,000
Commercial loans 944,000 1,328,000
Consumer loans 1,377,000 488,000
Other 1,000 1,000
32,647,000 32,017,000
Less: Allowance for loan losses ( 524,000) 535,000)

Total loans, net

5 32,123,000

$

31,482,000
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FIRST NATIONAL BANK OF SOUTH PADRE ISLAND
NOTES TO FINANCIAL STATEMENTS - CONTINUED
December 31, 2017 and 2016

NOTEE - LOANS - Continued

The following is a schedule of maturities of the Bank’s loans as of December 31, 2017:

Greater
Less than One to than five
one year five years years Total
Real Estate b 2,428,000 $ 22,706,000 b 5,191,000 $ 30,325,000
Commercial 393,000 551,000 - 944,000
Consumer 1,107,000 94,000 176,000 1,377,000
Other 1,000 - - 1,000
Total 5 3,929,000 $ 23,351,000 5 5,367,000 $ 32,647,000

Management relies primarily on an internal risk rating system, in addition to delinquency status, to
assess the risk in the loan portfolio. Annually, the Bank undergoes a review from an independent third
party of a significant portion of loans within each segment, Management uses the results of these
reviews as part of its annual review process. The Bank utilizes the following ratings to assess credit
quality:

Pass: Loans in this category have low to average risk.

Pass Watch: Loans in this category indicate that based on current information, the borrower
has the capacity to perform according to terms; however, elements of uncertainty exist and
may require above average level of supervision from the servicing officer.

* Special Mention: Loans in this category have potential weaknesses that deserve
management’s close attention. Special mention assets are adversely classified and do expose
the bank to sufficient risk to warrant adverse classification. This category is used to identify
an asset, which has as its sole weakness credit data exceptions, collateral documentation
exceptions or other account management weaknesses where the exceptions or weaknesses are
material to the repayment of the asset.

*  Substandard: Loans in this category are inadequately protected by the current net worth and
paying capacity of the obligor or of the collateral pledged, if any. There are well-defined
weaknesses that jeopardize the repayment of the debt.

» Doubtfil: Loans in this category have all the weaknesses inherent in those classified
substandard with the added characteristics that the weaknesses make collection or liquidation
in full, on the basis of currently ascertainable facts, conditions and values, highly
questienable or improbable.
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December 31, 2017 and 2016

NOTE E - LOANS - Continued

The following table displays the loan portfolio by credit quality indicators as of:

December 31,2017 Pass/Pass Watch  Special Mention Substandard Total
Real Estate Loans $ 29,218,000 $ 600,000 $ 507,000 $ 30,325,000
Commercial Loans 887,000 - 57,000 944,000
Consumer Loans 1,377,000 - - 1,377,000
Other 1,000 - - 1,000
$ 31,483,000 3 600,000 $ 564,000 $ 32,647,000

December 31, 2016 Pass/Pass Watch ~ Special Mention Substandard Total
Real Estate Loans $ 28,862,000 5 29,000 5 1,309,000 $ 30,200,000
Commercial Loans 1,264,000 - 64,000 1,328,000
Consumer Loans 488,000 - - 488,000
Other 1,000 - - 1,000
$ 30,615,000 8 29,000 $ 1,373,000 $ 32,017,000

Nonaccrual loans include loans which are contractually past due 90 days or more and loans less than
90 days past due on which the Bank has ceased accruing interest. The following table represents
recorded investment in nonaccrual loans and loans past due over 90 days and still accruing by class of

loans as of:
December 31, 2017 December 31, 2016
Loans past due Loans past due
Over 90 days Over 90 days

Nonaccrual and still accruing Nonacerual and still accruing
Real Estate Loans $ 194,000 b - 5 272,000 $ -
Commercial Loans 57,000 - 64,000 -
Consumer Loans - - - -
Other - - - -
$ 251,000 $ - 3 . 336,000 3 -

The following table represents the aging of recorded investments in past due loans as of December
31,2017

Greater than,

1-59 days 60-89 days 90 days Total Total loans

past due past due past due past due Current receivable
Real Estate Loans  § 1,151,000  §$ - § 68000 % 1,219,000  $25,106,000  $30,325,000
Commercial Loans - - 57,000 57,000 887,000 944,000
Consumer Loans 14,000 - - 14,000 1,363,000 1,377,000
Other - - - - 1,000 1,000
$ 1165000 § - 5 125000 § 1,290,000  $31,357,000  $32,647,000
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NOTEE - LOANS - Continued

At December 31, 2017 and 2016, the total recorded investment in impaired loans, all of which had
allowances determined in accordance with GAAP, totaled $57,000 and $64,000, respectively. The
average recorded investment in impaired loans totaled $61,000 and $66,000 for the years ended
December 31, 2017 and 2016, respectively. The allowance for loan losses related to impaired loans
totaled $54,000 and $61,000 at December 31, 2017 and 2016, respectively.

Loans are stated net of participating loans sold of $424,000 and $437,000 at December 31, 2017 and
2016, respectively.

At December 31, 2017 and 2016, loans whose terms had been modified in a trouble debt restructuring
(TDR) totaled $0 and $260,000, respectively. The allowance for loan losses included specific reserves
of $0 related to TDRs at December 31, 2017 and 2016. The Bank incurred charge-offs of $59,000 and
$28,000 related to portions of TDRs deemed uncollectible for the years ended December 31, 2017
and 2016. No additional funds were committed to borrowers on TDR status at December 31, 2017
and 2016. The Bank in prudent circumstances may provide additional funds committed to borrowers
in a TDR status.

NOTE F - ALLOWANCE FOR LOAN LOSSES

Transactions in the allowance for loan losses are sumnmarized as follows:

2017 2016
Balance - January 1, $ 535,000 $ 500,000
Provision charged to operating expenses 70,000 45,000
Loans charged off ( 95,000) ( 36,000)
Recoveries on loans previously charged off 14,000 26,000
Balance - December 31, $ 524,000 § 535,000
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NOTE G - BANK PREMISES AND EQUIPMENT

Bank premises and equipment are summarized as follows at December 31,:

2017 2016

Banking house and fixtures $ 1,569,000 $ 1,541,000
Furniture and fixtures 382,000 375,000
Automobiles 31,000 21,000
1,982,000 1,937,000

Less: Accumulated depreciation ( 1,520,000) ( 1,451,000)
462,000 486,000
Land 933,000 933,000

$ 1,395,000 $ 1,419,000

Depreciation expense totaled $90,000 and $88,000 for the years ended December 31, 2017 and 2016,
respectively.

NOTE H - COMMITMENTS

In the normal course of business, there are various outstanding commitments such as guarantees and
commitments to extend credit which are not reflected in the accompanying financial statements. The
Bank evaluates its credit and market risks on each commitment on a case by case basis and obtains
collateral as deemed necessary. The Bank does not anticipate any losses as a result of these
commitments. The Bank’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 Bank uses the same credit policies in making off-balance-shest
commitments and conditional obligations as it does for on-balance-sheet instruments. The Bank has
outstanding letters of credit totaling approximately $7,500 and $15,000 as of December 31, 2017 and
2016, respectively.  Qutstanding loan commitments and lines of credit totaled $1,183,000 and
$1,806,000 as of December 31, 2017 and 2016, respectively, including $0 to officers, directors, and
their related interests in 2017 and 2016, respectively.

NOTE I - DEPOSITS

At December 31, 2017, scheduled maturities of time deposits are as follows:

Three months or less $ 2,054,000
Over three months through twelve months 5,686,000
Over one year through three years 1,131,000

3 8,871,000
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NOTE I - INTEREST INCOME

A summary of the major components of interest income follows for the years ended December 31,:

2017 2016
Interest on loans, including fees of $111,000 and
$142,000 in 2017 and 2016, respectively b 1,932,000 3 1,785,000
Interest on federal funds sold 39,000 25,000
Interest on investment securities 253,000 269,000
Other interest income 77,000 61,000

3 2,301,000 § 2,140,000

NOTEK - INTEREST EXPENSE

A summary of the major components of interest expense follows for the years ended December 31,:

2017 2016
NOW accounts $ 2,000 $ 4,000
Money market accounts 66,000 62,000
Certificates of deposits 50,000 51,000
Municipals . 2,000 4,000
5 127,000 8§ 121,000
NOTE L - STATEMENTS OF CASH FLOWS
Supplemental cash flow information follows:
2017 2016
Cash paid for interest $ 133,000 § 124,000
Noncash activity
Net unrealized gains on securities ( 63,000) ( 91,000)
Reclassifications ( 10,0000 ¢ 24.000)
OREO sale financed by Bank - | 119,000)
Foreclosed OREO 201,000 -
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NOTE M - DEFINED CONTRIBUTION RETIREMENT PLAN

The Bank has established a defined contribution retirement plan (Plan) covering substantially all
employees. Participants may make voluntary salary reduction contributions to the Plan ranging from
two to fifteen percent of their compensation.

The Bank's contribution to the Plan is discretionary and is allocated to participating employees based
upon a formula that provides a matching of employee contributions up to five percent of an
employee's compensation. The balance of the Bank's contribution is allocated to participants based
on salaries. The Bank contributed $32,000 and $25,000 to the Plan during the years ended December
31,2017 and 2016, respectively.

Plan funds are currently invested in money market accounts and U.S. Treasury Bills. Payments upon
termination of employment are based on vested amounts credited to individual accounts.

The Bank has obtained a ruling from the Internal Revenue Service confirming that the Plan qualifies
for special tax treatment under Section 401 of the Internal Revenue Code of 1986.

NOTE N - RELATED PARTIES

Related party demand deposits totaled approximately $960,000 and $665,000 at December 31, 2017
and 2016, respectively. Loans made to directors and principal members of management totaled
$712,000 and $2,000 at December 31, 2017 and 2016, respectively.

NOTE O - CONCENTRATION OF RISK

Cash and cash equivalents are maintained with several financial institutions. Deposits held with
banks exceed the amount of insurance provided on such deposits by $6,702,000 and $10,000,000 at
December 31, 2017 and 2016, respectively. Generally, these deposits may be redeemed upon
demand.

NOTE P - MINIMUM CAPITAL RATIOS

The Bank is subject to various regulatory capital requirements administered by the federal banking
agencies. Failure to meet minimum capital requirements can initiate certain mandatory and possibly
additional discretionary actions by regulators that, if undertaken, could have a direct material effect
on the Bank’s financial statements. Under capital adequacy guidelines and the regulatory framework
for prompt corrective action, the Bank must meet specific capital guidelines that involve quantitative
measures of the Bank’s assets, liabilities, and certain off-balance-sheet items as calculated under
regulatory accounting practices. With respect to the Bank, prompt corrective action regulations
provide five classifications: well capitalized, adequately capitalized, undercapitalized, significantly
undercapitalized, and critically undercapitalized, although these terms are not used to represent
overall financial condition.

The Bank’s capital amounts and classification are also subject to qualitative judgments by the
regulators about components, risk weightings, and other factors. The most recent notification from
the OCC categorized the Bank as well capitalized under the regulatory framework for prompt
corrective action. As of December 31, 2017, there are no conditions or events since that notification
that management believes have changed the Bank’s category.
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NOTE P - MINIMUM CAPITAL RATIOS — Continued

In July 2013, the Federal banking regulators approved a final rule to implement the revised capital
adequacy standards of the Basel Committee on Banking Supervision, commonly called Basel 11, and
to address relevant provisions of the Dodd-Frank Wall Street Reform and Consumer Protection Act
(the Dodd-Frank Act). The final rule strengthens the definition of regulatory capital, increases risk-
based capital requirements, makes selected changes to the calculation of risk-weighted assets, and
adjusts the prompt corrective action thresholds. The Company and the Bank became subject to the
new rule on January 1, 2015 and certain provisions of the new rule will be phased in over the period
of 2015 through 2019,

The rule requires a minimum ratio of common equity Tier 1 capital to risk-weighted assets of 4.5
percent, increases the minimum Tier 1 capital to risk-weighted assets ratio requirement from 4.0
percent to 6.0 percent, retains the minimum total capital to risk-weighted assets ratio requirement of
8.0 percent and retains a minimum leverage ratio requirement of 4.0 percent. It also permits the Bank
to retain the existing (reatment for most accumulated other comprehensive income, such that
unrealized gains and losses on securities available-for-sale will not affect regulatory capital amounts
and ratios.

In addition, it implements a new capital conservation butfer requirement for a banking organization to
maintain a common eguity capital ratio more than 2.50 percent above the minimum common equity
Tier 1 capital, Tier 1 capital and total risk based capital ratios in order to avoid limitations on capital
distributions, including dividend payments, and certain discretionary bonus payments. The capital
conservation buffer requirement will be phased in beginning on January 1, 2016 at 0.625 percent and
will be fully phased in at 2.50 percent by January 1, 2019. A banking organization with a buffer of
less than the required amount would be subject to increasingly stringent limitations on such
distributions and payments as the buffer approaches zero. The new rule also generally prohibits a
banking organization from making such distributions or payments during any quarter if its eligible
retained income is negative and its capital conservation buffer ratio was 2.5 percent or less at the end
of the previous quarter. The eligible retained income of a banking organization is defined as its net
income for the four calendar quarters preceding the current calendar quarter, based on the
organization’s quarterly regulatory reports, net of any distributions and associated tax effects not
already reflected in net income.
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NOTE P - MINIMUM CAPITAL RATIOS — Continued

The Bank’s actual capital amounts and ratios at Decemnber 31, 2017 and 2016, are also presented in
the following table:

For Capital To Be Well
Actual Adequacy Purposes Capitalized
Amount Ratio Amount Ratio Amgount Ratio
As of December 31, 2017
Common Equity Tier

Capital Ratio $ 6,601,000 2330% =3 1,275,000 >4.50% =% 1,841,000 26.50%
Tier [ Capital Ratio $ 6,601,000 2330% =% 1,700,000 26.00% =5 2,266,000 28.00%
Total Capital Ratio § 6,957,000 24.56% =5 2,266,000 >8.00% =% 2,833,000 >10.00%
Tier I Leverage Ratio 3 6,601,000 11.15% =% 2,369,000 >4.00% =§ 2,961,000 >5.00%
As of December 31, 2016
Common Equity Tier [

Capitat Ratio $ 6,112,000 2136%  =§ 1,287,000 >450% =% 1,860,000 >6.50%
Tier [ Capital Ratio $ 6,112,000 21.36% = 1,717,000 =6.00% >$ 2,289,000 >8.00%
Taotal Capital Ratio $ 6,471,000 2262% 2% 2,289,000 >8.00% =% 2,861,000 >10.00%
Tier I Leverage Ratio § 6,112,000 997% 2§ 2,451,000 >4.00% =$§ 3,064,000 >5.00%

NOTE Q - SUBSEQUENT EVENTS

Subsequent events have been evaluated through February 14, 2018, the date these financials
statements were available to be issued.
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Independent Auditors’ Report on Additional Information

Board of Directors
First National Bank of South Padre Island

Our report on our audits of the basic financial statements of First Nationat Bank of South Padre Island
for 2017 and 2016 appears on page 3. Our reports on our audits for 2015, 2014 and 2013, upon which
we expressed unqualified opinions, are not presented herein. The additional information on pages 33
through 53 is presented for purposes of additional analysis and is not a required part of the basic
financial statements. The amounts used to provide the additional information, except for that portion
marked “unaudited,” on which we expressed no opinion, have been subjected to the auditing
procedures applied in the audits of the basic financial statements and, in our opinion, are fairly stated
in all material respects in relation to the basic financial statements taken as a whole.

Brownsville, Texas
February 14, 2018
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February 20, 2018
To the Board of Directors of First National Bank of South Padre Island,

We have audited the financial statements of First National Bank of South Padre Island for the year ended December
31,2017, and have issued our report thereon dated February 14, 2018. Professional standards require that we provide
you with information about our responsibilities under generally accepted auditing standards, as well as certain
information related to the planned scope and timing of our audit. We have communicated such information in our
letter to you dated November 18, 2017. Professional standards also require that we communicate to you the
following information related to our audit.

Significant Audit Findings

Qualitative Aspects of Accounting Practices

Management is responsible for the selection and use of appropriate accounting policies. The significant accounting
policies used by First National Bank of South Padre Island are described in Note A to the financial statements. No
new accounting policies were adopted and the application of existing policies was not changed during 2017. We
noted no transactions entered into by the Institution during the year for which there is a lack of authoritative
guidance or consensus. All significant transactions have been recognized in the financial statements in the proper
period.

Accounting estimates are an integral part of the financial statements prepared by management and are based on
management’s knowledge and experience about past and current events and assumptions about future events.
Certain accounting estimates are particularly sensitive because of their significance to the financial statements and
because of the possibility that future events affecting them may differ significantly from those expected. The most
sensitive estimate(s) affecting the financial statements was:

Management’s estimate of the Allowance for Loan and Lease Losses {ALLL) is based on the
average loan loss recognized by First National Bank of South Padre Island for the past three years
and other current market condition factors. We evaluated the key factors and assumptions used to
develop ALLL in determining that it is reasonable in relation to the financial statements taken as a
whole.
Certain financial statement disclosures are particularly sensitive because of their significance to financial statement
users. There were no financial statement disclosures involving significant judgment noted for First National Bank
of South Padre Island.
The financial statement disclosures are neutral, consistent, and clear.

Difficulties Encountered in Performing the Audit

We encountered no significant difficulties in dealing with management in performing and completing our audit.

Corrected and Uncorrected Misstatements



Professional standards require us to accumulate all misstatements identified during the audit, other than those that
are clearly trivial, and communicate them to the appropriate level of management. Management has corrected all
such misstatements. In addition, none of the misstatements detected as a result of audit procedures and corrected
by management were material, either individually or in the aggregate, to the financial statements taken as a whole.

Disagreements with Management

For purposes of this letter, a disagreement with management is a financial accounting, reporting, or auditing matter,
whether or not resolved to our satisfaction, that could be significant to the financial statements or the auditor’s
report. We are pleased to report that no such disagreements arose during the course of our audit.

Management Representations

We have requested certain representations from management that are included in the management representation
letter dated February 14, 2018,

Management Consultations with Other Independent Accountants

In some cases, management may decide to consult with other accountants about auditing and accounting matters,
similar to obtaining a “second opinion” on certain situations. If a consultation involves application of an accounting
principle to the Institution’s financial statements or a determination of the type of auditor’s opinion that may be
expressed on those statements, our professional standards require the consulting accountant to check with us to

determine that the consultant has all the relevant facts. To our knowledge, there were no such consultations with
other accountants.

Other Audit Findings or Issues

We generally discuss a variety of matters, including the application of accounting principles and auditing standards,
with management each year prior to retention as the Institution’s auditors. However, these discussions occurred in
the normal course of our professional relationship and our responses were not a condition to our retention.

Other Matters

With respect to the supplementary information accompanying the financial statements, we made certain inquiries
of management and evaluated the form, content, and methods of preparing the information to determine that the
information complies with U.S. generally accepted accounting principles, the method of preparing it has not
changed from the prior period, and the information is appropriate and complete in relation to our audit of the
financial statements. We compared and reconciled the supplementary information to the underlying accounting
records used to prepare the financial statements or to the financial statements themselves.

This information is intended solely for the use of Board of Directors] of First National Bank of South Padre Istand
and is not intended to be, and should not be, used by anyone other than these specified parties.

Very truly yours,

Brownsville, Texas
February 20, 2018





