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Board of Governors of the Federal Reserve System

Annual Report of Holding Companies-FR Y-G

Report at the close of buslness as of the end of flscal year

This Report is required by law: Section s(cXtXA) of the Bank
Holding Company Act (12 U.S.C. S 1844(cXlXA)); sections 8(a)
and 13{a) ol the lntemational Banking Acl ('12 U,S.C" SS 3106(a)
and 3108{a)); sections 11(a)(1), 25, and 25A sf the Federal
Reserve Act (12 U.S.C. S$ 248(aX1), 602, and 61'la); and sec-
tions 113, 165, 312, 618, ard 609 of the Dodd-Frank Ac1 (12 U.S.C,

SS 5361. 5365, 5412, 1850a(cXl), and 5a68(bX1)), Retum to the
appropriate Federal Reserve Bank the original and the number of
copies specified-

This report form is lo be liled by all toptier bank holding compa-
nies, top-tier savings and loan holding companies, and U.S. inter-
mediate hotsing companies organized under U.S. law, and by
any foreBn banking oryanization that does not meet the require-
ments of and ls not treated as a qualifying foreign banking orga-
nization under Section 211,23 of Regulation K (12 C,F.R. S
211.23), (See page one of lhe general instructions for more rletail
of who must lile.) The Federal Reserve may not conduct or spon-
soq and an organizalion (or a person) is not required to respond
to, an information colleclion unless it displays a currently valid
OMB control number.

NOTE: The Annual Raporl ol Holding Companies must be $gned by
one director of the top-tier holding company" This individual should
also be a senior official of the toptier holding company. ln he event
that the top.tier holding company does not have an individual who is
a senior offichl and is also a director, lhe chaiman ol tha 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 musl sign the report.
l. Cunis Gnffilh

Namr or th. Hotding Company Oirrclor and O{licial

Chairman of Trustee
Title o, rhc Holding Cofltgsny Di.rclor and Otralat

attest lhat lhe Annual Report of Holding Companies (including
the supporting attiachments) for this repoft date has been pre-
pared in conformance with the instructions issued by the Federal
Reserve System and are true and correct lo the best of my
knorledge and belief.

With rcspect to intomalion regading indivlduals mntainad in thls
repon, tho Reporlar certilies that it has lhe authaily lo provida lhis
infomalion to lhe Fedetal Raseno Tha Repdar also caftilies
lhal it has tha autorily, on bahalf of each idividual, lo ansenl or

Dat€ of Rsport (totrtier holding oompany's fiscal year-end):

December 31,2Q17
Month/Day/Year

None
Raport /i lcgal Entity ldlntiti3. (LEU (2o-Charect€r LEI Cod:)

Reporter's Name, Street, and Mailing Address

Sauth Plains Frnancial lnc Employee Stock Ownership
Plan
Lrlral Tr0i of Holdng Compmy

PO Box 5060
(Mailing AddGG! ol hr Holding Compsny) Strrt, PO Box

Lubbock TX 79408
City SlalG Zip Codc

794Ci

Person to whom questions aboul this report should be directed
Sleve Crockett CFO
NtmG TiUr

of information ragarding thal individual. (806) 792-7101
in lhe absenco of a request for

conlill d nliat lre al m e nt in axardance with tha 8rc,ad's A]?a Codc / Phona l'l!mb.r, Extn3ion

'Rufes ol lnformalion,' 12 C.ER. Pad 261, None
to pubtic rclease of all tuc.tu./FrfittLuibit

com

oil Holding

Ein.il Addrcr3

None
Addrlss (URL) for thc tloldhg comp.ny'3 web P8o.

Ilatr ot

For Fedenl Reservc Bank Use Only

RSSD ID
c.l

Z?8L1)L

Oficc ol Mar.gcfirsnt md &rdg6l, Prp.ryrort Rcduclion Prolect (?!0OO29D. vl,lshlnglon, DC 20503 O!/20tg

For holding companies nol registand with lhe SEC-
lndicale slalus olAnnual Report to Shareholders:

E is included with the FR Y-G report

fJ *itt Oe senl under separals cover

D is not prepared

0=No

t=YGi 1

ls conlid€ntlal trealnent reguesled for any porlion of
his reporl submission? ... . .... .. .

ln accordance with lhe General lnslruclions for thl$ repo.l
(deck only srt),

t. a letlerJusffying lhis rcquest is behg provided along
with the repori . .. ...... . . .

2. a btter lusufying lhis request has been provtsed separElely . . .

NOTE: lnfomalbn for whlch confidenlial lrealrn€nt is beir€ requested
rrusl be pmvldcd sepratcly and labcled
as "conficlential "

tr
tr
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Pago 2 ol 2

For Use By Tiered Holding Companies
Top-tiercd holding companies must lisl the nameq mailing address, and physical localians of each of lheir subsidiary holding companies
balow.

South Plarns Frnancial lnc
L.gd nd. ot Subildiary Holdine Company

PO Box 5060

Legat Ti{a of Subsidisry Holding Company

(Meiling Add.os3 ol thc Subsidiary Holdino Comp€oy) StIeCt / F.O. 8ox

Lubbock TX 79408

(Mailing AddG3s of thc Subridiary Holding Company) S!Ee! / p O Box

ciry stera ziP cod6

5219 Crty Bank Parkway. Lubbock, TX 79407

City Statc Zip Codr

Phy$crl Location (il dif6rant from m.iling iddr.33)

L6g8l Tilc ot Subsidiary Hotdi^g Compsoy

(Mrilin0 Addrrss ol lhc Subsiris.y Holding Company) Stl"at / PO. Box

Phy3ical Localion (it dificrunl fmm msiling rddra33)

LGg.l l]{a of Sub3idisry Holding Compeny

(Uailing Add'r$ ot lha Sobsidi:ry Holding Comperry) Strcat / PO. 8ox

City St!tG City StaleZip Coda Zap Coda

Physical Locslion (il ditlercnl lr6m mrling addc!i) Phycical Locstion (if difarlnl from mailing Edd'E33l

Legal filo d Subcidnry Holding Compeny LcA.l lrd. ol Sul3ldi.ry Holding Conpsny

(M.ilin0 Addro3. ot tha So.idiary Holding Compsny) StGrt, eO. Box

City StEt6 Zip Codc

(Mailturg Addr!3r o, lho Subiidirry HoHing Company) St .cl / PO. gox

CitY Slate Zip Codo

Phy3kal Location (it dill.rcnt from mailing Eddr6.r) Phyrisrl Location (il diltc;.nt from maiin9 eddrGs3)

L6gd n0a of Sub3k iary Holding Compeny

lM8ilir8 Addrc$ ol lic SuE3idiary Holdine Comp&ny) Slrarl, PO. Bor

Lsgrl Iilo of Sublidi.ry Holding Company

{M.Iim Addc3s ol tha Subsidbry tlolding Gompaiy) Srcrt, P-O. 8ox

cilv Ste!! cit, StrtrZF Codr Zp Code

Phyibsl Location (il (str.rlnt irEm meiling add'G3') Phf sic.l Localion (it dilleEnt |ro'Il rntiling .ddrri!,

rarem2



Form FR Y-6

South Plains Financial, Inc. Employee Stock Ownership Plan
Lubbock, Texas

Fiscal Year Ending December 31,2017

Report Item

I
a. South Plains Financial, Inc. is not required to prepare form 10K with the SEC.
b. A copy of the Annual Report has been sent.



2a. Organization Chart

Al sJbgdraries are 100% o"*red eicept &9 n3ted.
,AJl LLC& arE member manng€d by the dtect h6ld.r.
Al $ates note{ hereh ere Btates ot iacorporatisfl as $fll as phl b6l location

2.b. Domestic Branch Listing

Branch report has been submitted

South Plains Financial, lnc.
Organizational Chail

SPFl - South Phirls FhEncial, lnc.
ESDP - South Pbin$ Filanci6l, lne. Emploled Stoch
Ofile.shb Pbn
Wl.A-Windmark lns.rr3nE Agenry, hc.
CB-CityBsnk

S0uth P hinsFnsndal, lnc.
EmplalGe Stod osner*h Phn

ino LElt
Lubboct, TX

South Pkio3
Finsncial, lnc.

(no Lll)
Lubboc*, TX

(20% OE*6d

Rui{aso Retal. loc.
(no LEI)

Lubbock. T-X

5!uth PlsinB
FhanDbl Cspitsl

Trud lll
atn LEI i

!tdmhqlon, OE

City Bank
rLf I 549300VH BAPLHRR 40801

Lubbock, TX

CBf P rop€rties. LLC

tno LEI)
Lubbock, TX

Yfrdm art I osJ ra nce

Ag:ncy. lnc.
(no LE li

Springl6ke, TX
OE

South

!'l ilmin

Financbl CspitEl
Trud lV
ino LErl

Firaocbl Capital
IruC V
fio LEI)

Assocstbe lns.lrance

16

Ag6mry, L.L.C.

{no LEl,
L$bBock. TX
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Independent Autlitor's Report

The Board of Dilectors
South Plaius Financial. lnc
Lubbock, Texas

Report on the Consolidated Financial Statements

We have audited the accompanying consolidated financial statements of South Plains Financial. Inc. and
Subsidiaries (the Cornpany). which comprise the consolidated balance sheet as of December 31, 2017.
and the related consolidated stateurents of comprehensive income. changes in stockholders' equitl', and
cash florvs for the year then ended, and the related notes to the consolidated financial statements.

N'Ianagement's Responsibili$, for the Consolidated Financial Statements

Ir{anagement is responsible for the preparation and fair presentation of these consolidated financial
statements in accordance with accounting prineiples generally accepted in the United States of Arnerica;
this includes the desigu, impleureutation, and mailtenarce of ittemal control relevant to the prepalatiou
and fair preseutation of consolidated financial statements that are free fi'om material urisstateurent,
whether due to fi'aud or enor.

Auditor's Responsibility

Our responsibility is to express an opilion on these cotsolidated financial statements based on ou audit.
We conducted our audit in accordance rvith auditing standards generally accepted in the United States of
Arnerica. Those staudards require that we plan and perform the audit to obtair reasonable assurance
about whether the consolidated financial statements are flee from material misstaternent.

A-l audit involves performing procedu'es to obtain audit evidence about the amounts and disclosures in
the consolidated financial statements. The procedtues selected depend on the auditor's judgnrent,
including the assessment of the risks of material misstatement of the consolidated financial statements.
whether due to fraud or error. ln making those risk assessmetts, the auditor considers internal control
relevant to the entity's preparation and fair preseltation of the consolidated financial stateurents in order
to desipu audit procedures that are appropriate in the circumstances. An audit also includes evaluating
the appropriateness of accounting policies used and the reasouableuess of sipnificant accounting
estinates made by management. as well as evaluating the overall presentation of the consolidated
finalcial statements.

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

AI,/ INDEPENDENT MEMBER OF
BAI(ER TILLY INTE RNATIOMI.

WEAVER AND TIOWELL, L,L.P,
CERTIFIED PUBLIC ACCOUNTANTS ANO AOVISORS

2821 WEST SEVENIH STREEI, SUITE 7OO. FORT WORTH, TX 76107
P: 817 332 79&5 F: 817429 5935



The Board of Directors
South Plains Financial, Inc.

Opinion

In our opinion, the consoli&ted financial statements referred to above present fairly, in all material
respects, the financial position of the Company as of December 3L,2017, and the results of their
operations and their cash flows for the year then ended in accordance with accounting prhciples
generally accepted in the United States of America.

Other Maffer

The consolidated financial statements for the year ended December 31, 2016, were audited by another
auditor who expressed an unmodified opiniou on those statements on March 22,2017.

lr*arnn anl 4;d,rrelL,{.t.?.

WEAVER AND TIDWELL, L.L.P.

Fort Worth, Texas
March 2l,20l8
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S OUT H P I^AI N S F I N AN CI AI. I N C, AND SU B S I DIARI E S

CO N SO LI DAT ED BAI.A,N C E S H E ET S

20t7
December 3l

2016
ASSETS

Cash and due from banks

Interest-bearing deposix in banks

Federal funds soH

Cash and cash equivabnts

Securitbs availabb fs sab
Securities heH to maruriry

Loans heH for sale

Loans, net

Accrued interest receivable

Premises and equiprnent, net

Bank-owned life insurarce
Foreclosed assets, net

Other asses

Total assets

LTABILITIES AND STOCKHOLDERS' EOUITY

Deposits:

Noninterest-bearing
Interesrbearing

Total deposits

Short-term burowings
Accrued expenses and otlrcr liabihbs
Notes payable & otber borrowings

Subordinated debt sec urities

Juni<x subordinated deferrable interest debentures

Total liaMitbs

StockhoHers' equity:

Common stoch $l par vahre, 1,000,000 shares

authorize4 505,117 issued n20l7 ard 2016
Additional paif-in c apital
Retained earnings

Accumulated otlrer compretrensive incorne (loss)

Treasury stoch at cost (12,733 shares 'n.2017 and 2016)

Unearned Ernployee Stock Ownershf Plan (ESOP) shares

Total stockhol&rs' equiry

Total liablitbs and stoct*roHers' equiry

s 257337s $ 2500.813

(In ttnusands)

$ 53,106 $
241A57

57,654

304,091

r.655

2%563

194,179

89920

29314
1.816.694

14303

61,887

ss890
2,930

13.795

363,400

221,687

103,136

25.782

1,&CI,012

13,62
58,321

54558
7,Ug

t2.ffi

$ 475.162

1.678.919

$ 432,7?5

1,658,198

2,cD0,yn

26240
20,975

95,676

20,997

46,393

2.154081

ls5s0
?5.r37
95,000

20,887

46393

23s8.048 230t,w

505
100537

120589
(446)

(5,858)

505

100,139

t05226
383

(5,&58)

{676;t

2tfin 199,719

s 2s7337s

The accompanying oorcs are an integral part of these consolidated financial statemeDts

-3

$ 2*s00.813



SOUTH P 1.4,1 N S F I N ANC IAI. I N C, AND SU B S I DIARI E S

CON SOUDATED STATEMENTS OF COMPRETI EN SIW I NCOME

Years Ended December 31,

20t7 2016

(In thouands)
Interest inconp:

Loans, inchding fees

Securitbs

Fe&ral funds soH and interest-bearing deposits in banl$

Total interest income

Inrerest expense:

Deposits

Short-term borrowings

Notes payabh & other borowings
Subordinated debt sec uritie s

Junbr subordinated deferrable interest debentures

Total interest expense

Net interest incorne

Provisbn for ban losses

Net interest inconrc, after provision fm loan hsses

Noninterest irrconB:

Servbe charges on deposit accounts

Inconr from insurarrce activitbs
Net gain on sales of loans

Other

Total noninterest itlconre

Noninterest expense:

Salarbs and empbyee benefrs
Occupancy and equipnent, net

Professional services

Marketing and developrrcnt
Forechsed assets, net

Other

Total nonintere st expense

Inconre before incone taxes

Inconr tax expense

Net inconp

Other comprehensive inconre :

Change in net unrealized gain (loss) on securitbs availabb fu sale

Rechssifratbn adjustrent for losses inch&d in net inconre

Other conprehensive (loss)

Comprehensive inconp

$ 94,110

7,Mg
2.861

lu,w

12,4M

175

l056
979

1363

t5977

88,463

3gff-

wAyT

7A25
6A22

18936

14,606

47389

67tn
12988

4544
2,9%

24
20247

108,144

xJa
tw

23.63s

$ 87598
7J74
l,&18

97220

n3t2
t23
640

980

1.127

14582

82,638

l,!}68

80,670

8296
723s

20s37

13J28

49.896

632t0
t3,t47
s28l
2,892

s22
19,336

104388

26,178

l0l
26.077

(150e)

(829) (150e)

$ 22,806 $ 24568

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

(1320)

49t
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souTU PIAINS FINANCIAI.INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS

Years Ended December 31

2017 2016
(tn thousands)

Cash flows from operating activitbs:
Net incorne

Adjustrnents to recorrcib net incore to rct cash

from operating activities :

Provision fu loan hsses
Provision fo forecheed asset losses

Depreciation and amortizatbn
Ac cretion and anrortization

Other gains, net

Net gain on sabs of loans

Proceeds from sabs of loans heH for sale

t oans aiginated fo sah
Earned ESOP shares

Earnings on bank-owned Iife insurance

Net change in:

Accrued interest receivabb and otlrer assets

Accrued expenses and other liabiltbs

Net cash from operating activitbs

Cash flows from investing activitbs:
Activiry in securities availabb for sab:

Purchases

Sabs
Maturities, prepayrEnts, and calls

Activity in securities heH to maturiry:
Maturhies, prepayrrrcnts, and calls

Loan originations and principal colbctbns, net
Purchases of prembes and equignent, net

Proceeds from sales of premises and equiprnent
Proceeds from sales offorecbsed assets

Net cash from investing activitbs

Cash flows from furancing activitbs:
Net change in deposits

Net change in shrt-term burowings
Paynrcnts nrade on notes payable and other borrowings
Cash divifunds or comrnon stock
Purchases of treastry stock

Net cash from furancing activitbs

Continued

$ 23,635 g 26,W7

3,966

538
s2u
29W

(13)

(18,936)

542,t32
(526,728)

676
(1,332)

1968
510

spSz
35s7
(s74)

{20,637)
s89554

(sst27t)
677

(:934)

3.020

(2,W)
5.162.

*19

35,3U 57,428

(328,160)

&,767
2W,788

12,UN

(180,322)

(9,V24)

173

4,674

(344,052)

w,4?5

5,060

6,ffi
(s261)

549

6Atg

048,079) 9J86

63,158
(10,690)

(676)
(7,874)

(36330)

(16545)
(67r)

(6333)
(4332)

-6-

43,918 (6431A



SOUTH PI.AINS FINANCIAI.INC. AND SUBSIDTArIES

CONSOUDATED STATEMENTS OF CASfl FtfrWS (Continued)

Years Ended Decernber 31.

nL7 nrc
(ln tlror$ands)

$ (68,837) $

363.400

2,8y1

$ 294563 $ 353.4m

Net change in cash and cash equivabnts

Beginning cash and cash equivalents

Eding cash ard cash equivahnts

Supphnrcntal dbchsures of cash flw informatkx:
lntercst plt ur deposits ard burowed fimds
Irconp taxes pail

Sumbrrentalsclpdub of norcash investing and

fnancing activitbs:
lnans ransfened to fsecbsed assets

Financed fmclosed asset sabs

$ 15,892

W7

1954
2280

$ 14529

l0l

6,458

The accorrpanying notes are an integral pan of ftesc consolidated flnaacial starcrxents.
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SOUTH PIAINS FINANCIAI.INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

I. SUMMARY OF SIGNIFICANT ACCOUNTING POUCIES

Nature of Operations - South Plains Financial, [nc. (SPFD is a Texas bank holding company that conducs
its principal activities through its subsidiaries from o$ices located throughout Texas and Eastern Nerv
Mexico. Principal activities include commercial and retail banking, along with insurance, investment, trust,
and mortgage services. Subsidiaries of SPFI follow:

Wholly Owned, Consolidated Subsidiaries:
City Bank
Windmark Insurance Agency, Inc.
Ruidoso Retail,Inc.
CBProvence.IrC
CBT Brushy Creeh LLC
CBT Properties, LLC

Wholly Owned, &uity Method Subsidiaries:
South Plains Financial Capital Trusts (SPFCT) Itr-V

Bank subsidiary
Non-bank subsidiary
Non-bank subsidiary
Non-bank subsidiary
Non-bank subsidiary
Non-bank subsidiary

Non-bank subsidiaries

CBNM Properties, LLC, a non-bank subsidiary, was dissolved during 2016.

Basis of Presentation and Coruolidation -The consolidatd financial statements (CFS) include the
accounts of SPFI and its wholly owned consolidated subsidiaries (collectively referrrd to as the
"Company") identified above. AII significant intercompany balances and transactions have been eliminated
in consolidation.

The Company's CFS are prepared and presented in accordance with accounting principles generally
accepted in the Unitd States of America (GAAP).

Subsequent Events - The Company evaluated subsequent events for potential recognition and/or disclosure
through March 21, 2018, the date the CFS were available to be issued.

Use o.f Estimates - The preparation of financial skternents in conformity with GAAP requires numagement
to make estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure
of con:ingent assets and liabilities at the date of the financial statenrents and the reported amounts of
revenues and expenses during the reporting period. Actual results could differ from those estimates.
Determination of the adequacy of the allowance for loan losses is a material estimate that is panicularly
susceptible to significant change in the near term; the valuation of foreclosed assets and fair values of
financial instmments can also involve significant runagenent estimates.

Concentration of Credit Risk * The bank subsidiary is primarily involved in real estate, commercial.
agricultural, and consumer lending activities with customers throughout Texas and Eastern New Mexico.
Although the bank subsidiary has a diversified portfolio, its debtors' ability to honor their conracts is
substantially dependent upon the general economic conditions of the region which consist primarily of
agribusiness, wholesale/retail, oil and gas and related business, healthcare industries, and instirutions of
higher education.

Continued

-8-



S OUTH PIAI N S F I N AN C I A I-, I N C. AND SU B S I DIARI E S

NOTES TO CONSOUDATED FINANCIAL STATEMENTS
(Continued)

1. SAMMARY OF SIGNIFICANT ACCOANTING POLICIES (Continued)

Comprehensive Income - Comprehensive inconp is comprised of net income or loss and other comprehensive
income or loss (OCI). Relevant examples of OCI iaems are unrealized holding gains and losses on securities
available for sale, and subsequent decreases (if not an other-than-lemporary impairment) or ilcreases h the fair
value of securities available for sale previously written down as impaired.

Cash and Cash Equivalents - The Company includes all cash on hand, balances due from other banks, and

Federal funds sold, all of which have original maturities within three months, as cash and cash equivalents in
the accompanying CFS. Federal regulations require the bank subsidiary to set aside speified amounts of cash
as reserues against transaction and time deposits, which fluctuate daily. These reserves rnay be held as cash on
hand or on deposit with a disuict Federal Reserve Bank. Management believes that the bank subsidiary
complies with these requirements.

Secuities - lnvestment securities may be classified into trading, held to maturity GffM) or available for sale
(AFS) portfolios. Securities that are held principally for resale in the near term arc classified as trading.
Securities that management has the ability and positive intent to hold to maturity are classified as HTM and

recorded at anrortized cost. Securities not classifie.d as trading or HTM are AFS and are reported at fair value
wi& unrealized gains and losses excluded from earnings, but included in the determination of OCL
Management uses these assets as part of its asset/liability nunagement strategy; they may be sold in response to
changes in liquidity needs, interest rates, resultant prepayment risk changes, and other factors. Management
determines the appropriate classification of securities at the time of purchase. Pr,rrchase premiums and

discounts are recognized in interest inconre using the interest method over the terms of the securities. Realized
gains and losses and declines in value judged to be other-than-temporary are included in gain (loss) on sale of
securities. The cost of securities sold is based on the specific identification method.

When the fair value of a security is below its amortized cost, additional analysis is performed to determine
whether an other-than-temporary impairment condition exists. The analysis considers (i) whether there is
intent to sell securities prior to recovery and/or maturity, (ii) whether it is more likely than not that securities
will have to be sold prior to recovery and/or maturity, and (iii) whether there is a credit loss component to the

impairrnent. Often. the information available to conduct these assessments is limited and rapidly changing,
making estimates of fair value subject to judgment. If acrual infonnation or conditions are different than
estimated, the extent of the impairrnent of a security may be different than previously estirnated, which could
have a material effect on the Company's results of operations and financial condition.

Nonnnrketable Equi* Securities - Securities with limited marketability, such as stock in the Federal Home
Loan Bank of Dallas @{LB), are canied at cost and are rcported in other assets. Windmark lnsurance
Agency, Inc. owns 509o of WBSPF, LLC and accounts for its ownership using the equity npthod of
accounting.

Iaans - Loans that management has the intent and ability to hold for the foreseeable future or until maruriry or
payoff are reported at their outstanding principal balances net of any unearned incore, charge-offs,
unamortized defened fees and costs on originated loans, and premiums or discounts on purchased loans.
Interest income is accnred on the unpaid principal balance. loan origination fees. net of certain direct
origination costs, are defened and recognized as an adjustnrcnt of the related loan yield using the straight-line
metho4 which is not materially different from the effective interest method required by GAAP.

Contirued

-9-



SOUTH PI.4,INS F I NANCIAI. INC. AND SU BSIDIAN ES

NOTES TO CONSOUDATED FINANCIAL STATEMENTS
(Continued)

I. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Conrinued)

Ioans are placed on non-accrual status when, in management's opinion, collection of interest is unlikely, which
typically occurs when principal or interest payments are more than ninety days past due. When interest accnral
is discontinued, all unpaid accrued interest is reversed against interest income. The interest on these loans is
accounted for on the cash-basis or cost-recovery nethod, until qualifying for return to accrual. loans are

returned to accrual sBtus when all the principal and interest amounts contractually due are brought current and

future payments are reasonably assured.

Allov,ance .for Loan Insses - The allowance for loan losses is established as lmses are estir:rated to have

occurred through a provision for loan losses charged to earnings. Loan losses are charged against the
allowance when management belieres the uncollectibility of a loan balance is confirmed. Subsequent

recoveries, if any, are credited to the allowance. The Company's allowance for loan losses consists of specific
valuation allowances established for probable losses on specific loans and general valuation allowances

calculated based on historical loan loss experience for similar loans with similar characteristics and trends,
judgmentally adjusted for general economic conditions and other qualitative risk factors internal and external to
the Company.

The allowance for loan losses is evaluated on a quarterly basis by management and is based upon
management's review of the collectibility of the loans in light of historical experience, the nature and volume
of the loan portfolio, adverse situations that rnay affect the borrower's ability to repay, estimated value of any
underlying collateral, and prevailing economic conditions. This evaluation is inherently subjective, as it
requires estimates that are susceptible to sigrrificant revision as more information becomes available. The
determination of the adequacy of the allowance for loan losses is based on estimates that are particularly
susceptible to significant changes in the economic environnrent and market conditions. In connection with the

determination of the estirnated losses on loans. management obtains independent appraisals for significant
collateral. The bank subsidiary's loans are generally secured by specific items of collateral including real
properry, crops, livestoch consumer assets, and other business assets.

While management uses available information to recognize losses on loars, further reductions in the carrying
arnounts of loans rnay be necessary based on various factors. 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 subsidiary to recognize additional losses based on their judgments about 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.

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 paynrcnts of principal or interest when due according to the contractual
terms of the loan agre€ment. All loans rated substandard or worse and greater than $250,000 are specifically
reviewed to determine if they are impaired. Factors considered by management in determining whether a loan
is impaired include paprrcnt status and the sources, arnounts, and probabilities of estimated cash flow available
to service debt in relation to amounts due according to contractual terms. loans that experience insignificant
payment delays and payment shorfalls 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 of
the circumstances surrounding the loan and the borrower, including the length of the delay, the reasons for the

delay, the bonower's prior payment record, and the amount of the shordall in relation to the principal and

interest owed.

Continued

-10-



SOUTH PIA,INS FINANCIAI.INC. AND SUBSIDIArJES

NOTES TO CONSOUDATED FINANCIAL STATEMENTS
(Continued)

1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

loans that are determined to be impaired are then evaluated to determine estimated impairment, if any. GAAP
allows impairment to be measured on a loan-by-loan basis by either the present value of expected future cash
flows discounted at &e loan's effective interest rate, the loan's obtainable market price, or the rair value of the
collateral if the loan is collateral dependent. l.oans that are not individually determined to be impaired or are

not subject to the specific review of impaired status are subject to the general valuation allowance portion of
the allowance for loan loss.

The Company rnay modify its loan agreement with a borrower. The modification will be considered a troubled
debt restructuring if the following criteria are nret: (l) &e borrower is experiencing a financial difficulry and
(2) the Company makes a concession that it would not otherwise make. Concessions may include debt
forgiveness, interest rate change, or marurity extension. Each of these loans is impaired and is evaluated for
impairrnent, with a specific reserve recorded as necessary based on probable losses related to collateral and

cash flow. A loan will no longer be required to be repor:ed as restructured in calendar years following the
restructure if the interest rate at the time of restructure is greater than or equal to the rate the Company was
willing to accept for a new extension of credit with similar rjsk and the loan is in compliance with its modified
tenns.

lnans Held for Sale - Loans held for sale are comprised of residential mortgage loans. Loans that are
originated for best efforts delivery are carried at the lower of agregate cost or fair value as determined by
aggregate outstanding commitments from investors or curent investor yield requirements. All other loans held
for sale are canied at fair value. loans sold are typically subject to certain indemnification pmvisions with the
investor; nunagenrnt does not believe these provisions will have any sigrificant consequences.

Premises and Equtpment - knd is canied at cost. Buildings and equipment are carried at cost, less

accumulated depreciation computed on the straight-line nethod over the estimated useful Lives of ttre asses.
l,easehold improvements are depreciated over the lesser of the term of the respective leases or the estirnated

useful lives of the improvements.

Foreclosed Assets - Assets acquired through, or in lieu of, loan foreclosure or repossession are held for sale

and are initially recorded at fair value less estimated selling costs when acquired. establishing a new cost basis.
Subsequent to foreclosure, valuations are periodically performed by management and the assets are carried at
the lower of the cost basis or fair value less estimated costs to sell. Revenue and expenses from operations and

changes in the valuation allowance are included in net expenses from foreclosed assets.

Bank-Ovmed Ufe Insurance - The bank subsidiary has purchased life insurance policies on various offrcers
and also is the beneficiary. These policies are issued by third parry insurance companies. Assets are carried at
the cash surrender value and changes in the cash surrender values are recognized in other noninterest income in
the accompanying CFS.

Mortgage Banking Deivatives - Commitments to fund nprtgage loans (interest rate locts) to be sold into the
secondary market, forward commitments for the future delivery of these mortgage loans, and forward sales of
mortgage-backed securities are accounted for as free standing derivatives. At the tirne of the interest rate loch
the Conpany determines whether the loan will be sold through a best efforts contract or a mandatory delivery
contract.

In order to hedge the change in interest rates resulting from the commitmens to fund the loans that will be sold
through a best efforts contract, the Company enters into forward loans sales commitments for the future
delivery of mortgage loans when interest rate locts are entered into. At inception, these interest rate locks

Continued
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SOUTH PIAINS FINANCIAI.INC. AND SUBSIDIArdES

NOTES TO CONSOUDATED FINANCIAL STATEMENTS
(Continued)

I. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

and the related forward loan sales commitments, adjusted for the expected exercise of the commitment before
the loan is funded, are recorded with a zero value. Subsequent changes in fair value are estimated based on
changes in mortgage interest rates from the date the interest on the loan is locked.

In order to hedge the change in interest rates resulting from all oths nprtgage commitments to funds loans, the
Company enters into forward sales of mortgage-backed securities contracts. At inception, these interest rate

locks are recorded at fair value and is adjusted for the expected exercise of the commitment before the loan is
funded. Subsequent changes ix fair value are estimated based on changes in mortgage interest rates from the
date the interest on the loan is locked. Changes in the fair values of these derivatives are included in net gain
on sales of loans in the CFS.

Derivatives - At the inception of a derivative contract, the Company desigrates the derivarive as one of firee
rypes based on the Company's intentions and belief as to likely effectiveness as a hedge. These three types are
(l) a hedge of the fair value of a recognized asset or liabiliry or of an unrecognized firm commitment ("fair
value hedge"), (2) a hedge of a forecasted transaction or the variability of cash flows to be received or paid
relued to a recognized asset or liability ("cash flow hedge"), or (3) an instrument rvith no hedging desigrration
("stand-alone derivative"). For a fair value hedge, the gain or loss on the derivative. as well as the offsetting
loss or gain on the hedged itenu are recognized in current eamings as fair values change. For a cash flow
hedge, the gain or loss on the derivative is reported in other comprehensive income and is reclassified into
earnings in the same perids during which the hedged transaction affects earnings. For both types of hedges,

changes in the fair value of derivatiles that are not highly effective in hedging the changes in fair value or
expe{ted cash flows of the hedged item are recognized immediately in current earnings. Changes in the fair
value of derivatives that do not qualiff for hedge accounting are reported currently in earnings, as non-ilterest
income.

Net cash settlements on derivatives that qualiff for hedge accounting are recorded in interest income or interest
expense, based on the item being hedged. Net cash settlements on derivatives that do not qualify for hedge
accounting are reported in non-interest incorre. Cash flows on hedges are classified in the cash flow statement
the same as the cash flows of the items being hedged.

The Company formally documents the relationship berween derivatives and hedged items, as well as the risk-
management objetive and the sEategy for undertaking hedge transactions at the inception of the hedging
relationship. This docunentation includes linking fair value or cash flow hedges to specific assets and
liabilities on the balance sheet or to specific firm commitrnents or forecasted transactions. The Company also
fornally assesses, both at the hedge's inception and on an ongoing basis, whether the derivuive instruments
ttrat are used are highly effective in offsetting changes in fair values or cash flows of the hedged items. The
Company discontinues hedge accounting when it determines that the derivative is no longer effective in
offsetting changes in the rair value or cash flows of the hedged itern the derivative is settled or tennirates, a

hedged forecasted transaction is no longer probable, a hdged finn commitment is no longer firnr, or treatnrnt
of the derivative as a hedge is no longer appropriue or intended.

Continued
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SOUTH PIA,I N S F I N AN CI AI. I N C, AND SU B SI DIARI E S

NOTES TO CONSOUDATED FINANCIAL STATEMENTS
(Continued)

I. SUMMARY OF SIGNIFICANT ACCOANTING POLICIES (Continued)

When hedge accounting is discontinued, subsequent changes in fair value of the derivative are recorded as non-
interest income. When a fair value hedge is discontinued. the hedged asset or liability is no longer adjusted for
changes in fair value and the existing basis adjustnrcnt is arnortized or accreted over the remaining lile of the
asset or liability. When a cash flow hedge is discontinued but the hedged cash flows or forecasted transactions
are still expe.ted to occur, gains or losses that were accumulated in other comprehensive income are amortized
into earnings over the same periods which the hedged transa*ions will affect earnings.

Advenising - Advertising costs are recognized when incurred. Advertising costs during 2017 and 2016 were
approximately $2.6 million and $2.5 million, respectively.

Income Taxes - The Company elected to be taxed as an S corporation beginning January l, 1998.
Accordingly, Federal income taxes are not reflected in the CFS. The Company files a consolidued Federal
income tax rerurn.

In 2006, the State sf Texas rnodified the franchise tax structure. The change was effective for franchise tax
reports filed on or after January l, 2008. The modified tax is an incorne tax for financial reporting purposes

under GAAP and the Company and its subsidiaries are subject to the modified rax as a combined goup.

Trust Assets - Custodial assets of City Bank's trust department, other than cash on deposit at Ciry Banlq if any,
are not included in the accompanylng CFS because they are not assets of City Bank. Trust fees are recognized
on the accrual basis.

Fatr Values of Financial Instruments - Fair values of financial instrurnents are estimated usilg relevant market
information and other assumptions, as more fully described in Note 13. Fair value estimates involve
uncertainties and rnatters of significant judgment. Changes in assumptions or in market conditions could
signifi cantly affect estimates.

Recent Accountins Pronowcenunts - Financial Accounting Standards Board (FASB) Accounting Stmdards
Codificarton (ASCJ constitutes U.S. GAAP for nongovernrnental entities. Updates to ASC are presoibed in
Accounting Standards Updates (AS[D, which are not authoritatile until incorporated into ASC.

Continued
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Continued)

t. SAMMARY OF SIGNIFICANT ACCOANTING POUCIES (Coainued)

ASU 2014-09 Revenuc from Contracts wilh Cwtomers (Topic 6M) and ASU 2016-14 - Reverure ftam
Contracts with Customers (Topic 606) - Defenal of thc Effective Date. The FASB amended existing guidance
related to revenue from contracts with custonrrs. This amendment supersedes and replaces nearly all existing
revenue recognition guidance, including industry-specific guidance. establishes a new coneol-based revenue
recognition model, changes the basis for deciding when revenue is recognized over time or at a point in tinr,
provides new and more detailed guidance on specific topics and expands and improves disclosures about
revenue. In addition, this amendment specifies the accounting for some costs to obtain or fulfi.ll a confiact witlr
a customer. These amendments are effective beginning January l, 2019. The adoption of this standard is not
expected to have a material impact on the Company's operating results or financial condition.

ASU 2016-02 lrases (Topic 842). T\e FASB arnended existing guidance that requires that lessees recognize
lease assets and lease Liabilities on the balance sheet and disclose key information about leasing arangernents.
The Company is in the process of determining ttre effect of the standard on its consolidated operating results
and financial condition. These amendments are effective beginning January 1,2020

ASU 2016-13 Financial Instruments - Credit losses (Topic 326). The FASB issued guidance to replace the
incurred loss model with an expected loss model, which is referred to as the current expected credit loss
(CECL) model. The CECL model is applicable to the measurement of credit losses on financial assets
measured at amortized cost, including loan receivables, held to maturity securities, and debt securities. ASU
2016-13 is effective for the Company for annual perids beginning after December 15,2020, including interim
periods within those fiscal years. Entities will apply the standard's provisions as a cumulative+ffect adjustment
to retained earnings as of the beginning of the first reporting period in which the guidance is adopted. The
Company is cunently evaluaring the impact adoption of ASU 2016-13 will have on its consolidated operating
results and frnancial condition.

ASU 201615 Statement of Cash Flows (Topic 320). The FASB issued guidance to address the diversity in
how certain cash receipts and cash payments axe presented and classified in the statement of cash flows. The
adoption of this standard is not expected to have a material impact on the Company's operating results or
financial condition. These arnendments are effective beginning January l, 2019.

ASU 2017-12 Derivarives and Hedging (Topic 815). The FASB issued guidance to improve the financial
reporting of hedging relationships to better portray economic results of an entity's risk managerent activities
in its financial stuenrents. The amendments expand and refr.ne hedge accounting for both nonfinancial and
financial risk components and align the recognition and presentation of the effects of the hedging instrument
and the hedged item in the fraancial statements. These amendments are effective beginning January 1,20?A.
The adoption of this standard is not expected to have a material impact on the Company's operating results or
fmancial condition.

Continued
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NOTES TO CONSOUDATED FINANCIAL STATEMENTS
(Continaed)

2. SECUNTIES

The amortized cost and fair value of securities, with gross unrealized gains and losses, at year+nd follow (in
thousands):

Gross Cnoos

Amontized Unreatzed Unrcafaed Fair
Coot &ins l,cses Vahre

2An
AvailaSp for sab:

U.S. governrrrnt and ageacbs
State and mtmbipal
Mortgage-backed securitb s

Asset-backed and other
alrprtizing sec uritie s

$ $

43353 (342) !13,020

$ 194,625 $ 916 $ (1J62) $ 194,179

HeH to manriry:
State and mmbipal

2016

Avaihbb for sah:
U.S. governnrcnt and agencbs
State and mmicipal
Mortgage-backed securitie s

Asset-backed aruC other
aJDortizing securitie s

$ 89,920 $ 2Ar7 $ (7T $ 12310

14J68 14,884

$ 221,W $ 1623 $ (r24O) $ 22r,87
HeH to maturity:

State and munbipal $ 103.136 $ 3J23 $ (36) $ 106.823

The amortized cost and fair value of debt securities at December 31,2017 are presented below by conractual
maturity. Expected maturities may differ from contractual maturities because issuers may have the right to call
or prepay obligations. Other securities are shown separately since they are not due at a single maturity date.

Available for Sab HeH to Maturiry

s 10302
7459t
ffi,373

(?3)
(368)
(6?9)

$ 103%
749u
6:783

r13
755

39

9

$ 71,672
78247
53577

$ 42
930
q)

159

$ (2s5)
(56e)
(373\

(43\

$ 74,859

78,ffi
53296

Arnonized

Coot

Fah
Vahrc

Annrtized
Cost

Fair
Vahrc

Wittrin I year

After I year ttrough 5 years

Afier 5 yean ttrough 10 years

After l0 years

Ottrcr

$ 9,058

25,601

27505
22,735

lw,726

$ 9,104

8777
nfi3
23922

1ffi,803

$ 23283

30535

6,050

29952

$ 2339
31,615

6,ly
31,162

$ 194,625 $ 194,179 $ 89920 $ 92310

Continrrcd
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NOTES TO CONSOI]DATED FINANCIAL STATEMENTS
(Continaed)

2. SECUNTIES (Conthued)

Securities with a carrying value of approxinrately $188.1 million and $225.4 million at December 31, 2017 and

2016, respectively, were pledged to collateralize public deposits and for other purposes as required or permitted
by law.

The following table segegates securities with unrealized losses at year+nd, by the period they have been in a
loss position (in thousands):

Less than 12 Montlr 12 Months or More Total

Fair Vahe
Unreatzed

["oss

Fair

Valrc
Unrealized

Loes Fair Vahrc

Unrealized

[.oss

2017

U.S. govemnrnt and

agencbs

State and munbipal

Motgage-backed secwities

Asset-backed and other

amortizing securitbs

HeH to maturiry:

State and municipal

2pt5
U.S. governmerx and

agencbs

State and munbipal

Mmtgage-backed securities

Asset-backed and other

amortizing securitbs

$ z,An $

n247
47,4n

$ 2,073 $

36,636

59,100

23

368

629

y2

23

2W
368

v2

255

569

373

43

255

558

a9

43

$ $

6389
I1,623

r59

261

4T 197 41,197

$ 120,994 $ 942 $ 18012

-

$ 420 $ 139,m6 $ 1,362

$ 14,764 $ 20 $ 460

-

$ 7 $$n4 $ 27

4252
10307

1l
t4

5281 523t

$ 99,W2 $ 1,085 _ql45se_ $ 155 $ 113,651 $ 1240

HeH to maturiry:

State and munhipal $ 8530 $ 36 $ $ $ 8530 $ 36

There were 121 securities with an unrealized loss at December 31,2017. Management does not believe that
these losses are other than tenporary as there is no intent to sell any of these seurities before recovery and it is
not probable that we will be required to sell any of these securities before recovery, and credit loss, if any, is
not material. Any unrealizecl losses are largely due to increases in market interest rates over the yields
available at the tinrc the underlying securities were purchased. The fair value is expected to recover as the
securities approach their maturity date or if market yields for such investnents decline. Management does not
believe any of the securities are impaircd due to reasons of credit quality. Accordingly, as of Decenrber 31,
2017, management believes the impairments detailed in the table above are temporary and no impairurent loss
has been realized in the Cornpany's CFS.

Contiued
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SOUTH PIAINS FINANCIAI.INC, AND SUBSIDIARIES

NOTES TO CONSOUDATED FINANCIAL STATEMENTS
(Continaed)

J. I,OANS

Loans are summarized by category at year+nd as follows (in thousands):

nfi
Commercial real estate

Commerc ial - specialized

Commercial - general

Consuner
Constnrctbn

2016

$ 506,894

329,n9
410057

526,163

65922

$ 46?A9s

3@279

395,949

436256

572fi7

1,838,155

{21/6t\
1,661,186

(21.174)Allowance for loan lo,sses

Loans, net $ 1,816,694 $ 1,640012

The Company has certain lending policies, underwriting standards, and procedures in place that are designed to
maximize loan income with an acceptable level of risk. Managenrent reviews and approves these policies,
underwriting standards, and procedures on a regular basis and makes changes as appropriate. Management
receives frequent reports related to loan originations, quality, concentrations, delinquencies, non-performing,
and potential problem loans. Diversification in the loan portfolio is a means of managing risk associated with
fluctuations in eonomic conditions, both by type of loan and geography.

Conunercial - Comnercial loans are underwritten after evaluating and understanding the borrower's ability to
operate profitably. Underwriting standards have ben designed to determine whether the borrower possesses

sound business ethics and practices. evaluate current and projected cash flows to deterrnine the ability of the
borrower to repay their obligations, as agreed and ensure appropriate collateral is obtained to secure the loan.

Commercial loans are primarily made based on the i&ntified cash flows of &e borrower and. secondarily, on
the underlying collateral provided by the borrower. Most comrnercial loans are secured by the assets being
financed or other business assets, such as real estate, accounts receivable, or inventory, and include personal

$xfantees. Owneroccupied real estate is included in commercial loans, as the repayment of these loans is
generally dependent on the operations of the commercial bonower's business ra&er than on income-producing
properties or the sale ofthe properties.

Contilsed

-17 -



SOATH PI.AI N S FI NANCIAI4 I NC' AND SA BSIDIARIES

NOTES TO CONSOIJDATED FINANCIAL STATEMENTS
(Continaed)

3. LOANS (Cortinued)

Conunercial Real Estate - Commercial real esate loans are also subject to underwriting standards and
processes similar to commercial loans. These loans are undenvritten primarily based on pmjected cssh flows
for income-producing properties and collateral values for nonilcome-producing properties. The repaynent of
these loans is generally dependent on the successful operation of the property securing the loans or the sale or
refinancing of the property. Real estate loans may be adversely affected by conditions in the real estate markets
or in the general economy. The properties securing the Company's real estate pordolio are diversified by rype
and geographic location. This diversity helps reduce the exposure to adverse economic events that affect any
single market or industry.

Constructian - loans for residential construction are for single-family properties to developers, builders, or
end-users. These loans are underwritten based on estimates of costs and completed value of the project. Funds
are advancpd based on estinuted percentage of compledon for the project. Performance of these loans is
affected by economic conditions as well as the ability to conml costs of the projects.

Conswner - The Company utilizes a computer-based credit scoring analysis to supplement its policies and
procedures in undenrriting consumer loans. The Company's loan policy addresses tlpes of consumer loans
that may be originated and the collateral, if secured, which must be perfected. The relatively smaller individual
dollar amounts of consumer loans that are spread over numerous individual borrowers also minimize the
Company's rislc, Residential real estate loans are included in consumer loans. The Company generally requires
mortgage title insurance and hazard insurance on these loans.

The following table details the activity in the allowance for loan losses during 2017 and 2016 (in thousands).
Allocation of a portion of the allowance to one cat€gory of loans does not preclude its availability to absorb
losses in other categories.

Comurrcial
Real Estate

Cornnnrcial

Specialized

Comnprcial
Crneral

20t7
Beginning balance

Provbion for
Ioan hsses

Charge-offs

Recoverhs

Ending balarce

?st6
Beginning bahnce

Provbion for
loan bsses

Charge-offs

Recoverbs

Ending balarrce

Constmrr Constnrction Taal

$ +,0+g $ 3{74 $ 9589 $ 3910 $ 152 $ 2t,174

(36s)

(18)

103

0Ju)
(173)

7X)

2,653

(2,658)

567

3206
(2Jsr)

467

196 3,966

(5,606)

Lgn
$ 3,769 $ 2fi7 $ l0,l5l $ 4,826 $ 348 $ 21,461

$ 8,457 $ 3,4u $ 9,117 $ 3p86 $ 149 $ U2m

(5,050)

(43)

685

2257
(2,429)

235

2,120
(2,143)

495

25W
(2,000)

315

133

(130)

1,9@

(6J4s)

1J30

$ o,oug $ 3A74 $ 9J89 $ 3910 $ 152 $ 21,174

Contilued
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NOTES TO CONSOUDATED FINANCIAL STATEMENTS
(Confinaed)

3. LOANS (Cowinued)

Impaired loan information at year+nd follows (in thousands):

Unpail
Contractual

Principal

Bahnce

Recsded
Investrrcnt

With No

Albwance

Recorded

Invesunent
wirh

Albwance

Total
Recorded

Invesgnent

Related

Albwance

Average

Recorded

lnvesunent

$ 7,815 $ 7360 $

6,474 5367

$ 7360 $

s367

4SnS

3287

$ 4,982

s244

4,901

2,79s

7A33

3,937

3,659

2,888

1,316

3W

109

v

$ 2s2s9 $ t9274 $ r3L5 $ 20989 $ 143 $ 17,922

20t7

Comnercial
Real Estate

Comrnercial -

Specialized

Comnprcial -

General

Consurrer

Constnctbn

Total

nrc
Comnrercial

Real Estate

Comrnercial -

Speciafrzed

Comnrrcial -
General

Consunrer

Construction

Total

$ 3058 $ 2,6ff3 $

5,828 5.121

$ 2,603 $ $ 8,889

5,121 3,772

8,306

2,721

3,481

l,w4
l,%
a8

4,827

23W
114

53

3,751

2J08
39

$ 19913 $ 13,079 $ tJ74 $ t+,SSg

--

$ 167 $ 19,159

All impaired loans $250.000 and greater were specifically evaluated for inpairment. Interest income
recognized using a cash-basis rnethod on impaired loans for }Afi and 2016 was not significant. Additional
funds committed to be advanced on impaired loans are not signifrcant.

Contirued
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NOTES TO CONSOUDATED FINANCIAL STATEMENTS
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3. I0ANS (Continued)

The table below provides an age analysis on accruing pastdue loans and nonaccnral loans at year+nd (in
thousands):

3G89 Days Past

Due

90 Days or

More Past Due Nonaccrual

20t7

Comrnercial real estate

Corunercial - specialized

Comncrcial - general

Consumer

Construction

Total

2016

Comrnercial real estate

Comnrrcial - specialized

Comnrcrcial - general

Consurner

Construction

$$ 2562

519

1,827

4,y3

52

54

l3
1,078

55s8
1587

3385

2,W
75

$

$ 9251 $ t,t97 $ 12,704

$ 1,179

568

3,454

3595

2213

$ 62
858

3249
r323

95

1,000

$8

Total $ ll,l09 $ 1,008 $ 6,187

The Conpany grades its loans on a thirteen-point grading scale. These grades fit in one of the following
categories: (i) pass, (ii) special mention, (iii) substandard, (iv) doubfrrl, or (v) Ioss. Loans categorized as loss
are charged-off immediately. The gading of loans reflect a judgment about the risks of default associated with
the loan. The Company reviews the grades on loans as part of our on-going monitoring of the credit quality of
ourloan porfolio.

Pass loans have financial factors or nafure of collateral that are considered reasonable credit risls in the normal
course of lending and encompass several grades that are assigned base.d on varying levels of rish ranging &om
credits that are secured by cash or marketable securities, to watch credits which have all the characteristics of
an acceptable credit risk but warrant more than the normal level of monitoring.

Special mention loans have potential weaknesses that deserve management's close attention. If left
uncorrecte4 these potential weaknesses rnay result in deterioration of repayment prospects fo the loans at
some future date.

Substandard loans are inadequately protected by the cur€nt net worth and paying capacity of the borrower or
by the collateral pledged, if any. These loans have a welldefined weakness or wealmesses that jeopardize
collection and present the distinct possibiliry that sonp loss will be sustained if the deficiencies are not
corrected. A proracted workout on these credits is a distinct possibility. Prompt corrective action is therefore
required to stnengthen the Company's position, and/or to reduce exposure and to assure that adequate remedial
nrcasures are taken by the borrower. Credit exposue becomes more likely in such credis and a serious
evaluation of the secondary support to the credit is performed. Substandard loans can be accruing or

Continued
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NOTES TO CONSOUDATED FINANCIAL STATEMENTS
(Continued)

3. LOANS (Continued)

can be non-accmal depending on the circumstances of the individual loans. Doubtful loans have all the

weaknesses inherent in substandard loans with the added characteristics that the wealnesses make collection or
liquidation in full on the basis of currently existing facts, conditions, and values highly questionable and

improbable. All doubtful loans are on nonaccrrual.

The following table sunuurizes the internal classifications of loans at year+nd (in thousands):

Pass

Special

Mentbn Substandard Doubfrrl Total

nfi
Commercial real estate

Comnprcial - specialized

Comnrercial - general

Consunpr

Construction

Total

n6
Comrnerc ial real estate

Commercial - specialized

Comnrrcial - general

Consunpr

Constnrctbn

Total

Comnre rc ial real estate

Comnprcial - specialzed

Comrnercial - general

Consurner

Constructi:n

Total

$ lr33 $

4,937

$ 495,860

322iU
3973m
519,191

65,W7

$ 506,894

329,119

410,057

526,163

65,92

9,801

6,695

8,150

6972
75

$

480

$ 1,800J12 $ 5270 $ 31,693 $ 480 $ 1,838,155

$ 453,334

D85n
387,181

431,174

57,112

$ 9,161

10,752

8,769

5,082

95

$ 462,495

3W279
395,949

4%2s6
s7N7

$$

$ 1,627,3?3 $ $ 33,858 $ $ 1,661,186

Troubled debt restn"rcnrrings during 2017 and 2016 are summarized in &e table below (in thousands):

20t7 20t6
Number

of
Contracts

Bahnce at

Restnrcrure

Date

Balance at

December

3t

Number

of
Contracts

Baliance at

Restrucnne
Date

Balance at

December

3l

$ $ I
7

$36e$
7#3 3,958

Continued
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NOTES TO CONSOUDATED FINAT{CIAL STATEMENTS
(Continaed)

3. ICIANS (Couinued)

The following table summarizes how loans were restructured during 2017 and 2016 (in thousands):

Extended

Maturity

Adjusted

Paynrnt
and/q

Interest Rate

Combinatirn of
Payment/Rate

Adjtsurrcnt and

Maturity
Extensbn To{al

Principl
Fsgiveness

2Al7

Comnercial real estate

Comnrcrc ial - specialized

Commercial - general

Consurner

Constnrction

$ $ $ $

$ $ $

2016

Comnprcial real estate

Comnprcial - specialized

Comrercial- general

Consunrr
Construction

$

3958 3505

$ 3958 $ 3,874 $ $

As of December 31,2017, there were no defaults on loans reshrctured during the period.

FORECI.OSED ASSETS

Foreclosed assets activity was as follows (in thousands):

2017 nrc
Begirming bahrrce

Additions

Sales, net

Current year vahratln write-dorvn

Erding balance

$ $

$

$$

$3@$$ $ 369

7,63

$ 7,832

4.

7,Wg

l9s3
(6tv)

(s38)

7,681

6,468

(5Jeo)
(510)

$ a830 $ 7,&19

Continucd
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4. FOf;f,;CTOSEDASSEIS (Continued)

Activity in the valuation allowance was as follows (in thousands):

2017

Begiming bahrpe

Cunent year vaLnti:n write-down

Reductbns from sales

Erding balarrce

$

soaTil PLAINS FIN{NCIAI" INC. AND SABSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Continucd)

nL6

L7W
s38

(1,834)

$ 7,829

510
(5,630)

Net expenses rclated to foreclosed assets include (in thousands):

20t7

Net gain on sabs

Current year vahution write-down

Operating expenses, net of rental incorne

Forecbsed assets expense, rrct

$

$ 1,413 $ 2J@

?tt6

$(s19)

s38

22s

(629)

510

@t

$2M$s22

5. PREMISES AND EQAIPMENT

Detail of premises and equipment at year+nd follows (in thousands):

?fi17 20t6

I-and

BuiHLEs and irnprovenrnts
Furniture and equfrrent
Constuction in process

$ l0,l2l
60,119

40Jn
n7

$ l0,ll7
53,174

37973
r294

110,637

(48Jso)
102558
(4,/,237')

6.

Less accuruulated depreciati:n

Premises ad equignent, rrct $ 61,887 $ 58321

Depreciation expense was approximately $5.3 million tnz0l7 and $5.0 million in 2016.

DEPOSITS

Tfune deposits that nret or exceeded the FDIC Insurance limit of $250,000 were $147.1 million and $142.2
million at December 31,2017 and 2016, respectively.

Continucd
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SOUTH PIA,INS FINANCIAI" INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Continued)

DEPOSITS (Cantinued)

At December 31,2017, the scheduled maturities of time deposits are as follows (in thousands):

2018

20t9
w20
zA)t
?fr22

Thereafter

$ 210,988

35,212

r59s3
7535

61,825

$ 331513

7. BORROWING ARRANGEMENTS

Short-term borrowinss
The fotlowing table summarizes our short-term borrowings at year-end (in thousands):

nfi 2016

Federal funds purchased

FHLB advances - strot-term

Total

$ ls5s0 $ 26240

$ ls5s0 $ 26240

Federal funds purchased are short-term bonowings that generally have one{ay maturities.

Lines of credit
The bank subsidiary has a line of credit with FHLB. The amount of the line is determined by FHLB on a
quarterly basis. The line can be used to purchase Federal funds or to secure leuers of credit to pledge as

collateral against certain public deposits. Use and availability of the line at year-end follows (in thousands):

20t7 2016

Federal frmds purchased and slprt-term advances

long-term advances

l-etters of credit

Availabb funds

TCIal

$$

95,000

145,000

456,616

95,000

145,000

4ry2,570

$ 696,616 $ 642570

The line is collateralizsdby a blaaket floating lien on all frst mortgage loans and commercial real estate loans
as well as all FHLB stock.

The baalc subsidiary also has a line of credit with the Federal Resene Bank of Dallas (FRB). The amount of
the line is determined on a monthly basis by FRB. The line is collueralizedby a blanket floating lien on all
agriculture. comrnercial, and consumer loans. The amount of the line was $466.0 million and $359.0 million at

December 31,2017 and 2016, respectively. This line was not used at December 31,2017 or 2016.

Continued
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SOATH PIAINS FINANCIAI4INC' AND SUBSIDIAtr/ES

NOTES TO CONSOUDATED FINANCIAL STATEMENTS
(Continued)

7. BORROWINGARRANGEMENTS(Continued)

The bank subsidiary also has uncollateralized lines of credit with multiple banks. The total amount of the lines
was $135.0 and $135.0 million as of December 31,2017 and 2016, respectively. These lines were not used at

December 31,2017 or 2016.

Notes oayable and other borrowinss
There was a note for the Company's ESOP to a banh dated May 2007, payable in ten equal annual principal
payments of $677,000, beginnilg January 2008. The note bore interest at Wall Steet loumal (WSJ/ prime
minus 0.5% (3.25Vo at December 31, 2016) payable quarterly, and is secured by ulallocated shares of SPFI
stock and guaranteed by the Company. The Company repaid the entire December 31, 20L6 outstanding
balance of $676,000 ;rl,2017.

The Company had a line of credit from a bank. The line of credit was secured by 8,069 shares of City Bank
common stock. The line of credit bore interest at WS,/ prirne minus .157c. The line of credit marured in July
2016 and was not renewed. The Company did not fund on this line in 2016.

The bank subsidiary has multiple advances from FHLB. The advances are collateralized through the line of
credit with FHLB with interest payable monthly and principal due at maturity. The following table is a detail
of the advances as of December 3l (in thousands):

Issue

Date

Original

Amount of
Advance 2017 Balance 2016 Balance

Marudry

Date

lnterest Rate at

December 31,

20t7

20t3 $

2015

20r5

2015

20,000

25,000

25,000

25,000

20,000

25,000

25,000

25.000

20,000

25,000

25,000

25.0m

zAN
zu?s

zAN
2A?5

$ $ Fxed; 1.507o

Ywiabb; l.4V7c

Variabb; 1.407o

Variabb; 1.33%

$ 95,000 $ 95,000 $ 95,000

Junior subordinated defenable interest debentures and Trust prefened securities
The Company established grantor trusts (trusts) that issued obligated mandatorily redeemable preferred
securities (IPS); the Company issued junior subordinated deferrable interest debentures (debentures) to the
rusts. The trusts are not consolidated and the debentures issued by the Company to the trusts are reflected in
the Company's consolidated balance sheets. The Company records interest expense on the debentures ia its
CFS.

Continued
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SOUTH PIAINS FINANCIAI4INC' AND SUBSIDIARIES

NOTES TO CONSOUDATED FINANCIAL STATEMENTS
(Continaed)

7. BORROWINGARRANGEMENTS(Continued)

The common capital securities issued by the trusts ($1.4 million) are included in other assets in &e Compaay's
consolidated balance sheets under the equity method of accounting. The amount of the capi:al securities
represents the company's maximum exposure to loss.

The Company is required by the Board of Governors of the Federal Reserve System (the Federal Reserve
Board) to maintain certain levels of capital for bank regulatory purposes. The debenrures issued by the trusts

to the Company, less the common capital securities of the trusts, continue to qualify as Tier I capital, subject to
limitation ta 257a of Tier I capital, under guidance issued by the Federal Reserve Board.

Although ttre trusts are not consolidated in these CFS, the TPS remain outstanding with terms substantially the
sanre as &e debennues. The Company's hterest payments on its debentures are the sole source of repayment
for the TPS, Additionally, the Company guarantees paynent of interest and principal on the TPS.

The terms of the debentures and TPS allow for interest to be defened for up to five years consecutively
During this time, shareholder dividends are not allowed to be paid.

The following table is a detail of the debentures and TPS at December 3l,zOn (in thousands):

Interest Rate of

Issue Anpunt or Anpunt or i#tlH*. Jilril:,
Date TPS Debentures Debennres (l) (2){3)

South Plains Financial

Capital Trust Itr
South Plains Finarrcial

Capital Trust IV
South Plains Finarrcial

Capital Trust V

Total

2C01 $10,000 $ 10310 2034

2035

2037

!mo. LIBOR +

265bps; 4.0l%o

}mo. LIBOR +

l39bp;3.@vo
}mo. LIBOR +
l50bps; 2.98Vo

2005 20,0m 20,619

2W7 15,000 t5,&+

$ 4s.0m g 46393

(l ) May be redeenrcd five years from the issue daae, tre Company has no cumnt plans m redeenu (2) Ioterest payable quarterly with
principal due at maturity; (3) Ra:e as of last rect date.

Subordinated debt securities
In January 2014, the Company issued $20.9 million in subordinated debt securities. These securities pay
interest quarerly and mature January 2024, There was $6.5 million issued at a curent rate af 47o and $14.4
million at a current rate of 57o. These rares are fixed for five years and then float x IYSJ prime. with a floor of
4% and a ceiling of 7.SVo. These securities are unsecured and may be called by the Company a: any time after
January 2019. These securities quatry for Tier 2 capital, subject to regulatory limitations.

Continued
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NOTES TO CONSOUDATED FINANCIAL STATEMENTS
(Continued)

8. EMPLOYEE BENEFITS

The Company sponsors the ESOP, an employee stock ownership and 401(k) plan, that covers all employees
who have completed one month of service. Under the 401(k) provisions of the ESOP, participants may elect to
contribute pre-tax salary defenals and direct investment of those salary deferrals among investments offered in
the ESOP (excluding SPFI stock). Although the ESOP provides for Company contributions under the 401(k)
provisions, the Company has not made any contributions of this type and has no plans to do so in the
foreseeable future. AII Company contributions to date have been allocated to service debt related to employee
stock ownership.

The ESOP is leveraged to purchase shares ofSPFI stock. Shares are released from collateral and allocated to
active employees, in proportion to annual debt service. The Company recognizes the debt of the ESOP as

notes payable and the shares pledged as collateral are deducted from the stockholders' equity as unearned
ESOP shares in the accompanying consolidated balance sheets. See Note 7: Notes payable and other
borrowings.

The Company makes contributions to the ESOP as approved by the Board of Directors on an annual basis.

These contributions. plus dividends received, are used to service any ESOP debt and repurchase allocated
shares from participants and terminating vested participants. Contributions to the ESOP were $1.7 million and

$1.6 million in 2017 and 2016, respectively.

The ESOP participants have a mandatory put option to the Company, which may be assuned by the ESOP (but
ESOP assumption cannot be required), whereby the Company must settle any SPFI stock benefits under the
ESOP by providing cash to the participant in exchange for SPFI stock that would othenvise be distributed.
Therefore, the Company is obligated to repurchase allocated shares, at fair value as determined by independent
appraisal, from participants that (a) elect to divenify their holdings as they approach retirement, (b) retire or (c)
are vested in all or a portion of their SPFI stock in the ESOP and tenninate employnrnt.

SPFI stock held by the ESOP at year<nd follows:
?0r7 2016

Allocated shares

Unearned (unrebased) shares

Total shares

Fair vabe of unearned (unreleased) shares

99949 97,835

2,114

99949 99949

$ $ 880,000

Errloyee Health Benefits - The Company has a self-insured welfare benefit plan which provides health and
dental benefits. For officers of the Company, there is no waiting perid to be eligible, while there is a 60day
waiting period for all other employees. [n addition, to be eligible, an employee must be scheduled to work on a
full-tine basis (at least 30 hou:s per week). The Company periodically evaluates the costs of the plan and
determines the amount to be contributed by the Company and the ainount, if any, to be conributed by the
employee. Welfare benefit expense was approximately $3.8 million and M.l million fo the years ending
December 31,2017 and 2016, respectively. ln addition, benefit obligations have been accnred and include
reported claims payable and claims incurred but not reported. for approxirnately $498,000 and

Continued
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NOTES TO CONSOUDATED FINANCIAL STATEMENTS
(Continued)

8. EMPL/?YEE BENEFITS (Continued)

$458,000 as of December 31,Z0fi and 2016, respectively. The Company has limited its risk exposure for
these benefits through a stop-loss policy with an independent third party insurer which reimburses benefits paid

that exceed $75,000 per participant per year.

Non-Ouali.fied Plans - Certain Company executives, as determined by the Company's Board from time+o-
time, arc granted stock appreciation rights based on grant date values. The rights have varying vesting
provisions. Exercise and payment options for the rights vary and are governed by the program they were
issued under as well as the specific award agreenrcnt. The Company accrues the liabilities for these rights
under the intrinsic value method; approximately $8.1 million and $4.6 million was accnred at December 31,

2017 and 2016. respectively.

Certain Company executives, x determined by the Company's Board from time+o-time, have post-retirement

salary continuation agreenrents under an Executive Salary Continuation Plan. Retirement ages and retirement
salary amounts are specified in each agreement. The Company accrues actuarial estimates of the costs of these

benefits over the respective service periods; approxirutely $10.3 million and $9.4 million was accrued at

December 31,2017 and 2016, respectively.

Both of these plans are nonqualified, noncontributory, and unfunded. The charges to incorne for the plans
during 2017 and 2016 were approximately $5.2 million and $2.8 million, respectively.

9. REIATED.PARTY TRANSACTTONS

Direct and indirect loans to executive officers. directors, signifrcant stockholders and their related affiliates as

of December 31,2017 and 2016 aggregated approximately $9.4 million and $4.2 million, respectively. There
were no chargeoffs related to these loans in 2017 or 2016 and advance and repayment activity was routine.
Deposits from these related parties in the CFS werc not significant.

10. OFF.BAI.4,NCE.SHEET ACTIWTIES, COMMITMENTS AND CONNNGENCIES

Financial instnttnents w,ith o.f-balance-sheet risk - The Company is a parry to financial instrurnents with off-
balance-sheet risk in &e normal course of business to meet the financing needs of its customers. These
financial instruments include commitnpnts to extend credit and standby lettenof+redit. Such commitrnents
involve, to varying degrees. elements of credit and intsest rate risk in excess of the amount recognized in the
CFS.

The Company's exposure to credit loss is represented by the contractual amount of these commitnpnts. The
Company follows the sanre credit policies in making commitrnents as it does for recorded insu:uments.

Financial instrunrnts whose contract amounts represent credit risk oustanding at year+nd follow (in
thousands):

nfi 20t6
Commiunents to grant loans and unfuded

commirnents wrder lines of credit

Standby btte rs -of-credit

Contilued
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SOUTH PIA.INS F I NANC IAI. I NC. AND SU B SIDIARIES

NOTES TO CONSOUDATED FINANCIAL STATEMENTS
(Continued)

10. OFF-BAIA.NCE-SHEET ACTIWTIES, COMMITMENTS AND CONTINGENCIES (Continued)

Commitrnents to extend credit are agr€ements to lend to a customer as long as there is no violation of any
condition established in the contract. Commitments generally have fixed expiration dates or other termination
clauses and may requirc payment of a fee. The commitments for lines of crdit may expire without being
drawn upon. Therefore, the total commitrnent amounts do not necessarily represent funrre cash requirements.
The amount of collateral oblained if it is deemed necessary by the Company, is based on management's credit
evaluation of the customer.

Standby letters-of<redit are conditional commitments issued by the Company to guarantee the periormance of
a customer to a third party. Those leners-of+redit are primarily issued to support public and private bonowing
arrangements. Essentially all letters-of-credit issued have expiration dares within one year. The credit risk
involved in issuing letters-of+redit is essentially the same as that involved in extending loan facilities to
custonrcrs. The Company requires collateral suppo,rting those commitments if deeme;d necessary.

Litigation - The Company is a defendant in legal actions arising from time to time in the normal course of
business. Management believes that the ultimate liability, if any, arising from these matters will not materially
affect the CFS.

kase Commitments - The Company leases certain offrce facilities and office equipment under operating leases.

Rent expense for all operating Ieases totaled approximately $2.2 million Li ?017 and $2.4 million in 2016.
Occupancy expense was reduced by approximately $900,000 and $800,000 for rental income during 2017 and

2016, respectively. Future minimum lease payments due under non+ancelable operating leases as of
December 31,?017 are as follows (in thousands):

2018

2019

2V20

202t

2A22

Tlrcreafter

$ 1589

1,063

6s8

s08

458

4528

$ 8,804

-

Continued
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(Continued)

11, CAPITALAND REGUIATORY MATTERS

The Company and its bank subsidiary arc subject to various regulatory capital requiremens administered by its
banking regulators. 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

Company's and its bank subsidiary's financial statements. Under capital guidelines and the regulatory
framervork for prompt corrective action, the Company and its bank subsidiary must meet specific capital
guidelines that involve quartitative measures of their assets, liabilities, and certain off-balance-sheet items as

calculated under regulatory accounting practices. The capital amounts and classification are also subject to
qualitative judgments by the regulators about components, risk weightings, and other factors. hornpt
conective action provisions are not applicable to bank holding companies.

In July 2013, the Federal Reserve Board published final nrles for the adoption of the Basel Itr regulatory capital
framework (Basel III). Basel Itr, among other things, (i) introduces a new capital measure called Common
Equity Tier I (CETI), (ii) specifres that Tier I capital consists of CETI and Additional Tier I Capital
instruments meeting specified requirenrents, (iii) defirres Common Equity Tier 1 narrowly by requiring that
most deductionyadjustrnents to regulatory capital measures be made to CETI and not to the other components
of capital and (iv) expands the scope of the deductionJadjustments as compared to existing regulations. Basel
Itr became effective for the Company and its bank subsidiary on January l, 2016 with certain transition
provisions fully phased-in on January 1,2019. Management does not anticipate a material impact on the

Company or our bank subsidiary when the provisions are fully phased-in.

Quantitative nrcasures established by regulation to ensure capital adequacy require the Company and its bank
subsidiary to maintain minimum amounts and ratios (set forth in the following table) of total and Tier I capital
(as defined in the regulations) to risk-weighted assets (as defined) and of Tier I capital (as defined) to average

assets (as defined). Management believes, as of December 31,2017 and 2016, tiat the Company and its bank
subsidiary rnet all capital adequacy requirements to which they are subject.

As of Decembe r 3l . 2017 , the bank subsidiary was well capitalized under the regula:ory framework for prompt
corrective action. To be categorized as well capitalized, an institution must maintain minimum total risk-based
Tier I risk-based. and Tier I leverage ratios as set forth in the following kbles. There are no conditions or
events since December 31,2017 that management believes have changed the bank subsidiary's category.

Continued
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SOUTH PIA,IN S F INNI,ICIAI. I NC. AND SU BSIDIARI ES

NOTES TO CONSOUDATED FINANCIAL STATEMENTS
(Continued)

CAPITAL AND REGA IATORY MATTERS (Cantinued)

The Company and its bank subsidiary's actual capital amounts and ratios follow:

Acnal

For Capital
Adqequacy
Purposes

To Be Well

Capitalized Under
Pronpt Corrective
Actton Provisions

Anount Ratio Atnount Ratio Amount Ratio
(Dollars in thousands)

December 31,2017t
Total Capital to Rbk Weighted Assets:

Consotdated $ 303301

City Bank 276,153

Tbr I Capital to Risk Weighted Assets:

Consofidated 2ffiJ73
City Bank ?54512

Common Tbr I (CETI):

Consotdated 215,773

Ciry Bank ?54512

Tbr I Capital to Average Assets:

Consotdated 2fi,773
Ciry Bank ?54512

December 31,20162
Total Capital to Rbk Weighted Assets:

Consolidated $ 286578

Ciry Bank 2ffi,W6

Trcr t Capital to Risk Weighted Assets:

Conso[dated 244337

City Bank ?4,742

CommonTcr I (CETI):
Consolidated 1W337

City Bank 744,742

Ter I Capital to Average Assets:

Consoldated 244337

City Bank 244J42

15.lVo

13.870

13.OVo

l2.7Vo

l0.\Vo

l2.7Vo

l0.lVo
9.9Vo

15.7Vo

14.6Vo

13.4Vo

13.4%

l0.9Vo

t3.4Vo

9.6Va

9.6%

$ 185,220

lw,982

145,1'13

tMSao

I 15,137

l14989

103,643

103,4&1

$ 157529

t572t4

121,000

120J59

93,ffi
93A17

w2,263
102.104

9.37a

9.390

N/A
$ 199,980

N/A
l0.AVc

7.39o

7.3Vo

5.9Vo

5.\Vo

4.$Vo

4.$Va

8.69a

8.670

N/A
1s9984

N/A
8.0?c

N/A
t29987

N/A
6.SVa

N/A
129355

N/A
5.Wa

NIA
$ 182278

N/A
t0.0?a

6.67o

6.6Vo

5.l%o

5.1%

4.070

4.47a

N/A
145822

NIA

8.0?o

N/A
l18380

N/A
6.SVc

N/A
t27530

N/A
5.AVa

State banking regulations place certain resrictions on dividends paid by banks to their shareholders. Dividends
paid by the Company's banh subsidiary would be prohibited if the effect thereof would cause the bar*
subsidiary's capital to be reduced below applicable minimum capital requirements.

Continued
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Continaed)

12. DENVATIYES

The Company utilizes interest rate swap agre€nrents as part of its asset-liability managenent strategy to help

manage its interest-rate risk position. The notional amount of the interest rate swaps does not represent

amounts exchanged by the panies. The amount exchanged is determined by reference to the notional amount
and the other terms of the individual interest rate swap agreements.

The following table reflects the changes in fair value hedges included in the Consolidated Statements of
Comprehensive Income as of December 31 (in thousands):

lnterest Rate Contracts Location 20t7 2016

Change in fair vahe on interest rate swaps

hedging fxed rate bans

Change in fab value on fxed rate loans -

hedged item

Interestincone $ 92 $ 99

lnterest inconp $ (79) $ (65)

The following table reflects the fair value hedges included in the Consolidated Balance Sheets as of December
3l (in thousands):

2017 24rc
Notbnal Fair

Amount Vahe

IncLded in other liabitties:

Interest rate swap6 related to fxed
ratebans $ $ - $ 10,491 $ 33

Inchded in ottrcr assets:

lnterest rate swaps related to fxed $ 10,189 $ 59 $ $ -

rate loans

Mortgage banking derivatives
The net gains (losses) relating to free standing derivative instruments used for risk management are

summarized below as of December 3l (in thousands):

Locatbn 2017 2016

Notbnal
Arnount

Fair

Vahe

Forward contracts related to mortgage

loans tEH fo sab

lnterest rate bck commitrnents

Net gain on sales of hans $

Net gain on sahs of hans $

Continued
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NOTES TO CONSOLTDATED FINANCIAL STATEMENTS
(Continued)

12. DERMTIWS(Continued)

The following table reflects the amount and fair value of mortgage banking derivatives in the Consolidated
Balance Sheets as of December 3l (in thousands):

2017 ?0r6

Inchded in other assets:

Forward contracts rehted to
mortgage loans heH for sah

Interest rate lock commifiEnts

Total irrchr&d in other assets

Inchrded in ottrcr Iiabilities:

Forward contracts rehted to
nprtgage loans heH for sab

Interest rate hck cornrnitrnents

Total inchded in other liabfties

s47
528

$ 56,397 $ 575 $ 58,484

$ $ $

$ 332?7

23,170

$ 33,98
24A86

Notbnal
Amount

Fair
Vahle

Notbnal
Arnount

Fair
Vah:e

s 382

557

-t-:12-

$-
290

$ 290

5227 l05 9,998

$ 5227 $ 105 $ 9,98

13. FAIRVALAEDISCU)SARES

Fair value is the price that would be received to sell an asset or paid to transfer a liabitity in an orderly
Eansaction between market participants. A fair value measurement assumes that the ransaction to sell the
asset or transfer the liability occurs in the principal market for the asset or liability or, in the absence of a
principal market, the most advantageous market for the asset or liabiliry. The price in the principal (or most
advantageous) market used to measure the fair value of the asset or liabitity is not adjusted for transaction
costs. An orderly transaction is a transaction that assumes exposure to ttre market for a period prior to the

nreasurement date to allow for marketing activities that are usual and customary for transactions involving such
assets and liabilities; it is not a forced transaction. Market participants are buyers and sellers in the principal
market that are (i) independent, (ii) knowledgeable, (iii) able to transact and (iv) wilting to transact.

Valuation techniques thu are consistent with the market approach, the income approach and/or the cost
approach are required by GAAP. The market approach uses prices and other relevant inforrnation generated by
market transactions involving identical or comparable assets and liabilities. The inconrc approach uses
valuation techniques to convert future amounts, such as cash flows or earnings, to a single present amount on a

discounted basis. The cost ap,proach is based on the amount that currently would be required to replace the
service capacity of an asset. Valuation techniques should be consistently applied. krputs to valuation
techniques refer to the assumptions that market participants would use in pricing the asset or liability. Inputs
may be observable, meaning those that reflect the assumptions market panicipants would use in pricing the

asset or liabiliry developed based on market data obtained from independent sources, or unobservable, meaning
those that reflect the reporting entity's own assumptions about the assumptions market participants would use

in pricing the asset or liabiliry developed based on the best information available in the circumstances. The fair
value hierarchy for valuation inputs gives the highest pnority to quoted prices in

Continued
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13. FNRVALUE DISCLOSURES(Continued)

active markets for identical assets or liabilities and the lowest priority to unobservable inpus. The fair value

hierarchy is as follows:

Level I Inputs - Unadjusted quoted prices in active markets for identical assets or liabilities that the

reporting entity has the ability to access at the nrasurement date.

l*vel 2 Inputs - lnputs other than quoted prices included in Lrvel I that are observable for the asset or
Iiability, either directly or indirectly. These might inelude quoted prices for similar assets or liabilities in
active markets, quoted prices for identical or similar a.ssets or liabilities in markets that are not active,
inputs other than quoted prices thu are observable for the asset or liabili:y (such as interest rates,
volatilities, prepayment speeds, credit risks, etc.) or inputs that are derived principally from or
corroborated by market data by correlation or other urans.

lzvel 3 Inputs - Unobservable inputs for determining the fair values of assets or liabilities that reflect an

entity's own assumptions about the assumptions that market panicipants would use in pricing the assets

or liabilities.

o

o

o

Assets measured at fair value on a recurring basis at December 31,2017 follow (in thousands):

Lrvel I L*vel2 lrvel3 Total

Securitbs availabb for sah:

U.S. governnrnt and agencbs

State and mmbipal
Mmtgage-backed securitbs

Asset-backed and other

arnortizing securitbs 43,020 43,U20

$ 194,179 $ $ 194,179

$$ $ 10J92

74,9U

65,783

$ 10,3t)2

74,9U
65,783

Total securitbs availabb fu sab

loans held for sab (mandatory)

Asset derivatives

Liabiliry derivatives

$ 25,470 $

$

$

105$$

6v

105

$

$

$

$

$ 25,470

$ $ 634

Securities - Fair value is calculated based on market prices of similar securities usirg matrix pricing. Marix
pricing is a mathematical technique commonly used to price debt securities that are not actively traded.

loans held for sale (mandatorv) - Loans held for sale originated for mandatory delivery are reported at fair
value. Fair value is determined using quoted prices for similar assets, adjusted for specffic attributes of that
loan.

Derivatives - Fair value of derivatives is based on valuation models using observable market data as of the
measurement date.

Continued
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13. FAIRVALUE DISCLOSURES (Continued)

Assets and liabilities measured using fair value at December 31,2017 include the following:

tmpaired loans - Impaired loans are reported at the fair value of the underlying collateral, less estimated
disposal costs, if repayment is expected solely from the sale of the collateral. Collateral values are estimated
using Level 2 inputs based on observable market data or l*vel 3 inputs based on customized discounting
criteria. At December 31, 2017, impaired loans with a recorded investment of $21.0 million were reduced

by a specific valuation allowance of $ 143,000 resulting in carrying value of $20.8 million, based on Level 3
inputs.

Foreclosed assets - Foreclosed assets are transferred ftom loans at the lower of cost or fair value, less

estimated costs to sell. Collateral values are estimated using lrvel 2 inputs based on observable market data

or l-evel 3 inputs based on customized discounting criteria. At December 31,2017, foreclosed assets with a

carrying value of $4.2 million were reduced by a specific valuation allowance of $1.4 million resulting in
fair value, less costs to sell, of $2.8 million, based on t*vel 3 inputs.

Loans held for sale Gest efforts) - l,oans held for sale originated for best efforts delivery are reported at fair
value if, on an aggregate basis, the fair value for the loans is less than cost. In determining whe&er the fair
value of loans held for sale is less than cost when quoted market prices are not available, the Company may
consider outstanding investor commitments or discounted cash flow analyses with market assumptions.
Such fair values are classified within either Level 2 or Level 3 of the fair value hierarchy. At December 31,

2017, the aggregate fair value of loans held for sale exceeded their cost and accordingly, there was no mark
down from cost to fair value.

The following methods and assumptions were used to estimate the fair value of each class of financial
insuuments for which it is practical to estimate that value:

Cash and cash equivalents - The carrying amount of cash and short-term instrurnents appmximates fair value.

Loans - The fai: value of loans is estimated by discounting the contractual cash flows using the cunent rates at

which similar loans would be made to borrowers with similar credit ratings and for the same remaining
maturities and subtracting the allowance for loan losses.

Accrued interest - The carrying arnounts of accrued interest approximate fair value.

Bank-owned lile iwurance - Bank-owned life insurance is ca:ried at its cash surrender value.

Dennsit liobilrOrt - The fair value of demand deposits, savings accounts, NOW and money market accounts is
the amount payable on demand at the reporting date. The fair value of tir*e deposits is estimated using the
rates currently offered for deposits of similar renraining maturities.

Shon-rcrm borrovvings - The carryirg amount of Federal funds purchased and other short-term borrowings
maturing within ninety days appmximate their fair values.

Continued
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13. FNRVALAE DISCI/.SURES (Continucd)

Notes Wyable and otlur borrowinss - Rates cunently available to the Company for debt with similar terms
and remaining maturities are used to estimate fair value of existing debt.

lunior subordinated deferrable interest debentures and subordinated debt securities - Fair value is
estimated using a discounted cash flow calculation that applies interest rates being offered on similar
borrowings.

W-balance sheet instruments - The deferred incorp amounts arising from unrecognized financial
insrurrents are not significant. Also, these financial instrurnents have contractual interest rates at or above
current market rates. Therefore, no fair value disclosure is provided for these items.

The estimated fair values, and related carrying rlmounts, of the Company's financial instnrments at year+nd
are x follows (in thousands):

2017 20t6
Carrying

Armunt
Fair

Vahe
Carrying

Aupunt
Fair

Vahre

Financial assets:

loans heH for sab

L&ns, net

Finarcial liabihies:

Depmits
Notes payable & ottpr bmrowings

Junicr subordinated deferrabb

interest &bentures
Subsdinated debt secuitbs

$ D3t4
1,816.694

2,154,081

95,000

46.393

20,887

$ 29,4n
1,805,659

?,ly,l13
95,000

45,690

20,897

2,W,n3
95,676

4r.393

20,887

2,W29t7
95,676

45568

20,897

s 25,782 $ 25987

1,640,012 1,633A93
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