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FORWARD-LOOKING STATEMENTS AND FACTORS THAT COULD AFFECT FUTURE RESULTS

Certain statements contained or incorporated by reference in this annual report on Form 10-K are “forward-looking
statements” as defined in the Securities Exchange Act of 1934, including but not limited to, statements concerning future
results of operations or financial position, borrowing capacity and future liquidity, future investment results, future credit
exposure, future loan losses, plans and objectives for future operations, change in laws and regulations applicable to the
Company and its subsidiaries, adequacy of funding sources, actuarial expected benefit payments, valuation of foreclosed
assets, regulatory requirements, economic environment and other statements contained herein regarding matters that are

not historical facts. Such statements are often characterized by use of qualified words such as “expect,” “believe,” “estimate,”

“project,” “anticipate,” “intend,” “will,” 6shaurhls’of similar meaning or other statements concerning the opinions or
judgment of the Company and its management about future events. These statements are not historical facts but instead

are subject to numerous assumptions, risks and uncertainties, and represent only management’sbelief regarding future
events, many of which, by their nature, are inherently uncertain and outside management’scontrol. Any forward-looking

statements made by the Company speak only as of the date on which such statements are made. The Company’sactual
results and financial position may differ materially from the anticipated results and financial condition indicated in or
implied by these forward-looking statements. The Company makes no commitment to update or revise forward-looking
statements in order to reflect new information or subsequent events or changes in expectations.

Factors that could cause our actual results to differ materially from those in the forward-looking statements include, but
are not limited to, the following:

inflation, interest rates, market and monetary fluctuations;
geopolitical developments, including acts of war and terrorism and their impact on economic conditions;

the effects of, and changes in, trade, monetary and fiscal policies and laws, including interest rate policies of the Federal
Reserve Board;

the impact of changes in financial services laws and regulations (including laws concerning taxes, banking, securities
and insurance);

the effect of the Tax Cuts and Jobs Act of 2017 (“Tax Act”) and changes in the effect of the Tax Act due to issuance of
interpretive regulatory guidance or enactment of corrective or supplemental legislation;

changes in accounting principles, policies and guidelines;

changes, particularly declines, in general economic conditions and in the local economies in which the Company
operates;

the financial condition of the Company’s borrowers;
competitive pressures on loan and deposit pricing and demand;

changes in technology and their impact on the marketing of new products and services and the acceptance of these
products and services by new and existing customers;

the willingness of customers to substitute competitors’ products and services for the Company’s products and services;
the risks and uncertainties described from time to time in press releases and other public filings; and

the Company’s performance in managing the risks involved in any of the foregoing.

The foregoing list of important factors is not exclusive, and the Company will not update any forward-looking statement,
whether written or oral, that may be made from time to time.
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Part |
Item 1. BUSINESS.

General

Virginia National Bankshares Corporation (the “Company”) was incorporated under the laws of th&&ommonwealth of Virginia on

February 21, 2013 at the direction of the Board of Directors of Virginia National Bank (the “Bank”) for the purpose of acquiring albf
the outstanding shares of the Bank and becoming the holding company of the Bank. On June 19, 2013, the shareholders of the
Bank approved the Reorganization Agreement and Plan of Share Exchange, dated March 6, 2013, whereby the Bank would

reorganize into a holding company structure (the “Reorganization”).

On December 16, 2013, when the Reorganization became effective, the Bank became a wholly-owned subsidiary of the Company,

and each share of the Bank’s common stock was exchanged for one share of the Company’s common stock. The Company is
regulated under the Bank Holding Company Act of 1956, as amended (“BHC Act”), and is subject to inspection, examination and
supervision by the Board of Governors of the Federal Reserve System (the “Federal Reserve Board” or “Federal Reserve”). The
Company is also under the jurisdiction of the Securities and Exchange Commission (“SEC”) and is subject to the disclosure and

regulatory requirements of the Securities Exchange Act of 1934, as amended, (the “Exchange Act”) agdministered by the SEC.
Virginia National Bankshares Corporation is headquartered at 404 People Place, Charlottesville, Virginia.

Virginia National Bank, the principal operating subsidiary of the Company, was organized in 1998 under federal law as a national
banking association to engage in a general commercial and retail banking business. The Bank received its charter from the Office
of the Comptroller of the Currency (the “OCC”) and commenced operations on July 29, 1998. The Bank is headquartered in
Charlottesville, Virginia. The Bank’s deposits are insured up to the maximum amount provided by the Federal Deposit Insurance Act
by the Federal Deposit Insurance Corporation (“FDIC”). Prior to July, 2018, the Bank had one wholly owned subsidiary, VNBTrust,
National Association (“WVNBTrust”), a national trust bank formed in 2007. Effective July 1, 2018, VNBTrust was merged into Virginia
National Bank, and the Bank continues to offer investment management, wealth advisory and trust and estate administration
services under the name of VNB Wealth Management, also referred to herein as “VNB Wealth”. The Bank is subject to the
supervision, examination and regulations of the OCC.

During 2018, the Company changed the structure of its VNB Wealth lines of business. The Company formed Masonry Capital
Management, LLC (“Masonry Capital”), a registered investment adviser, to offer investment advisory and management services to
clients through separately managed accounts and through one or more private investment fund(s). The Company believes the
formation of Masonry Capital will allow the Company to offer its investment strategy to a wider range of clients.

References to the Company’s subsidiaries in this document include both the Bank andMasonry Capital Management, LLC.

As of December 31, 2018, the Company and its subsidiaries occupied five full-service banking facilities in the cities of
Charlottesville and Winchester and the County of Albemarle, Virginia, as well as a drive-through facility with additional office space
in Charlottesville. Refer to ltem 2. Properties for additional information regarding locations.

The multi-story office building at 404 People Place, Charlottesville, Virginia, also serves as the Company’s corporate headquarters
and operations center, as well as the headquarters for Masonry Capital. Additionally, the Company has a loan production office in
Harrisonburg, Virginia.

Products and Services

The Bank offers a full range of banking and related financial services, including checking accounts, NOW accounts, money market

deposit accounts, certificates of deposit, individual retirement accounts, Certificate of Deposit Account Registry Service (CDARS™),
Insured Cash Sweep® (ICS®) and other depository services. The Bank actively solicits such accounts from individuals, businesses

and charitable organizations within its trade area. Other services offered by the Bank include automated teller machines (“ATMs”),

internet banking, treasury and cash management services and merchant card services. In addition, the Bank is affiliated with Visa®,
which is accepted worldwide and offers debit cards to consumer and business customers.
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The Bank also offers short to long term commercial, real estate and consumer loans. The Bank is committed to being a reliable and
consistent source of credit, providing loans that are priced based upon an overall banking relationship, easy access to the Bank’s

local decision makers who possess strong local market knowledge, local delivery, fast response, and continuity in the banking
relationship. The Bank originates residential mortgage loans and sells on the secondary market those loans which the Bank does
not wish to retain for its own loan portfolio due to the interest rate risks that are inherent with long-term fixed rate loans.

Investment management, wealth advisory and trust and estate administration services are offered through VNB Wealth. Investment
management services are also offered through Masonry Capital. The flagship product for managed accounts employs a
value-based, catalyst-driven investment strategy. The financial instruments used include common and preferred stock, corporate
bonds, bank loans and other debt securities, convertible securities, Exchange Traded Funds (“EFTs”), options, warrants and cash
equivalents. More information on VNB Wealth Management is available at www.vnbwealth.com and on Masonry Capital is
available at www.mansonrycap.com.

Investment advisory, brokerage, annuity and insurance services and products are offered under the name of VNB Investment
Services pursuant to networking agreements with a registered broker/dealer and a registered investment adviser to provide
services through representatives who are also employees of the Company.

The Bank primarily serves the Virginia communities in and around the City of Charlottesville, Albemarle County and the City of

Winchester. The Bank also has a loan production office in Harrisonburg, Virginia. The Bank’s officelocations are well-positioned in
attractive markets. Within its market area, there are various types of industry including higher education, medical and professional
services, research and development companies and retail. The Bank closed its Orange, Virginia office effective April 13, 2018;
expanded messenger service continues to be available to the customers within and surrounding Orange, Virginia.

Competition

The Company engages in highly competitive activities. Each activity involves competition with other banks, as well as with
non-banking enterprises that offer financial products and services that compete directly with the Company’s product and service
offerings. The Company actively competes with other banks in its efforts to obtain deposits and make loans, in the scope and types
of services offered, in interest rates paid on time deposits and charged on loans, and in other aspects of banking.

In addition to competing with other commercial banks within and outside its primary service areas, the Company competes with
other financial institutions engaged in the business of making loans or accepting deposits, such as credit unions, insurance
companies, small loan companies, finance companies, mortgage companies, certain governmental agencies and other enterprises.
Competition for money market accounts with securities brokers and mutual funds is strong. Additional competition for deposits
comes from government and private issuers of debt obligations and other investment alternatives for depositors such as money
market funds.

The market areas served by the Company are highly competitive with respect to banking. Competition for loans to businesses and
professionals is intense, and pricing is important. Many of the Company’s competitors have substantially greater resources and
lending limits than the Company and offer certain services such as extensive and established branch networks that the Company
does not expect to match. Deposit competition is also very strong. Management believes, however, that a market exists for the
personal and customized financial services an independent, community bank can offer.

Supervision and Regulation

The Company and the Bank are extensively regulated under both federal and state laws. The following description briefly
addresses certain historic and current provisions of federal and state laws and certain regulations, proposed regulations and the
potential impacts on the Company and the Bank. To the extent statutory or regulatory provisions or proposals are described in this
report, the description is qualified in its entirety by reference to the particular statutory or regulatory provisions or proposals.

The Company

General. As a bank holding company registered under the BHC Act, the Company is subject to supervision, regulation, and
examination by the Federal Reserve. The Company is also registered under the bank holding company laws of Virginia and is
subject to supervision, regulation, and examination by the Virginia State Corporation Commission (the “SCC”).
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Permitted Activities. The permitted activities of a bank holding company are limited to managing or controlling banks, furnishing
services to or performing services for its subsidiaries, and engaging in other activities that the Federal Reserve determines by
regulation or order to be so closely related to banking or managing or controlling banks as to be a proper incident thereto. In
determining whether a particular activity is permissible, the Federal Reserve must consider whether the performance of such an
activity reasonably can be expected to produce benefits to the public that outweigh possible adverse effects. Possible benefits
include greater convenience, increased competition, and gains in efficiency. Possible adverse effects include undue concentration
of resources, decreased or unfair competition, conflicts of interest, and unsound banking practices. Despite prior approval, the
Federal Reserve may order a bank holding company or its subsidiaries to terminate any activity or to terminate ownership or control
of any subsidiary when the Federal Reserve has reasonable cause to believe that a serious risk to the financial safety, soundness
or stability of any bank subsidiary of that bank holding company may result from such an activity.

Banking Acquisitions; Changes in Control. The BHC Act and related regulations require, among other things, the prior approval of
the Federal Reserve in any case where a bank holding company proposes to (i) acquire direct or indirect ownership or control of
more than 5% of the outstanding voting stock of any bank or bank holding company (unless it already owns a majority of such
voting shares), (ii) acquire all or substantially all of the assets of another bank or bank holding company, or (iii) merge or
consolidate with any other bank holding company. In determining whether to approve a proposed bank acquisition, the Federal
Reserve will consider, among other factors, the following: the effect of the acquisition on competition; the public benefits expected
to be received from the acquisition; any outstanding regulatory compliance issues of any institution that is a party to the transaction;
the projected capital ratios and levels on a post-acquisition basis; the financial condition of each institution that is a party to the
transaction and of the combined institution after the transaction; the parties’ managerial resources, as well as risk management and
governance processes and systems; the parties’compliance with the Bank Secrecy Act and anti-money laundering requirements;

and the acquiring institution’sperformance under the Community Reinvestment Act of 1977 and its compliance with fair housing
and other consumer protection laws.

Subject to certain exceptions, the BHC Act and the Change in Bank Control Act, together with applicable regulations, require
Federal Reserve approval (or, depending on the circumstances, no notice of disapproval) prior to any person or company’s

acquiring “control” of a bank or bank holding companyA conclusive presumption of control exists if an individual or company
acquires the power, directly or indirectly, to direct the management or policies of an insured depository institution or to vote 25% or
more of any class of voting securities of any insured depository institution. A rebuttable presumption of control exists if a person or
company acquires 10% or more but less than 25% of any class of voting securities of an insured depository institution and either (i)
the institution has registered its securities with the SEC under Section 12 of the Exchange Act or (ii) no other person will own a
greater percentage of that class of voting securities immediately after the acquisition. The Company’s common stock is registered
under Section 12 of the Exchange Act.

In addition, Virginia law requires the prior approval of the SCC for (i) the acquisition by a Virginia bank holding company of more
than 5% of the voting shares of a Virginia bank or a Virginia bank holding company, or (ii) the acquisition by any other person of
control of a Virginia bank holding company or a Virginia bank.

Source of Strength. Federal Reserve policy has historically required bank holding companies to act as a source of financial and
managerial strength to their subsidiary banks. The Dodd-Frank Wall Street Reform and Consumer Protection Act (“Dodd-Frank Act”)

codified this policy as a statutory requirement. Under this requirement, the Company is expected to commit resources to support
the Bank, including at times when the Company may not be in a financial position to provide such resources. Any capital loans by a
bank holding company to any of its subsidiary banks are subordinate in right of payment to depositors and to certain other
indebtedness of such subsidiary banks. In the event of a bank holding company’s bankruptcy, any commitmentby the bank holding
company to a federal bank regulatory agency to maintain the capital of a subsidiary bank will be assumed by the bankruptcy trustee
and entitled to priority of payment.

Safety and Soundness. There are a number of obligations and restrictions imposed on bank holding companies and their
subsidiary banks by law and regulatory policy that are designed to minimize potential loss to the depositors of such depository
institutions and the FDIC insurance fund in the event of a depository institution insolvency, receivership, or default. For example,
under the Federal Deposit Insurance Company Improvement Act of 1991, to avoid receivership of an insured depository institution
subsidiary, a bank holding company is required to guarantee the compliance of any subsidiary bank that may become
“undercapitalized” with the terms of any capital restoration plan filed by such subsidiary with its appropriate federal bank regulatory
agency up to the lesser of (i) an amount equal to 5% of the institution’s total assets at the time the institution became
undercapitalized, or (ii) the amount that is necessary (or would have been necessary) to bring the institution into compliance with all
applicable capital standards as of the time the institution fails to comply with such capital restoration plan.
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Under the Federal Deposit Insurance Act (“FDIA”), the federal bank regulatory agencies have adopteduidelines prescribing safety
and soundness standards. These guidelines establish general standards relating to capital management, internal controls and
information systems, internal audit systems, information systems, data security, loan documentation, credit underwriting, interest
rate exposure and risk management, vendor management, corporate governance, and asset growth, as well as compensation,
fees, and benefits. In general, the guidelines require, among other things, appropriate systems and practices to identify and
manage the risk and exposures specified in the guidelines.

Capital Requirements. The Federal Reserve imposes certain capital requirements on bank holding companies under the BHC Act,
including a minimum leverage ratio and a minimum ratio of “qualifying” capital to risk-weighted assetsThese requirements are

described below under “The Bank— Capital Requirements.” Subjedb its capital requirements and certain other restrictions, the
Company is able to borrow money to make a capital contribution to the Bank, and such loans may be repaid from dividends paid by
the Bank to the Company.

Limits on Dividends and Other Payments. The Company is a legal entity, separate and distinct from its subsidiaries. A significant
portion of the revenues of the Company result from dividends paid to it by the Bank. There are various legal limitations applicable to
the payment of dividends by the Bank to the Company and to the payment of dividends by the Company to its shareholders. The
Bank is subject to various statutory and regulatory restrictions on its ability to pay dividends to the Company. The OCC has advised
that a national bank should generally pay dividends only out of current operating earnings. Under current regulations, prior
regulatory approval is required if cash dividends declared by the Bank in any given year exceed net income for that year, plus
retained net profits of the two preceding years. The payment of dividends by the Bank or the Company may be limited by other
factors, such as requirements to maintain capital above regulatory guidelines. Bank regulatory agencies have the authority to
prohibit the Bank or the Company from engaging in an unsafe or unsound practice in conducting its respective business. The
payment of dividends, depending on the financial condition of the Bank or the Company, could be deemed to constitute such an
unsafe or unsound practice.

Under the FDIA, insured depository institutions, such as the Bank, are prohibited from making capital distributions, including the
payment of dividends, if, after making such distributions, the institution would become “undercapitalized” (as such term is used in the

statute). Based on the Bank’s current financial condition, the Company does not expect that this provision will have any impact on
its ability to receive dividends from the Bank.

The Bank

General. The Bank is supervised and regularly examined by the OCC. The various laws and regulations administered by the OCC
and the other bank regulatory agencies affect corporate practices, such as the payment of dividends, incurrence of debt, and
acquisition of financial institutions and other companies; they also affect business practices, such as the payment of interest on
deposits, the charging of interest on loans, types of business conducted and location of offices. Certain of these laws and

regulations are referenced above under “The Company.”

Capital Requirements. The OCC and the other federal bank regulatory agencies have issued risk-based and leverage capital
guidelines applicable to U.S. banking organizations. Those regulatory agencies may from time to time require that a banking
organization maintain capital above the minimum levels because of its financial condition or actual or anticipated growth.

The federal banking agencies have adopted final rules regarding capital requirements and calculations of risk-weighted assets to
implement the Basel Ill regulatory capital reforms from the Basel Committee on Banking Supervision (the “Basel Committee”and
certain provisions of the Dodd-Frank Act (the “Basel lll Capital Rules”).
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The Basel lll Capital Rules require banks and bank holding companies to comply with the following minimum capital ratios: (i) a
ratio of common equity Tier 1 capital to risk-weighted assets of at least 4.5%, plus a 2.5% “capital conservation buffer” (effectively
resulting in a minimum ratio of common equity Tier 1 to risk-weighted assets of at least 7%); (ii) a ratio of Tier 1 capital to
risk-weighted assets of at least 6.0%, plus the 2.5% capital conservation buffer (effectively resulting in a minimum Tier 1 capital
ratio of 8.5%); (iii) a ratio of total capital to risk-weighted assets of at least 8.0%, plus the 2.5% capital conservation buffer
(effectively resulting in a minimum total capital ratio of 10.5%); and (iv) a leverage ratio of 4%, calculated as the ratio of Tier 1
capital to balance sheet exposures plus certain off-balance sheet exposures (computed as the average for each quarter of the
month-end ratios for the quarter). The phase-in of the capital conservation buffer requirement began on January 1, 2016, at 0.625%
of risk-weighted assets, increasing by the same amount each year until it was fully implemented at 2.5% on January 1, 2019. The
capital conservation buffer is designed to absorb losses during periods of economic stress. Banking organizations with a ratio of
common equity Tier 1 capital to risk-weighted assets above the minimum but below the conservation buffer face constraints on
dividends, equity repurchases, and compensation based on the amount of the shortfall.

The Tier 1, common equity Tier 1, total capital to risk-weighted assets, and leverage ratios of the Company were 13.58%, 13.58%,
14.52% and 11.14%, respectively, as of December 31, 2018, thus exceeding the minimum requirements. The Tier 1, common
equity Tier 1, total capital to risk-weighted assets, and leverage ratios of the Bank were 13.47%, 13.47%, 14.41% and 11.05%,
respectively, as of December 31, 2018, also exceeding the minimum requirements.

With respect to the Bank, the “prompt corrective action” regulations pursuant to Section 38 of the FDIA wereevised, effective as of
January 1, 2015, to incorporate a common equity Tier 1 capital ratio and to increase certain other capital ratios. To be “well

capitalized”under the revised regulations, a bank must have the following minimum capital ratios: (i) a common equity Tier 1 capital
ratio of at least 6.5%; (ii) a Tier 1 capital to risk-weighted assets ratio of at least 8.0%; (iii) a total capital to risk-weighted assets
ratio of at least 10.0%; and (iv) a leverage ratio of at least 5.0%. The Bank exceeds the thresholds to be considered well capitalized
as of December 31, 2018.

The Basel lll Capital Rules also changed the risk weights of assets to better reflect credit risk and other risk exposures. These
include a 150% risk weight for certain high volatility commercial real estate acquisition, development and construction loans and
nonresidential mortgage loans that are 90 days past due or otherwise on nonaccrual status, a 20% credit conversion factor for the
unused portion of a commitment with an original maturity of one year or less that is not unconditionally cancelable, a 250% risk
weight for mortgage servicing rights and deferred tax assets that are not deducted from capital, and increased risk-weights for
equity exposures.

In December 2017, the Basel Committee published standards that it described as the finalization of the Basel Il post-crisis
regulatory reforms (the standards are commonly referred to as “Basel 1V”). Among other things, these standards revise the Basel

Committee’s standardized approach for credit risk (including by recalibratingrisk weights and introducing new capital requirements

for certain “unconditionally cancellable commitments,8uch as unused credit card lines of credit) and provide a new standardized
approach for operational risk capital. Under the proposed framework, these standards will generally be effective on January 1,
2022, with an aggregate output floor phasing-in through January 1, 2027. Under the current capital rules, operational risk capital
requirements and a capital floor apply only to advanced approaches institutions, and not to the Company. The impact of Basel IV
on the Company and the Bank will depend on the manner in which it is implemented by the federal bank regulatory agencies.

On August 28, 2018, the Federal Reserve issued an interim final rule required by the Economic Growth, Regulatory Relief and
Consumer Protection Act of 2018, which was signed into law on May 24, 2018 (the “EGRRCPA”), that expands the applicability of
the Federal Reserve’s small bank holding company policy statement (the “SBHC Policy Statement”) to bank holding companies with
total consolidated assets of less than $3 billion (up from the prior $1 billion threshold). Under the SBHC Policy Statement, qualifying
bank holding companies have additional flexibility in the amount of debt they can issue and are also exempt from the Basel Il
Capital Rules (subsidiary depository institutions of qualifying bank holding companies are still subject to capital requirements). The
Company currently has less than $3 billion in total consolidated assets and would likely qualify under the revised SBHC Policy
Statement. However, the Company does not currently intend to issue a material amount of debt or take any other action that would
cause its capital ratios to fall below the minimum ratios required by the Basel Il Capital Rules.
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On November 21, 2018, the federal banking agencies jointly issued a proposed rule required by the EGRRCPA that would permit
qualifying banks and bank holding companies that have less than $10 billion in consolidated assets to elect to be subject to a 9%

leverage ratio that would be applied using less complex leverage calculations (commonly referred to as the community bank

leverage ratio or “CBLR”)Under the proposed rule, banks and bank holding companies that opt into the CBLR framework and
maintain a CBLR of greater than 9% would not be subject to other risk-based and leverage capital requirements under the Basel llI

Capital Rules and would be deemed to have met the well capitalized ratio requirements under the “prompt corrective action”

framework. The rule is in proposed form so the content and scope of the final rule, and its impact on the Company and the Bank (if
any), cannot be determined.

Deposit Insurance. The deposits of the Bank are insured up to applicable limits by the Deposit Insurance Fund (“DIF”) of the FDIC

and are subject to deposit insurance assessments based on average total assets minus average tangible equity to maintain the
DIF.

As required by the Dodd-Frank Act, the FDIC has adopted a large-bank pricing assessment structure; set a target “designated

reserve ratio” of 2 percent for the DIF, in lieu of dividends; and provided for a lowerassessment rate schedule when the reserve
ratio reaches 2 percent and 2.5 percent. An institution's assessment rate is based on a statistical analysis of financial ratios that

estimates the likelihood of failure over a three year period, which considers the institution’s weighted average CAMELS component
rating. At December 31, 2018, total base assessment rates for institutions that have been insured for at least five years range from
1.5 to 40 basis points, with rates of 1.5 to 30 basis points applying to banks with less than $10 billion in assets. In 2018 and 2017,
the Company expensed $189,000 and $276,000, respectively, in deposit insurance assessments.

The Dodd-Frank Act transferred to the FDIC increased discretion with regard to managing the required amount of reserves for the
DIF, or the “designated reserve ratio.” Among other changes, the Dodd-Frank Act (i) raised the minimum designated reserve ratio to
1.35 percent and removed the upper limit on the designated reserve ratio, (ii) requires that the reserve ratio reach 1.35 percent by
September 2020, and (iii) requires the FDIC to offset the effect on institutions with total consolidated assets of less than $10 billion
of raising the reserve ratio from 1.15 percent to 1.35 percent -which requirement was met by rules adopted by the FDIC during
2016. On June 30, 2016, the reserve ratio rose to 1.17 percent, which triggered three major changes to deposit insurance
assessments beginning for the third quarter of 2016: (i) the range of initial assessment rates for all institutions declined from 5 to 35
basis points to 3 to 30 basis points (which are included in the total base assessment rates in the above paragraph); (ii) surcharges
equal to an annual rate of 4.5 basis points began for insured depository institutions with total consolidated assets of $10 billion or
more; and (iii) the revised assessment method described above was implemented. The FDIA requires that the FDIC consider the
appropriate level for the designated reserve ratio on at least an annual basis.

The FDIC adopted a DIF restoration plan to ensure that the fund reserve ratio reached 1.35 percent by September 30, 2020, as
required by the Dodd-Frank Act. At September 30, 2018, the reserve ratio was 1.36 percent. Banks with less than $10 billion in

total consolidated assets will receive credits to offset the portion of their assessments that help to raise the reserve ratio to 1.35
percent. Beginning when the reserve ratio is at or above 1.38 percent, the FDIC will automatically apply such a bank’s credits to

reduce its regular DIF assessment up to the entire amount of the assessment.

Transactions with Affiliates. Pursuant to Sections 23A and 23B of the Federal Reserve Act and Regulation W, the authority of the

Bank to engage in transactions with related parties or “affiliates” or to make loans to insiderss limited. Loan transactions with an
affiliate generally must be collateralized and certain transactions between the Bank and its affiliates, including the sale of assets,
the payment of money or the provision of services, must be on terms and conditions that are substantially the same, or at least as
favorable to the Bank, as those prevailing for comparable nonaffiliated transactions. In addition, the Bank generally may not
purchase securities issued or underwritten by affiliates.

Loans to executive officers, directors, or to any person who directly or indirectly, or acting through or in concert with one or more
persons, owns, controls, or has the power to vote more than 10% of any class of voting securities of a bank (“10% Shareholders”),

are subject to Sections 22(g) and 22(h) of the Federal Reserve Act and their corresponding regulations (Regulation O) and Section
13(k) of the Exchange Act relating to the prohibition on personal loans to executives (which exempts financial institutions in
compliance with the insider lending restrictions of Section 22(h) of the Federal Reserve Act). Among other things, these loans must
be made on terms substantially the same as those prevailing on transactions made to unaffiliated individuals and certain
extensions of credit to those persons must first be approved in advance by a disinterested majority of the entire Board of Directors.
Section 22(h) of the Federal Reserve Act prohibits loans to any of those individuals where the aggregate amount exceeds an
amount equal to 15% of an institution’s unimpaired capital and surplus plus an additional 10% of unimpaired capital and surplus in
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credit outstanding to all of these persons would exceed the Bank’s unimpaired capital and unimpaired surplus. Section 22(g) of the
Federal Reserve Act identifies limited circumstances in which the Bank is permitted to extend credit to executive officers.
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Prompt Corrective Action. Federal banking regulators are authorized and, under certain circumstances, required to take certain
actions against banks that fail to meet their capital requirements. The federal bank regulatory agencies have additional

enforcement authority with respect to undercapitalized depository institutions. “Well capitalized” institutions may generally operate
without additional supervisory restriction. With respect to “adequately capitalized” institutions, such banks (i) cannot normally pay

dividends or make any capital contributions that would leave it undercapitalized, (ii) cannot pay a management fee to a controlling
person if, after paying the fee, it would be undercapitalized, and (iii) cannot accept, renew, or roll over any brokered deposit unless
the bank has applied for and been granted a waiver by the FDIC.

Immediately upon becoming “undercapitalized,” a depository institution becomes subject to the provisions oSection 38 of the FDIA,
which: (i) restrict payment of capital distributions and management fees; (ii) require that the appropriate federal banking agency
monitor the condition of the institution and its efforts to restore its capital; (iii) require submission of a capital restoration plan; (iv)
restrict the growth of the institution’s assets; and(v) require prior approval of certain expansion proposals. The appropriate federal
banking agency for an undercapitalized institution also may take any number of discretionary supervisory actions if the agency
determines that any of these actions is necessary to resolve the problems of the institution at the least possible long-term cost to
the DIF, subject in certain cases to specified procedures. These discretionary supervisory actions include: (a) requiring the
institution to raise additional capital; (b) restricting transactions with affiliates; (c) requiring divestiture of the institution or the sale of
the institution to a willing purchaser; and (d) any other supervisory action that the agency deems appropriate. These and additional
mandatory and permissive supervisory actions may be taken with respect to significantly undercapitalized and critically

undercapitalized institutions. The Bank met the definition of being “well capitalized” as of Decembe81, 2018.

As described above in “The Bank — Capital Requirements,” the capital requirement rules issued by the OQ@corporate new
requirements into the prompt corrective action framework.

Community Reinvestment Act. The Bank is subject to the requirements of the Community Reinvestment Act of 1977 (“CRA”)The

CRA imposes on financial institutions an affirmative and ongoing obligation to meet the credit needs of the local communities,

including low and moderate income neighborhoods. The CRA requires the appropriate federal banking agency, in connection with

its examination of a bank, to assess the bank’srecord in meeting such credit needs. In addition, in order for a bank holding

company, like the Company, to commence any new activity permitted by the BHC Act, or to acquire any company engaged in any

new activity permitted by the BHC Act, each insured depository institution subsidiary of the bank holding company must have

received a rating of at least “satisfactory” in its most recent examination under the CRAUnder the CRA, institutions are assigned a

rating of “outstanding,” “satisfactory,” “needs to improve,” or “substantial non-compliance.” The Bank received a “satisfactory” CRA rating in
its most recent examination.

Confidentiality of Customer Information. The Company and the Bank are subject to various laws and regulations that address the
privacy of nonpublic personal financial information of customers. A financial institution must provide to its customers information
regarding its policies and procedures with respect to the handling of customers’ personal information. Each institution must conduct
an internal risk assessment of its ability to protect customer information. These privacy laws and regulations generally prohibit a
financial institution from providing a customer’s personal financial information to unaffiliated parties without prior noticeand approval
from the customer.

Required Disclosure of Customer Information. The Company and the Bank are also subject to various laws and regulations that
attempt to combat money laundering and terrorist financing. The Bank Secrecy Act requires all financial institutions to, among other
things, create a system of controls designed to prevent money laundering and the financing of terrorism, and also imposes
recordkeeping and reporting requirements. The USA Patriot Act (i) added further regulations to facilitate information sharing among
governmental entities and financial institutions for the purpose of combating terrorism and money laundering, (ii) imposed

standards for verifying customer identification at account opening, and (iii) required financial institutions to establish anti-money
laundering programs. The Office of Foreign Assets Control (“OFAC”), which is a division of the Treasury, is responsible for helping to
ensure that United States entities do not engage in transactions with “enemies” of thdéJnited States, as defined by various Executive
Orders and Acts of Congress. If the Bank finds a name of an “enemy” of the United States on any transaction, account, or wire

transfer that is on an OFAC list, it must freeze such account or place transferred funds into a blocked account, and report it to
OFAC.
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Volcker Rule. The Dodd-Frank Act prohibits insured depository institutions and their holding companies from engaging in
proprietary trading except in limited circumstances, and prohibits them from owning equity interests in excess of 3% of Tier 1
capital in private equity and hedge funds (known as the “Volcker Rule”)On December 10, 2013, the federal bank regulatory
agencies adopted final rules implementing the Volcker Rule. These final rules prohibit banking entities from (i) engaging in
short-term proprietary trading for their own accounts and (ii) having certain ownership interests in and relationships with hedge
funds or private equity funds. The final rules are intended to provide greater clarity with respect to both the extent of those primary
prohibitions and of the related exemptions and exclusions. The final rules also require each regulated entity to establish an internal
compliance program that is consistent with the extent to which it engages in activities covered by the Volcker Rule, which must
include (for the largest entities) making regular reports about those activities to regulators. Although the final rules provide some
tiering of compliance and reporting obligations based on size, the fundamental prohibitions of the Volcker Rule apply to banking
entities of any size, including the Company and the Bank. The final rules were effective April 1, 2014, with full compliance being
phased in over a period that ended on July 21, 2016. The final rules did not have a material impact on the Company's financial
position in 2018 and 2017.

Consumer Financial Protection. The Bank is subject to a number of other federal and state consumer protection laws that
extensively govern its relationship with its customers. These laws include the Equal Credit Opportunity Act, the Fair Credit
Reporting Act, the Truth in Lending Act, the Truth in Savings Act, the Electronic Fund Transfer Act, the Expedited Funds Availability
Act, the Home Mortgage Disclosure Act, the Fair Housing Act, the Real Estate Settlement Procedures Act, the Fair Debt Collection

Practices Act, the Servicemembers’ Civil ReliefAct, Secure and Fair Enforcement for Mortgage Licensing Act, laws governing flood
insurance, federal and state laws prohibiting unfair and deceptive business practices, foreclosure laws, and various regulations that
implement some or all of the foregoing. These laws and regulations mandate certain disclosure requirements and regulate the
manner in which financial institutions must deal with customers when taking deposits, making loans, collecting loans, and providing
other services. If the Bank fails to comply with these laws and regulations, it may be subject to various penalties. Failure to comply
with consumer protection requirements may also result in failure to obtain any required bank regulatory approval for merger or
acquisition transactions the Bank may wish to pursue or being prohibited from engaging in such transactions even if approval is not
required.

The Dodd-Frank Act centralized responsibility for consumer financial protection by creating a new agency, the Consumer Financial

Protection Bureau (the “CFPB”), and giving it responsibility for implementing, examiningand enforcing compliance with federal
consumer protection laws. The CFPB focuses on (i) risks to consumers and compliance with the federal consumer financial laws;
(i) the markets in which firms operate and risks to consumers posed by activities in those markets; (iii) depository institutions that
offer a wide variety of consumer financial products and services; and (iv) non-depository companies that offer one or more
consumer financial products or services. The CFPB is responsible for implementing, examining and enforcing compliance with
federal consumer financial laws for institutions with more than $10 billion of assets. While the Bank, like all banks, is subject to
federal consumer protection rules enacted by the CFPB, because the Company and the Bank have total consolidated assets of $10
billion or less, the OCC oversees the application to the Bank of most consumer protection aspects of the Dodd-Frank Act and other
laws and regulations.

The CFPB has broad rulemaking authority for a wide range of consumer financial laws that apply to all banks, including, among
other things, the authority to prohibit “unfair, deceptive, or abusive” acts and practices. Abusive acts or practices are defined as those
that materially interfere with a consumer’s ability to understand aterm or condition of a consumer financial product or service or

take unreasonable advantage of a consumer’s (i) lack of financial savvy, (ii) inability to protect himself in the selection or use of
consumer financial products or services, or (iii) reasonable reliance on a covered entity to act in the consumer’s interests. The

CFPB can issue cease-and-desist orders against banks and other entities that violate consumer financial laws. The CFPB may also
institute a civil action against an entity in violation of federal consumer financial law in order to impose a civil penalty or injunction.
Further, regulatory positions taken by the CFPB with respect to financial institutions with more than $10 billion in assets may
influence how other regulatory agencies apply the subject consumer financial protection laws and regulations.
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Mortgage Banking Regulation. In connection with making mortgage loans, the Company and the Bank are subject to rules and
regulations that, among other things, establish standards for loan origination, prohibit discrimination, provide for inspections and
appraisals of property, require credit reports on prospective borrowers, in some cases restrict certain loan features and fix
maximum interest rates and fees, require the disclosure of certain basic information to mortgagors concerning credit and settlement
costs, limit payment for settlement services to the reasonable value of the services rendered, and require the maintenance and
disclosure of information regarding the disposition of mortgage applications based on race, gender, geographical distribution and
income level. The Company and the Bank are also subject to rules and regulations that require the collection and reporting of
significant amounts of information with respect to mortgage loans and borrowers.

The Company’s and the Bank’s mortgage origination activities are subject to Regulation Z, which implementsthe Truth in Lending
Act. Certain provisions of Regulation Z require creditors to make a reasonable and good faith determination based on verified and
documented information that a consumer applying for a mortgage loan has a reasonable ability to repay the loan according to its
terms. Creditors are required to determine consumers’ability to repay in one of two ways. The first alternative requires the creditor
to consider the following eight underwriting factors when making the credit decision: (i) current or reasonably expected income or
assets; (ii) current employment status; (iii) the monthly payment on the covered transaction; (iv) the monthly payment on any
simultaneous loan; (v) the monthly payment for mortgage-related obligations; (vi) current debt obligations, alimony, and child
support; (vii) the monthly debt-to-income ratio or residual income; and (viii) credit history. Alternatively, the creditor can originate

“qualified mortgages,” which are entitled to a presumption that thereditor making the loan satisfied the ability-to-repay

requirements. In general, a “qualified mortgage” is anortgage loan without negative amortization, interest-only payments, balloon
payments, or terms exceeding 30 years. In addition, to be a qualified mortgage, the points and fees paid by a consumer cannot
exceed 3% of the total loan amount, and the consumer’s debt-to-income ratio (“DTI”) must be below the prescribed threshold.
Qualified mortgages that are “higher-priced” (e.g. subprime loans) garner a rebuttable presumption ofompliance with the
ability-to-repay rules, while qualified mortgages that are not “higher-priced” (e.g. primdoans) are given a safe harbor of compliance.
Small creditors, as described below, may originate qualified mortgages that are not restricted by the specific DTI threshold
(however, the DTI must still be considered). Small creditors are those financial institutions that meet the following requirements: (i)
have assets below $2 billion (adjustable annually by CFPB); (ii) originated no more than 500 first-lien, closed-end residential
mortgages subject to the ability-to-repay requirements in the preceding calendar year; and (iii) hold the qualified mortgage loan in
its portfolio after origination. The Company, as a small creditor, does comply with the “qualified mortgage rules” and the other
applicable Truth in Lending requirements.

Incentive Compensation. In 2010, the federal bank regulatory agencies issued comprehensive final guidance on incentive
compensation policies intended to ensure that the incentive compensation policies of financial institutions do not undermine the
safety and soundness of such institutions by encouraging excessive risk-taking. The Interagency Guidance on Sound Incentive
Compensation Policies, which covers all employees that have the ability to materially affect the risk profile of financial institutions,
either individually or as part of a group, is based upon the key principles that a financial institution’s incentive compensation

arrangements should (i) provide incentives that do not encourage risk-taking beyond the institution’s ability to effectively identify and
manage risks; (ii) be compatible with effective internal controls and risk management; and (iii) be supported by strong corporate
governance, including active and effective oversight by the financial institution’s Board of Directors.

The Federal Reserve and the OCC will review, as part of the regular, risk-focused examination process, the incentive
compensation arrangements of financial institutions, such as the Company and the Bank, that are not “large, complex banking
organizations.”These reviews will be tailored to each financial institution based on the scope and complexity of the institution’s
activities and the prevalence of incentive compensation arrangements. The findings of the supervisory initiatives will be included in
reports of examination. Deficiencies will be incorporated into the institution’s supervisory ratings, which can affect the institution’s
ability to make acquisitions and take other actions. Enforcement actions may be taken against a financial institution if its incentive
compensation arrangements, or related risk-management control or governance processes, pose a risk to the institution’s safety
and soundness and the financial institution is not taking prompt and effective measures to correct the deficiencies.

In 2016, the SEC and the federal banking agencies proposed rules that prohibit covered financial institutions (including bank
holding companies and banks) from establishing or maintaining incentive-based compensation arrangements that encourage
inappropriate risk taking by providing covered persons (consisting of senior executive officers and significant risk takers, as defined
in the rules) with excessive compensation, fees, or benefits that could lead to material financial loss to the financial institution. The
proposed rules (i) outline factors to be considered when analyzing whether compensation is excessive and whether an
incentive-based compensation arrangement encourages inappropriate risks that could lead to material loss to the covered financial
institution and (ii) establishes minimum requirements that incentive-based compensation arrangements must meet to be considered
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to not encourage inappropriate risks and to appropriately balance risk and reward. The proposed rules also impose additional
corporate governance requirements on the boards of directors of covered financial institutions and impose additional

record-keeping requirements. The comment period for these proposed rules has closed, and final rules have not yet been
published.
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Cybersecurity. The federal bank regulatory agencies have adopted guidelines for establishing information security standards and

cybersecurity programs for implementing safeguards under the supervision of a financial institution’s board of directors. These
guidelines, along with related regulatory materials, increasingly focus on risk management and processes related to information
technology and the use of third parties in the provision of financial products and services. The federal bank regulatory agencies
expect financial institutions to establish lines of defense and to ensure that their risk management processes address the risk
posed by compromised customer credentials, and also expect financial institutions to maintain sufficient business continuity

planning processes to ensure rapid recovery, resumption and maintenance of the institution’s operations after acyberattack. If the
Company or the Bank fails to meet the expectations set forth in this regulatory guidance, the Company or the Bank could be
subject to various regulatory actions, including financial penalties. Risks and exposures related to cybersecurity attacks are
expected to remain high for the foreseeable future due to the rapidly evolving nature and sophistication of these threats and the
expanding use of technology-based products and services. The Company is, however, taking measures to combat these types of
threats and manage risk to the Company and its customers.

In October 2016, the federal bank regulatory agencies issued proposed rules on enhanced cybersecurity risk-management and
resilience standards that would apply to very large financial institutions and to services provided by third parties to these
institutions. The comment period for these proposed rules has closed, and final rules have not been published. Although the
proposed rules would apply only to bank holding companies and banks with $50 billion or more in total consolidated assets, these

rules could influence the federal bank regulatory agencies’ expectations and supervisory requirements for information security
standards and cybersecurity programs of financial institutions with less than $50 billion in total consolidated assets.

Future Regulation

From time to time, various legislative and regulatory initiatives are introduced in Congress and state legislatures, as well as by
regulatory agencies. Such initiatives may include proposals to expand or contract the powers of bank holding companies and
depository institutions or proposals to substantially change the financial institution regulatory system. Such legislation could change
banking statutes and the operating environment of the Company and the Bank in substantial and unpredictable ways. If enacted,
such legislation could increase or decrease the cost of doing business, limit or expand permissible activities, or affect the
competitive balance among banks, savings associations, credit unions, and other financial institutions. The Company cannot
predict whether any such legislation will be enacted, and, if enacted, the effect that it, or any implementing regulations, would have
on the financial condition or results of operations of the Company or the Bank.

Effect of Governmental Monetary Policies

The Company’s operations are affected not only by general economic conditions but also by the policies ofvarious regulatory
authorities. In particular, the Federal Reserve uses monetary policy tools to impact money market and credit market conditions and
interest rates to influence general economic conditions. These policies have a significant impact on overall growth and distribution
of loans, investments, and deposits; they affect market interest rates charged on loans or paid for time and savings deposits.
Federal Reserve monetary policies have had a significant effect on the operating results of commercial banks, including the
Company, in the past and are expected to do so in the future.
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Tax Reform

On December 22, 2017, the President of the United States signed into law the Tax Cut and Jobs Act of 2017 (the “Tax Act”). The
legislation made key changes to the U.S. tax law, including the reduction of the U.S. federal corporate tax rate from a maximum of
35% to a flat 21%, effective January 1, 2018. As a result of the reduction in the U.S. corporate income tax rate to 21% under the

Tax Act, the Company revalued its ending net deferred tax assets at December 31, 2017 and recognized a $963,000 tax expense

in the Company’s consolidated statement of income for the year ended December 31, 2017.
Reporting Obligations under Securities Laws; Availability of Information

The Company is subject to the periodic and other reporting requirements of the Exchange Act, including the filing of annual,
quarterly and other reports with the SEC. Prior to the Reorganization, the Bank filed the periodic and annual reports required under
the Exchange Act with the OCC. Annual reports on Form 10-K, quarterly reports on Form 10-Q and current reports on Form 8-K,
plus any amendments to these reports, are available, free of charge, at www.vnbcorp.com. The Company’s SEC filings are posted
and available as soon as reasonably practicable after the reports are filed electronically with the SEC. The information on the

Company’swebsite is not incorporated into this report or any other filing the Company makes with the SEC. The SEC maintains an
internet site that contains reports, proxy and information statements, and other information regarding issuers that file electronically

with the SEC at www.sec.gov.
Employees

At December 31, 2018, the Company had 86 full time equivalent employees. None of its employees are represented by any
collective bargaining unit. The Company considers relations with its employees to be good.

The Company owns Bank Owned Life Insurance (“BOLI”) policies on executivesnd other key personnel of the Company. BOLI is a
bank-eligible asset designed to recover costs of providing pre- and post-retirement benefits and/or to finance general employee
benefit expenses. Under BOLI policies, the executives and other key personnel are the insured, and the Company is the owner and
beneficiary of the policies. The insured has no claim to the insurance policy or to the policy’s cash value.Under separate split dollar
agreements, a portion of any death benefit may be paid to the beneficiaries of the insured employees, subject to the terms and
restrictions of the split dollar endorsement agreement between the insured employee and the Company.

ltem 1A. RISK FACTORS.

Not required

ltem 1B. UNRESOLVED STAFF COMMENTS.
None

ltem 2. PROPERTIES.

The Company and its subsidiaries currently occupy five full-service banking facilities in Charlottesville, Winchester, and Albemarle
County. The Company’s main office and a full-service banking facility are located at 404 People Place, Charlottesville, Virginia.
Full-service banking facilities are also located at 222 East Main Street, Charlottesville, Virginia; 1580 Seminole Trail, Charlottesville,
Virginia; 1900 Arlington Boulevard, Charlottesville, Virginia; and 3119 Valley Avenue, #102, Winchester, Virginia. VNB Wealth’s
main office is located at 112 Third Street, SE, Charlottesville, Virginia. The Company also operates a drive-through location at 301
East Water Street, Charlottesville, Virginia. The Company closed its banking facility at the 102 East Main Street, Orange, Virginia
location effective April 13, 2018. The Bank offers messenger services to customers previously serviced through the Orange Office.

The five-story building located at 404 People Place, Charlottesville, Virginia, just east of the Charlottesville city limits on Pantops
Mountain, was constructed by the Bank on a pad site leased in 2005 from Pantops Park, LLC for a term of twenty years, with seven
five-year renewal options. William D. Dittmar, Jr., a director of the Company, is the manager and indirect owner of Pantops Park,
LLC. Monthly rent for this space is a fair market rate as verified by an independent third-party appraisal. The building, consisting of
approximately 43,000 square feet, was completed in early 2008, and the Bank opened this full-service office in April, 2008.
Additionally, the office building serves as the corporate headquarters for the Company, Masonry Capital, and VNB Investment
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Services, as well as the Bank’s operations center. A portion of the additional space not occupied by the Company and its
subsidiaries is leased to tenants.
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The property located at 1580 Seminole Trail, Charlottesville, Virginia has been fully owned by the Company since 2012. As of
December 31, 2018, all of the other locations were leased from parties other than related parties. The banking facility located at
1900 Arlington Boulevard, Charlottesville, Virginia, was constructed by the Bank on a pad site which is leased by the Company; this
facility has additional space not occupied by the banking facility that has been leased to tenants.

See Note 5 -Premises and Equipment in the notes to consolidated financial statements in ltem 8. Financial Statements and

Supplementary Data for information with respect to the amounts at which the Company’spremises and equipment are carried and
commitments under long-term leases.

ltem 3. LEGAL PROCEEDINGS.

In the ordinary course of its operations, the Company and/or its subsidiaries are parties to various legal proceedings. Based on the
information presently available, and after consultation with legal counsel, management believes that the ultimate outcome of such
proceedings, in the aggregate, will not have a material adverse effect on the business or financial condition of the Company and its
subsidiaries.

ltem 4. MINE SAFETY DISCLOSURES.
Not applicable

Part Il

ltem 5. MARKET FOR REGISTRANT'S COMMON EQUITY, RELATED STOCKHOLDER MATTERS AND ISSUER
PURCHASES OF EQUITY SECURITIES.

Common Stock Performance and Dividends

Virginia National Bankshares Corporation’s common stock is quoted on the OTC Markets Group’sOTCQX tier (“OTCQX"under the
symbol VABK. As of December 31, 2018, the Company had issued and outstanding 2,543,452 shares of common stock. These
shares were held by approximately 450 shareholders of record, not including beneficial holders of securities held in street name at
a brokerage or other firm.

The payment of dividends is at the discretion of the Company’sBoard of Directors and is subject to various federal and state
regulatory limitations. As a bank holding company, the ability to pay dividends is dependent upon the overall performance and
capital requirements of the Bank.
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The data in the table below represents the high bid and low bid quotations that occurred for the periods shown, as reported by the
OTCQX, for the years ended December 31, 2018 and December 31, 2017. These over-the-counter market quotations reflect
inter-dealer prices, without retail mark-up, mark-down or commission and may not necessarily represent actual transactions.

Additionally, the table shows the dividends declared per quarter in 2018 and 2017.

Bid Quotations

2018
High
First Quarter $ 42.00
Second Quarter $ 48.00
Third Quarter $ 49.00
Fourth Quarter $ 46.05

Total

© P AP

Low

39.00
41.15
45.30
34.50

2017
High

$ 31.75

$ 38.00

$ 36.05

$ 40.00

© P PP

Low

27.12
31.00
33.75
35.95

Dividends Declared

2018

$ 0.19
$ 0.30
$ 0.30
$ 0.30
$ 1.09

2017

$ 0.13
$ o0.16
$ o0.16
$ 0.19
$ 0.64

Also, on March 16, 2018, the Company’s Board of Directors declared a 5% stock dividend to be paid on April 13, 2018 to
shareholders of record as of April 3, 2018. Shareholders received cash in lieu of fractional shares. American Stock Transfer and
Trust Company is the Company’s stock transfer agent and registrar.

Recent Issuances of Unregistered Securities

During the past three years, the Company issued unregistered shares of the Company’s common stock as outlined in the table
below in connection with the exercise of stock options by current directors, former directors and employees under (a) the
Company’s 2003 Stock Incentive Plan and (b) the Company’s Amended and Restated 2005 Stock Incentive Plan prior to the
registration of that plan on Form S-8 filed with the Securities and Exchange Commission on July 25, 2017. These shares were not
registered under the Securities Act and were issued in reliance upon the exemption from registration provided by Section 4(a)(2) of
the Securities Act on the basis that such issuance did not involve any public offering. Shares issued prior to April 13, 2018 have
been adjusted for the 5% stock dividend effective on such date.

Date

First Quarter, 2016

Second Quarter, 2016

Third Quarter, 2016

First Quarter, 2017

Second Quarter, 2017

Third Quarter, 2017

ltem 6. SELECTED FINANCIAL DATA.

Not required.

16

Total
Number of
Shares

Issued

1,313
1,292
9,209
13,789
10,607
2,335

H PR PP PP

Weighted
Average
Exercise

Price
17.24
14.91
14.95
17.63
21.12
17.39
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Item 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS.
The following discussion provides information about the major components of the results of operations and financial condition,
liquidity, and capital resources of Virginia National Bankshares Corporation. This discussion and analysis should be read in
conjunction with the consolidated financial statements and notes to consolidated financial statements in ltem 8. Financial
Statements and Supplementary Data.

Application of Critical Accounting Policies and Critical Accounting Critical Estimates

The accounting and reporting policies followed by the Company conform, in all material respects, to accounting principles generally
accepted in the United States (“GAAP”) and to general practices within the financial services industry. The preparation of financial
statements in conformity with GAAP requires management to make estimates and assumptions that affect the amounts reported in
the financial statements and accompanying notes. While the Company bases estimates on historical experience, current
information, and other factors deemed to be relevant, actual results could differ from those estimates.

The Company considers accounting estimates to be critical to reported financial results if (i) the accounting estimate requires
management to make assumptions about matters that are highly uncertain and (ii) different estimates that management reasonably
could have used for the accounting estimate in the current period, or changes in the accounting estimate that are reasonably likely
to occur from period to period, could have a material impact on the Company’s financial statements. The Company’s accounting
policies are fundamental to understanding management’s discussion and analysis of financial condition and results of operations.

Following are the accounting policies and estimates that the Company considers as critical:

Allowance for loan losses is a reserve established through a provision for loan losses charged to expense, which represents
management’s best estimate of probable losses that are inherent in the loan portfolio. Accounting policies related to the allowance
for loan losses are considered to be critical, as these policies involve considerable subjective judgment and estimation by
management. The Company’s allowance for loan loss methodology includes allowance allocations calculated in accordance with
Accounting Standards Codification (“ASC”) Topic 310, “Receivables” and allowance allocations calculated in accordance with ASC
Topic 450, “Contingencies.” The level of the allowance reflects management’s continuing evaluation of: industry concentrations;
specific credit risks; loan loss experience; current loan portfolio quality; present economic, political and regulatory conditions; and
unidentified losses inherent in the current loan portfolio, as well as trends in the foregoing. Portions of the allowance may be
allocated for specific credits; however, the entire allowance is available for any credit that, in management’s judgment, should be
charged off. While management utilizes its best judgment and information available, the ultimate adequacy of the allowance is
dependent upon a variety of factors beyond the Company’s control, including the performance of the Company’s loan portfolio, the
economy, changes in interest rates and the view of the regulatory authorities toward loan classifications. See the section
captioned “Allowance for Loan Losses” elsewhere in this discussion and Note 3 — Loans and Note 4 — Allowance for Loan Losses in
the notes to consolidated financial statements, included in ltem 8. Financial Statements and Supplementary Data, elsewhere in
this report for further details of the risk factors considered by management in estimating the necessary level of the allowance for
loan losses.

Impaired loans are loans so designated when, based on current information and events, it is probable the Company will be
unable to collect all amounts when due in accordance with the original contractual terms of the loan agreement, including
scheduled principal and interest payments. If a loan is impaired, a specific valuation allowance is allocated, if necessary, so that
the loan is reported net of the impairment, using either the present value of estimated future cash flows at the loan’s existing rate
or at the fair value of collateral if repayment is expected solely from the collateral. Any fair value adjustments are recorded in the
period incurred as provision for loan losses on the Consolidated Statements of Income. Additional information on impaired loans,
which includes both Troubled Debt Restructurings (“TDRs”) and non-accrual loans, is included in Note 3 — Loans and Note 4 —
Allowance for Loan Losses in the notes to consolidated financial statements.
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Fair value measurements are used by the Company to record fair value adjustments to certain assets and liabilities and to
determine fair value disclosures. The Company’s valuation methodologies may produce a fair value calculation that may not be
indicative of net realized value or reflective of future fair values. While management believes the Company’s valuation
methodologies are appropriate and consistent with other market participants, the use of different methodologies or assumptions to
determine the fair value of certain financial instruments could result in a different estimate of fair value at the reporting date.
Additional discussion of valuation methodologies is presented in Note 14 — Fair Value Measurements in the notes to consolidated
financial statements.

Other-than-temporary impairment of securities accounting policies require a periodic review by management to determine if
the decline in the fair value of any security appears to be other-than-temporary. Factors considered in determining whether the
decline is other-than-temporary include, but are not limited to: the length of time and the extent to which fair value has been below
cost; the financial condition and near-term prospects of the issuer; and the Company’s intent to sell. See Note 1 — Summary of
Significant Accounting Policies and Note 2 — Securities, in the notes to consolidated financial statements, for further details on the
accounting policies for other-than-temporary impairment of securities and the methodology used by management to make this
evaluation.

Intangible Asset accounting policies require that goodwill and other intangible assets acquired in a purchase business
combination and determined to have an indefinite useful life are not amortized, but tested for impairment at least annually, or more
frequently if events and circumstances exist that indicate that a goodwill impairment test should be performed. Intangible assets
with definite useful lives are amortized over their estimated useful lives, which range from 3 to 10 years, to their estimated residual
values. Goodwill is the only intangible asset with an indefinite life on the Company’s Consolidated Balance Sheets. See Note 1 —
Summary of Significant Accounting Policies and Note 6 — Intangible Assets, in the notes to consolidated financial statements, for
further detail on the accounting policies for intangible assets.

Income Tax accounting policies have the objective to recognize the amount of taxes payable or refundable for the current year
and the deferred tax assets and liabilities for future tax consequences of events that have been recognized in an entity’s financial
statements or tax returns. Judgment is required in assessing the future tax consequences of events that have been recognized in
the Company’s consolidated financial statements or tax returns. Fluctuations in the actual outcome of these future tax
consequences could impact the Company’s consolidated financial condition or results of operations.

On December 22, 2017, the President of the United States signed into law the Tax Cuts and Jobs Act (“Tax Act”). The legislation
significantly changed U.S. tax law by, among other things, lowering corporate income tax rates, implementing a territorial tax
system, and imposing a repatriation tax on deemed repatriated earnings of foreign subsidiaries. The Tax Act permanently reduced
the U.S. corporate income tax rate from a maximum of 35% to a flat 21% rate, effective January 1, 2018. The Securities and
Exchange Commission staff issued Staff Accounting Bulletin No. 118 to address the application of U.S. GAAP in situations when
a registrant does not have the necessary information available, prepared, or analyzed (including computations) in reasonable
detail to complete the accounting for certain income tax effects of the Tax Act. The Company recognized the provisional tax
impacts related to the revaluation of deferred tax assets and liabilities and included these amounts in its Consolidated Financial
Statements for the year ended December 31, 2017.

See Note 1 — Summary of Significant Accounting Policies and Note 8 — Income Taxes, in the notes to consolidated financial
statements, for further detail on the accounting policies for income taxes and for components of the deferred tax assets and
liabilities.
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The Company, in referring to its net income and net interest income, is referring to income computed in accordance with GAAP,
unless otherwise noted. Management’s Discussion and Analysis of Consolidated Financial Condition and Results of Operations
also refer to various calculations that are non-GAAP presentations. They include:

Fully taxable-equivalent (“FTE”) adjustments — Net interest margin and efficiency ratios are presented on an FTE basis, consistent
with SEC guidance in Industry Guide 3 which states that tax exempt income may be calculated on a tax-equivalent basis. This is a
non-GAAP presentation. The FTE basis adjusts for the tax-exempt status of net interest income from certain investments using a
federal tax rate of 34% during 2017 and 21% during 2018, where applicable, to increase tax-exempt interest income to a
taxable-equivalent basis.

Net interest income is discussed in Management’s Discussion and Analysis on a GAAP basis unless noted as “FTE,” and the
reconcilement below shows the fully taxable-equivalent adjustment to net interest income to aid the reader in understanding the
computations of net interest margin and the efficiency ratio on a non-GAAP basis.

Net interest margin Net interest margin (FTE) is calculated as net interest income, computed on an FTE basis, expressed as a
percentage of average earning assets. The Company believes this measure to be the preferred industry measurement of net
interest margin and that it enhances comparability of net interest margin among peers in the industry.

Efficiency ratio — One of the ratios the Company examines in its evaluation of net income is the efficiency ratio, which measures
the cost to produce one dollar of revenue. The Company computes its efficiency ratio (FTE) by dividing noninterest expense by
the sum of net interest income (FTE) and noninterest income. A lower ratio is an indicator of increased operational efficiency.
This non-GAAP metric is used to assist investors in understanding how management assesses its ability to generate revenues
from its non-funding-related expense base, as well as to align presentation of this financial measure with peers in the industry.
The Company believes this measure to be the preferred industry measurement of operational efficiency, which is consistent with
Federal Deposit Insurance Corporation (“FDIC”) studies.

Operating income and performance measures exclude nonrecurring tax expenses, which occurred as a result of the enactment
of the Tax Act in December 2017. For additional information on the effects of the Tax Act, see Provision for Income Tax below.
Management believes that the exclusion of the significant one-time effect of the Act provides users of the Company’s financial
information a presentation of the Company’s financial results that is representative of its ongoing operations. Management uses
these non-GAAP measures to evaluate the Company’s operating performance on a basis comparable to other financial periods. In
this non-GAAP presentation, the income tax expense related to the revaluation of the Company’s net deferred tax asset is added
to the Company’s net income. Net income is discussed in Management’s Discussion and Analysis on a GAAP basis unless noted
as “non-GAAP.”
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The reconcilement below shows how these non-GAAP measures are computed from their respective GAAP measures (dollars in

thousands, except per share amounts):

Reconcilement of Non-GAAP Measures:

Fully taxable-equivalent (FTE) measures
Net interest income

Fully taxable-equivalent adjustment

Net interest income (FTE)

Efficiency ratio
Impact of FTE adjustment
Efficiency ratio (FTE)

Net interest margin
Fully tax-equivalent adjustment
Net interest margin (FTE)

Operating income and performance measures
Net income

Plus nonrecurring tax expense

Net operating income (non-GAAP)

Net income per share, diluted *
Impact of nonrecurring tax expense
Net operating income per share, diluted (non-GAAP) *

Return on average assets
Impact of nonrecurring tax expense
Operating return on average assets (non-GAAP)

Return on average equity
Impact of nonrecurring tax expense
Operating return on average equity (non-GAAP)

*  Adjusted to reflect the 5% stock dividend effective April 13, 2018.
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Year Ended December 31

2018
$
$

22,896
91
22,987
56.3 %
-0.1 Y%
56.2 Y%
3.79%
0.01 Y%
3.80 %
8,470
8,470
3.31
3.31
1.33%
0.00 %
1.33 %
1239 %
0.00 %
1239 %

2017

$

21,377
148
21,525
58.3 Yo
-0.3 %
58.0 Y%

3.61%
0.02 Yo
3.63 %

6,554
963
7,517
2.58
0.38
2.96

1.05%
0.15 %
1.20 %
1036 %
1.52 %
11.88 %
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Consolidated Return on Assets and Equity and Other Key Ratios

The annualized ratio of net income to average total assets and average shareholders' equity and certain other ratios for the periods
indicated are as follows:

2018 2017 2016
Return on average assets 1.33% 1.05% 1.02%
Operating return on average asset (non-GAAP) 1.33% 1.20% 1.02%
Return on average equity 12.39% 10.36% 9.86%
Operating return on average equity (non-GAAP) 12.39% 11.88% 9.86%
Average equity to average assets 10.70% 10.11% 10.36%
Cash dividend payout ratio (adjusted for 5% stock dividend) 32.93% 24.81% 21.40%
Efficiency ratio (FTE) 56.16%  57.95%  63.95%

Net income for the year ended December 31, 2018 was $8.5 million, or $3.31 per diluted share, a 29.2% increase compared to
$6.6 million, or $2.58 per diluted share, as adjusted for the 5% stock dividend effective April 13, 2018, for the year ended
December 31, 2017. This $1.9 million increase was positively impacted by an increase of $1.5 million in net interest income and a
$2.3 million decrease in the provision for income taxes. Negatively affecting net income for 2018 compared to 2017 was an
increase of $1.5 million in the provision for loan losses, a $350,000 decrease in noninterest income and a $132,000 increase in
noninterest expense.

The provision for income taxes, and thus the Company’s net income, for 2017 was negatively impacted by a one-time, non-cash tax
charge of $963,000 due to the re-measurement of, and adjustment to, deferred tax assets (“DTA”) as a result of the enactment of the
Tax Act in December 2017. This DTA adjustment represented the impact of reducing the federal tax rate applicable to the
Company’s DTAs to 21% from 34% previously, which the Company was required to take in 2017 when the Tax Act was enacted.
The impact of the rate adjustment from 34% to 21% positively impacted net income by $1.4 million in 2018. For additional
information on the effects of the Tax Act, see Provision for Income Taxes below.

The efficiency ratio (FTE) for 2018 compared favorably to 2017 as a result of increased net interest income. The efficiency ratio
(FTE) was 56.2% for the year ended December 31, 2018, compared to 58.0% for the same period of 2017.

The Company has two reportable segments, the Bank and VNB Wealth. The Bank’s commercial banking activities involve making
loans, taking deposits and offering related services to individuals, businesses and charitable organizations. Loan fee income,
service charges from deposit accounts, and other non-interest-related revenue, such as fees for debit cards and ATM usage and
fees for treasury management services, generate additional income for this segment. The VNB Wealth segment includes (a) trust
income from the investment management, wealth advisory and trust and estate services, comprised of both management fees and
performance fees, (b) advisory and brokerage income from investment advisory, retail brokerage, annuity and insurance services
offered under the name of VNB Investment Services, (c) income from the Company’s registered investment adviser, Masonry
Capital Management, LLC, and (d) royalty income from the sale of Swift Run Capital Management, LLC (“SRCM”) in 2013.

During February 2016, VNB Wealth purchased the book of business, including interest in the client relationships, (“Purchased
Relationships”), from a current officer (the “Seller”) of VNB Wealth pursuant to an employment and asset purchase agreement (the
“Purchase Agreement”). Prior to becoming an employee of VNB Wealth and until the Effective Date of the sale, the Seller provided
services to the Purchased Relationships as a sole proprietor. Under the terms of the Purchase Agreement, the Company will
receive all future revenue for investment management, advisory, brokerage, insurance, consulting, trust and related services
performed for the Purchased Relationships. More information on this purchase can be found under Intangible Assets in Note 6 of
the notes to consolidated financial statements, which is found in Item 8. Financial Statements and Supplementary Data, later in this
report.
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The Bank segment earned net income of $7.9 million in 2018, a $1.8 million increase over the $6.1 million netted in 2017, after the
DTA adjustment. VNB Wealth segment recorded net income of $592,000 in 2018, an improvement from $495,000 net income in
2017.

Details of the changes in the various components of net income are further discussed below.
Net Interest Income

Net interest income is computed as the difference between the interest income on earning assets and the interest expense on
deposits and other interest bearing liabilities. Net interest income represents the principal source of revenue for the Company and
accounted for 80.5% of the total revenue in 2018. Net interest margin (FTE) is the ratio of taxable-equivalent net interest income to
average earning assets for the period. The level of interest rates and the volume and mix of earning assets and interest-bearing
liabilities impact net interest income (FTE) and net interest margin (FTE).

The following table details the average balance sheet, including an analysis of net interest income (FTE) for earning assets and
interest bearing liabilities, for the years ended December 31, 2018, 2017, and 2016.
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Consolidated Average Balance Sheet and Analysis of Net Interest Income (FTE)

Year Ended December 31, 2018

Interest Average
(dollars in Average Income Yield/
thousands) Balance Expense Cost
ASSETS
Interest earning
assets:
Securities
Taxable securities $ 52,612 $ 1,218 2.32%
Tax exempt
securities 1 13,547 431 3.18%
Total securities 1 66,159 1,649 2.49%
Loans:
Real estate 355,135 15,584 4.39%
Commercial 84,175 3,270 3.88%
Consumer 88,626 5,065 5.72%
Total Loans 527,936 23,919 4.53%
Fed funds sold 10,834 209 1.93%
Other interest
bearing deposits - - -
Total earning assets 604,929 25,777 4.26%
Less: Allowance for
loan losses (4,358)
Total non-earning
assets 38,338
Total assets $ 638,909
LIABILITIES AND SHAREHOLDERS' EQUITY
Interest bearing
liabilities:
Interest bearing
deposits:
Interest checking $ 91,117  $ 69 0.08%
Money market
deposits 158,072 1,064 0.67%
Time deposits 116,782 1,259 1.08%
Total
interest-bearing
deposits 365,971 2,392 0.65%
Repurchase
agreements and
other borrowed
funds 30,370 398 1.31%
Total
interest-bearing
liabilities 396,341 2,790 0.70%
Non-Interest-Bearing
Liabilities:
Demand deposits 172,736
Other liabilities 1,241
Total liabilities 570,318
Shareholders' equity 68,380
Total liabilities &
shareholders' equity $ 638,698

Year Ended December 31, 2017

Interest  Average
Average Income Yield/
Balance Expense Cost
$ 62,207 $ 1,211 1.95%
12,627 436 3.45%
74,834 1,647 2.20%
332,936 13,955 4.19%
75,863 2,761 3.64%
83,134 4,148 4.99%
491,933 20,864 4.24%
24,982 241 0.96%
612 7 1.14%
592,361 22,759 3.84%
(3,726)
37,469
$ 626,104
$ 98,902 $ 49 0.05%
141,805 418 0.29%
121,974 663 0.54%
362,681 1,130 0.31%
21,842 104 0.48%
384,523 1,234 0.32%
177,073
1,241
562,837
63,267
$ 626,104

Year Ended December 31, 2016

Interest Average
Average Income Yield/
Balance Expense Cost
58,516 $ 1,066 1.82%
14,023 476 3.39%
72,539 1,542 2.13%
301,513 12,646 4.19%
64,263 2,280 3.55%
62,510 2,765 4.42%
428,286 17,691 4.13%
26,813 129 0.48%
1,099 11 1.00%
528,737 19,373 3.66%
(3,385)
37,382
562,734
90,490 $ 45 0.05%
109,840 230 0.21%
113,123 619 0.55%
313,453 894 0.29%
18,588 43 0.23%
332,041 937 0.28%
170,909
1,510
504,460
58,274
562,734
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Net interest income

(FTE) $ 22,987 $ 21,525 $ 18,436

Interest rate spread

2 3.56% 3.52% 3.38%
Interest expense as

a percentage of

average earning

assets 0.46% 0.21% 0.18%
Net interest margin
(FTE) 3 3.80% 3.63% 3.49%

Tax-exempt income for investment securities has been adjusted to a fully tax-equivalent basis (FTE), using a Federal income tax rate of 21% for
(102018 and 34% for 2017 and 2016. Refer to the Reconcilement of Non-GAAP Measures table within the Non-GAAP Presentations earlier in this
section.
(2)Interest spread is the average yield earned on earning assets less the average rate paid on interest-bearing liabilities.
(3)Net interest margin (FTE) is net interest income expressed as a percentage of average earning assets.
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The purpose of the volume and rate analysis below is to describe the impact on the net interest income (FTE) of the Company
resulting from changes in average balances and average interest rates for the periods indicated. The change in interest due to both
volume and rate has been allocated to volume and rate changes in proportion to the relationship of the absolute dollar amounts of
the change in each. Interest income is reported on a tax-equivalent basis.

Volume and Rate Analysis

2018 compared to 2017
(dollars in thousands)

Change due to: Increase/

Volume Rate (Decrease)
Asset
Securities $ (203) 205 $ 2
Loans:
Real estate 956 673 1,629
Commercial 315 194 509
Consumer 286 631 917
Total loans 1,557 1,498 3,055
Federal funds sold (186) 154 (32)
Other interest bearing deposits (7) - (7)
Total earning assets $ 1,161 $ 1,857 $ 3,018
Liabilities and Shareholders' equity:
Interest-bearing deposits:
Interest checking $ (4) 24 $ 20
Money market 53 593 646
Time deposits (29) 625 596
Total interest-bearing deposits 20 1,242 1,262
Repurchase agreements and other borrowings 54 240 294
Total interest-bearing liabilities 74 1,482 1,556
Change in net interest income $ 1,087 $ 375 $ 1,462
2017 compared to 2016
(dollars in thousands)

Change due to: Increase/

Volume Rate (Decrease)
Asset
Securities $ 50 $ 55 $ 105
Loans:
Real estate 1,317 (8) 1,309
Commercial 421 60 481
Consumer 996 387 1,383
Total loans 2,734 439 3,173
Federal funds sold 9) 121 112
Other interest bearing deposits (5) 1 (4)
Total earning assets $ 2,770 $ 616 $ 3,386
Liabilities and Shareholders' equity:
Interest-bearing deposits:
Interest checking $ 4 $ - $ 4
Money market 78 110 188
Time deposits 48 (4) 44
Total interest-bearing deposits 130 106 236
Repurchase agreements and other borrowings 9 52 61
Total interest-bearing liabilities 139 158 297
Change in net interest income $ 2,631 $ 458 $ 3,089
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For the twelve months of 2018, net interest income (FTE) of $23.0 million was recognized, an improvement of $1.5 million or 6.8%
over the same period in 2017. Net interest income (FTE) for 2017 totaled $21.5 million and was $3.1 million higher than the 2016
total of $18.4 million. Average earning assets increased $12.6 million or 2.1% in 2018 compared to 2017 and increased $63.6
million in 2017 compared to 2016. The increase in volume, along with an improved mix in earning assets, combined with an
increase in yields on most earning assets, contributed to the rise in net interest income over the three-year period. The average
balance for loans as a percentage of earnings assets for 2018 improved to 87.3%, compared to 83.0% and 81.0% in 2017 and
2016, respectively.

The 2018 net interest margin (FTE) improved 17 basis points to 3.80% from 3.63% for the year ended December 31, 2017. The
2017 net interest margin (FTE) improved 14 basis points from 3.49% for the year ended December 31, 2016. The tax-equivalent
yield on average earning assets for 2018 of 4.26% was 42 basis points higher than the 2017 yield of 3.84% and was 18 basis
points higher than the 2016 yield of 3.66%, resulting in the margin improvement. Loan yields for 2018 were 4.53%, a positive trend
compared to the loan yields of 4.24% and 4.13% for 2017 and 2016, respectively. Additionally, the 7.3% increase in average loans
and the resultant shift in the earning asset mix contributed to the overall yield increase on earning assets. Average loans for 2018
of $527.9 million were $36.0 million higher than the 2017 average of $491.9 million, and 2017’s average was $63.6 million higher
than the prior year’s average of $428.3 million.

Interest expense as a percentage of average earning assets increased to 46 basis points for 2018, compared to 21 and 18 basis
points for 2017 and 2016, respectively. A continuing primary driver of the Company’s low cost of funds is the Company’s level of
non-interest bearing demand deposits and low-cost deposit accounts.

Net interest margin will be impacted by future changes in short-term and long-term interest rate levels on deposits, as well as the
impact from the competitive environment. Below is a table illustrating the average balances of these accounts as a percentage of
total deposit account balances.

Non-interest and low-cost deposit account analysis

(dollars in thousands) 2018 2017 2016
Average % of Total Average % of Total Average % of Total
Balance Deposits Balance Deposits Balance Deposits
Non-interest demand deposits $ 172,736 321% $ 177,073 328% $ 170,909 35.2%
Interest checking accounts 91,117 16.9% 98,902 18.3% 90,490 18.7%
Money market deposit accounts 158,072 29.3% 141,805 26.3% 109,840 22.7%
Total non-interest and low-cost
deposit accounts $ 421,925 78.3% $ 417,780 774% $ 371,239 76.6%
Total deposit account balances $ 538,707 $ 539,754 $ 484,362

Provision for Loan Losses

The level of the allowance reflects changes in the size of the portfolio or in any of its components, as well as management’s
continuing evaluation of industry concentrations, specific credit risks, loan loss experience, current loan portfolio quality, and
economic, political and regulatory conditions. Additional information concerning management’s methodology in determining the
adequacy of the allowance for loan losses is contained later in this section under Allowance for Loan Losses, in addition to Note 1
and Note 4 of the notes to consolidated financial statements, found in Item 8. Financial Statements and Supplementary Data, later
in this report.

Based on management’s continuing evaluation of the loan portfolio in 2018, the Company recorded a provision for loan losses of
$1.9 million, compared to a provision of $418,000 in 2017. The allowance for loan losses as a percentage of total loans was 0.91%
at December 31, 2018 compared to 0.76% at December 31, 2017. The significant increase in the 2018 provision for loan losses

was due to the insolvency of ReliaMax Surety Company (“ReliaMax Surety”), the South Dakota insurance company which issued the
surety bonds on the student loan portfolios. ReliaMax Surety was placed into liquidation, and the surety bonds were terminated on
July 27, 2018.
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The following is a summary of the changes in the allowance for loan losses for the years ended December 31, 2018, 2017, and
2016:

(dollars in thousands) 2018 2017 2016
Allowance for loan losses, January 1 $ 4,043 $ 3,688 $ 3,567
Charge-offs (1,097) (111) (37)
Recoveries 72 48 47
Provision for loan losses 1,873 418 111
Allowance for loan losses, December 31 $ 4,891 $ 4,043 $ 3,688

Allowance for loan losses as a percentage of
period-end total loans 0.91% 0.76% 0.77%
Noninterest Income

The major components of noninterest income are detailed below. Year-to-year variances are shown for each noninterest income
category.

For the year ended December 31 Variance
(dollars in thousands) 2018 2017 $ %
Noninterest income:
Trust income $ 1,665 $ 2,407 $ (742) -30.8%
Advisory and brokerage income 565 520 45 8.7%
Royalty income 585 230 355 154.3%
Customer service fees 909 927 (18) -1.9%
ATM, debit and credit card fees 747 864 (117) -13.5%
Earnings/increase in value of bank owned life insurance 446 427 19 4.4%
Fees on mortgage sales 193 138 55 39.9%
Losses on sales of securities - (75) 75 -100.0%
Losses on sales of assets (33) - (33) -
Other 453 442 11 2.5%
Total noninterest income $ 5,530 $ 5,880 $ (350) -6.0%

Noninterest income of $5.5 million for the year ended December 31, 2018 decreased over the prior year by $350,000, as a result of
the following variances:

Wealth Management performance fees, if any, are included in Trust Income, and are generally realized in the fourth quarter each
year as they are contingent and variable based upon the performance on a yearover- year basis of the accounts that VNB Wealth
Management actively manages. Due to stock market conditions at the end of 2018, an insignificant amount of performance fees of
$12,000 was recognized during 2018, compared to $825,000 in performance fees recognized during 2017.

Royalty income was $355,000 higher in 2018 due to the receipt of the Bank’s portion of annual performance fees earned by SRCM
in 2017. See Note 1 — Summary of Significant Accounting Policies in the accompanying notes to consolidated financial statements
included in ltem 8. Financial Statements and Supplementary Data for further details regarding the Company’s sale agreement with
SRCM.
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ATM, debit and credit card fees declined $117,000 due to the removal of cash dispensers that were determined to be unprofitable,
as well as the elimination of the debit rewards program. (Refer to noninterest income below for decreases in the expense category

for ATM, debit and credit cards.)
Noninterest Expense

Noninterest expense of $16.0 million reported for 2018 increased $132,000 or 0.8% from the $15.9 million for the same period of
2017. The major components of noninterest expense are detailed below. Year-over-year variances are shown for each noninterest
expense category.

For the year ended December 31 Variance

(dollars in thousands) 2018 2017 $ %
Noninterest expense:

Salaries and employee benefits $ 8,036 §$ 8281 $§ (245) -3.0%
Net occupancy 1,835 1,860 (25) -1.3%
Equipment 500 541 (41) -7.6%
ATM, debit and credit card 207 283 (76) -26.9%
Bank franchise tax 469 476 (7) -1.5%
Computer software 424 397 27 6.8%
Data processing 1,088 990 98 9.9%
FDIC deposit insurance assessment 189 276 (87) -31.5%
Marketing, advertising and promotion 715 472 243 51.5%
Professional fees 797 565 232 41.1%
Other 1,754 1,741 13 0.7%
Total noninterest expense $ 16,014 $ 15882 % 132 0.8%

Salaries and employee benefits accounted for $245,000 of the decrease from December 31, 2017 to December 31, 2018. This
decrease was predominately the result of significantly lower incentive compensation paid to Wealth Management personnel,
directly related to the decreased performance fee revenue. This decrease was partially offset by an overall increase in salaries from
the increased number of employees. At December 31, 2018, the Company had 86 full-time equivalent employees compared to 81
at year-end 2017.

Marketing, advertising and promotion expense increased $243,000 in 2018 over the prior year, due to increased advertising,
highlighting the Bank’s 20-year anniversary and promoting new products and rate specials. Professional fees increased by
$232,000 over the prior year primarily due to the start-up of Masonry Capital, the Company’s new registered investment advisor.
Management continues to evaluate expense categories for potential reductions that would have a positive impact on net income on
an ongoing basis.

Provision for Income Taxes

The provision for income taxes is based upon the results of operations, adjusted for the effect of certain tax-exempt income and
non-deductible expenses. In addition, certain items of income and expense are reported in different periods for financial reporting
and tax return purposes. The tax effects of these temporary differences are recognized currently in the deferred income tax
provision or benefit. Deferred tax assets or liabilities are computed based on the difference between the financial statement and
income tax bases of assets and liabilities using the applicable enacted marginal tax rate.

On December 22, 2017, the Tax Act was signed into law. Among other things, the Tax Act permanently reduced the corporate tax
rate to 21% from the prior maximum rate of 35%, effective for tax years including or commencing January 1, 2018. As a result of
the reduction of the corporate tax rate to 21%, companies were required to revalue their deferred tax assets and liabilities as of the
date of enactment, with the resulting tax effects accounted for in the fourth quarter of 2017. During the fourth quarter of 2017, the
Company recorded $963,000 in additional tax expense based on the Company's preliminary analysis of the impact of the Tax Act.
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For 2018, the Company provided $2.1 million for Federal income taxes, resulting in an effective income tax rate of 19.6%. In 2017,
the Company provided $4.4 million for Federal income taxes, resulting in an effective income tax rate of 40.2%. The effective
income tax rate for 2018 was lower than the U.S. statutory rate of 21% primarily due to the effect of tax-exempt income from
municipal bonds and life insurance policies. The tax benefits from the tax-exempt income in 2018 and 2017 were $168,000 and
$249,000, respectively. The higher effective tax rate for 2017 compared to the current year and the statutory rate was primarily
related to the impact of the Tax Act.

More information on income taxes, including net deferred taxes can be found in Note 8 — Income Taxes of the notes to consolidated
financial statements which is found in ltem 8. Financial Statements and Supplementary Data, later in this report.

BALANCE SHEET ANALYSIS
Securities

The investment securities portfolio has a primary role in the management of the Company’s liquidity requirements, interest rate
sensitivity and in generating significant interest income. Investment securities play a key role in diversifying the Company’s balance
sheet. In addition, a portion of the investment securities portfolio is pledged as collateral for public fund deposits and for commercial
customers utilizing the Bank’s overnight repurchase sweep program. Changes in deposit and other funding balances and in loan
production will impact the overall level of the investment portfolio.

As of December 31, 2018, the Company’s investment portfolio totaled $63.1 million, of which obligations of U.S. government
corporations and government-sponsored enterprises amounted to $45.4 million, or approximately 72% of the total. The Company’s
investment portfolio totaled $69.8 million as of December 31, 2017 and $58.4 million as of December 31, 2016.

For the year ended December 31, 2018, there were no sales of securities. For the year ended December 31, 2017, proceeds from
the sales of securities amounted to $24.4 million, and gross realized losses on these securities were $75,000. Management
proactively manages the mix of earning assets and cost of funds to maximize the earning capacity of the Company, and throughout
2017, lower earning securities were sold, resulting in the loss, and the proceeds were either used to purchase higher yielding
securities or fund higher earning loans as the loan funding needs arose.

In accordance with ASC 320, “Investments - Debt and Equity Securities,” the Company has categorized its unrestricted securities
portfolio as Available for Sale (“AFS”). Securities classified as AFS may be sold in the future, prior to maturity. Any decision to sell a
security classified as AFS would be based on various factors, including significant movements in interest rates, changes in the
maturity mix of the Company’s assets and liabilities, liquidity needs, regulatory capital considerations, and other similar factors. AFS
securities are carried at fair value. Net aggregate unrealized gains or losses on these securities are included, net of taxes, as a
component of shareholders’ equity. All of the Company’s unrestricted securities were investment grade or better as of December 31,
2018. Given the generally high credit quality of the portfolio, management expects to realize all of its investment upon market
recovery or the maturity of such instruments and thus believes that any impairment in value is interest-rate-related and therefore
temporary. AFS securities included gross unrealized gains of $13,000 and gross unrealized losses of $1.6 million as of December
31, 2018.
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Carrying Value of Securities As of December 31,

2018 2017 2016
Securities Available for Sale
Fair Value:
U.S. Government Agencies $ 18,974 $ 18,962 $ 14,501
Corporate Bonds - 2,010
Mortgage-Backed Securities/CMOs 25,063 29,945 24,982
Municipal Bonds 17,355 18,593 15,169
Total Debt Securities 61,392 67,500 56,662

Marketable Equity Securities - 1 i
Total Securities Available for Sale $ 61,392 $ 67,501 $ 56,662

Restricted Securities

Cost:

Federal Reserve Bank Stock $ 1,039 $ 1,039 $ 1,039
Federal Home Loan Bank Stock 580 1,181 606
CBB Financial Corporation Stock 64 64 64
Total Restricted Securities $ 1,683 $ 2,284 $ 1,709

All mortgage-backed securities included in the above tables were issued by U.S. government agencies and corporations. At
December 31, 2018, the securities issued by political subdivisions or agencies were highly rated with 92% of the municipal bonds
having AA or higher ratings. Approximately 87% of the municipal bonds are general obligation bonds, and issuers are
geographically diverse. The Company does not hold any derivative instruments. The Company held no issues that exceeded 10%
of the Company’s shareholders' equity at December 31, 2018.

The Company’s holdings of restricted securities totaled $1.7 million at December 31, 2018 and $2.3 million at December 31, 2017
and consisted of stock in Federal Reserve Bank of Richmond, stock in Federal Home Loan Bank of Atlanta, and stock in CBB
Financial Corporation, the holding company for Community Bankers’ Bank. The Bank is required to hold stock in the Federal
Reserve Bank of Richmond and the Federal Home Loan Bank of Atlanta as a condition of membership with each of these
correspondent banks. The amount of stock required to be held by the Bank is periodically assessed by each bank, and the Bank
may be subject to purchase or put back stock held in these banks, as determined by their respective calculations. Stock ownership
in the bank holding company for Community Bankers’ Bank provides the Bank with several benefits that are not available to
non-shareholder correspondent banks. None of these stock issues are traded on the open market and can only be redeemed by
the respective issuer. Restricted stock holdings are recorded at cost.
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The table shown below details the amortized cost and fair value of available for sale debt securities at December 31, 2018 based
upon contractual maturities, by major investment categories. Expected maturities may differ from contractual maturities because

issuers have the right to call or prepay obligations. The tax-equivalent yield is based upon a federal tax rate of 21%. Refer to the
Reconcilement of Non-GAAP Measures table within the Non-GAAP Presentations section earlier in ltem 7.

Maturity Distribution and Average Yields
(dollars in thousands)

Contractual Maturities of Debt Securities at December 31. 2018

Yield % of Debt
Amortized
Cost Fair Value (FTE) Securities
U.S. Government-Sponsored Agencies:
After one year to five years $ 19,500 $ 18,974 1.80%
$ 19,500 $ 18,974 1.80% 31.0%
Mortgage-Backed Securities/CMOs
After one year to five years $ 2,895 $ 2,830 2.30%
After five years to ten years 10,373 10,036 1.85%
After ten years 12,633 12,197 2.32%
$ 25,901 $ 25,063 2.13% 41.1%
Municipal Bonds
After one year to five years 1,987 1,952 2.21%
After five years to ten years 8,406 8,290 3.02%
After ten years 7,215 7,113 3.23%
$ 17,608 $ 17,355 3.01% 27.9%
Total Debt Securities Available for Sale $ 63,009 $ 61,392 2.28% 100.0%

As stated, the above table reflects the distribution of the contractual maturities of the investment portfolio at December 31, 2018.
Management’s investment portfolio strategy is to structure the portfolio so that it is a constant source of liquidity for the balance
sheet. In order to achieve greater liquidity in the portfolio, securities that have a monthly flow of principal repayments become a key
component. To illustrate the difference between contractual maturity and average life, consider the difference for the fixed rate
mortgage-backed securities (MBS) component of this portfolio. At December 31, 2018, the weighted average maturity (WAM) of the
fixed rate MBS sector was 11.7 years, and the projected average life for this group of securities is 4.3 years.

Another indication of the investment portfolio’s liquidity potential is shown by the projected annual principal cash flow from
maturities, callable bonds, and monthly principal repayments. For the next three years, the principal cash flows are estimated to be
$4.9 million for 2019, $6.9 million for 2020, and $8.3 million for 2021, based upon rates remaining at current levels. This represents
approximately 33% of the investment portfolio’s available for sale balance at December 31, 2018 that will be available to support the
future liquidity needs of the Company. Cash flow projections are subject to change based upon changes to market interest rates.
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The Company’s loan portfolio totaled $537.2 million as of December 31, 2018 or 83.3% of total assets. Loan balances increased
$8.4 million from the balance of $528.8 million as of December 31, 2017. The table below shows the composition of the loan
portfolio:

Loan Portfolio
(dollars in thousands)

As of December 31,

2018 2017 2016 2015 2014

Commercial loans $ 85,027 $ 81,365 $ 66,217 $ 70,868 $ 60,940
Real estate construction 17,524 26,858 15,682 18,911 11,912
Real estate mortgage:

Residential 78,902 70,171 68,291 63,544 60,162
Home equity loans 19,237 22,464 21,934 27,599 25,498
Commercial 254,739 230,216 221,410 178,258 141,342
Total real estate mortgage 352,878 322,851 311,635 269,401 227,002
Consumer 81,761 97,710 88,601 64,484 13,400
Total loans 537,190 528,784 482,135 423,664 313,254
Less: Allowance for loan losses (4,891) (4,043) (3,688) (3,567) (3,164)
Net loans $ 532,299 $ 524,741 $ 478,447 $ 420,097 $ 310,090

From the $313.3 million outstanding at December 31, 2014, gross loans have increased $223.9 million, or 71.5%. Over the
four-year period, the significant loan growth was attributable to approximately $121.9 million in net organic loan growth,
supplemented by additional purchases of loans netting $102.0 million. The purchase of loans is considered a secondary strategy,
which allows the Company to supplement organic loan growth and enhance earnings.

Balances outstanding in purchased loans totaled $116.9 million as of December 31, 2018 and were comprised of:

Student loans totaling $54.7 million. The Company purchased two student loan packages in 2015 and a third in the fourth quarter
of 2016. A fourth tranche was closed in December 2017 for an additional $15.0 million. Along with the purchase of these four
packages of student loans, the Company purchased surety bonds to fully insure this portion of the Company’s consumer portfolio.
However, during June 2018, ReliaMax Surety, the insurance company which issued the surety bonds, was placed into liquidation
due to insolvency. Loss claims were filed for loans in default as of July 27, 2018, when the surety bonds were terminated, and the
Company anticipates payment on such claims. No surety claims may be filed for student loans in default after July 27, 2018.

Loans guaranteed by a U.S. government agency (“government guaranteed”) totaling $31.4 million, inclusive of premium. During
the fourth quarter of 2016, the Company began augmenting the commercial and industrial portfolio with government guaranteed
loans which represent the portion of loans that are 100% guaranteed by either the United States Department of Agriculture
(“USDA”) or the Small Business Administration (“SBA”); the originating institution holds the unguaranteed portion of each loan and
services it. These government guaranteed portion of loans are typically purchased at a premium. In the event of early
prepayment, the Bank may need to write off any unamortized premium.

31

41



Edgar Filing: Virginia National Bankshares Corp - Form 10-K

Table of Contents

Syndicated loans totaling $12.1 million. Syndicated loans represent shared national credits in leveraged lending transactions and
are included in the commercial and industrial portfolio. The Company has developed policies to limit overall credit exposure to the
syndicated market, as well as limits by industry and amount per borrower.

Mortgage loans totaling $18.6 million. In the fourth quarter of 2018, the Company purchased a package of 1-to-4 family
residential mortgages. Each of the 42 adjustable rate loans purchased were individually underwritten by the Company prior to the
closing of the purchase. The collateral on these loans is located primarily on the East Coast of the United States.
Management will continue to evaluate loan purchase transactions as needed to supplement organic loan growth, as part of the
Company’s strategy to strengthen earnings and to optimize the mix of earning assets.

At December 31, 2018, the loan-to-deposit ratio stood at 93.8%, compared to 97.4% at December 31, 2017 and 91.9% at
December 31, 2016.

The Company’s objective is to maintain the historically strong credit quality of the loan portfolio by maintaining rigorous underwriting
standards. These standards coupled with regular evaluation of the creditworthiness of, and the designation of lending limits for,
each borrower has helped the Company achieve this objective. The primary portfolio strategy includes seeking industry and loan
size diversification in order to minimize credit exposure and originating loans in markets with which the Company is familiar. The
predominant market area for loans includes Charlottesville, Aloemarle County, Harrisonburg, Winchester, Frederick County and
areas in the Commonwealth of Virginia that are within a 75 mile radius of any Virginia National Bank office.

Based on underwriting standards, loans may be secured in whole or in part by collateral such as liquid assets, accounts receivable,
equipment, inventory and real property. The collateral securing any loan may depend on the type of loan and may vary in value
based on market conditions.

The Company’s real estate loan portfolio increased by $30.0 million to a balance of $352.9 million at December 31, 2018 from
$322.9 million at December 31, 2017, and represented the largest expansion of any loan segment. This category comprised 65.7%
of all loans, and these loans are secured by mortgages on real property located principally in Virginia. Of this amount,
approximately $98.1 million represented loans on residential properties. Commercial real estate loans totaled $254.7 million as of
December 31, 2018. Sources of repayment are from the borrower’s operating profits, cash flows and liquidation of pledged
collateral.

As of December 31, 2018, the Company’s commercial and industrial loan portfolio totaled $85.0 million, a $3.7 million increase from
the balance at year-end 2017. This category, representing approximately 15.8% of all loans, includes loans made to individuals and
small to medium-sized businesses, as well as loans purchased on the syndicated and government guaranteed markets. The
balance on government guaranteed loans totaled $31.4 million and syndicated loans totaled $12.1 million, inclusive of premium.
These purchased loans represented 51.2% of the commercial and industrial loan total at the end of 2018.

Consumer loans, comprised of student loans purchased, revolving credit, and other fixed payment loans, totaled $81.8 million as of
December 31, 2018 or 15.2% of all loans. Consumer loans ended 2018 with balances $15.9 million lower than the prior year-end,
primarily due to normal amortization and increased charge-offs within the student loan portfolio.

Loans for construction and land development totaled $17.5 million and made up the remaining 3.3% of loans as of December 31,
2018. These loan balances declined by $9.3 million compared to December 31, 2017.
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The following table presents the maturity/repricing distribution of the Company’s loans at December 31, 2018. The table also
presents the portion of loans that have fixed interest rates or variable/floating interest rates that fluctuate over the life of the loans in
accordance with changes in an interest rate index such as the Wall Street Journal prime rate, LIBOR rates, or U.S. Treasury bond
indices.

Maturities and Sensitivities of Loans to Changes in Interest Rates

(dollars in thousands) As of December 31, 2018
After One Year
One Year to under After Five
or Less Five Years Years Total

Commercial loans $ 30,320 $ 34,739 $ 19,968 $ 85,027
Real estate construction 6,477 6,605 4,442 17,524
Real estate mortgage:

Residential 7,971 30,299 40,632 78,902
Home equity loans 19,112 125 - 19,237
Commercial 21,835 62,197 170,707 254,739
Consumer 61,504 18,794 1,463 81,761
Total loans $ 147,219 $ 152,759 $ 237,212 $ 537,190
Loans with fixed interest rates $ 23,068 $ 73,409 $ 85,733 $ 182,210
Loans with floating interest rates 124,151 79,350 151,479 354,980
Total $ 147,219 $ 152,759 $ 237,212 $ 537,190

Loan Asset Quality

Intrinsic to the lending process is the possibility of loss. While management endeavors to minimize this risk, it recognizes that loan
losses will occur and that the amount of these losses will fluctuate depending on the risk characteristics of the loan portfolio, which
in turn depend on current and future economic conditions, the financial condition of borrowers, the realization of collateral, and the
credit management process.

Generally, loans are placed on non-accrual status when management believes, after considering economic and business
conditions and collections efforts, that it is probable that the Company will be unable to collect all amounts due according to the
contractual terms of the loan agreement, or when the loan is past due for 90 days or more, unless the debt is both well-secured and
in the process of collection.

At December 31, 2018, 2017, and 2016, the Company had loans classified as non-accrual with balances of $615,000, $177,000,
and $167,000, respectively. The 2018 non-accrual balances include $445,000 of student loan balances, for which the Company
anticipates payment from the liquidation process.

One government guaranteed loan with a balance of $548,000 and student loans purchased with balances of $332,000,
respectively, comprised the majority of the $895,000 in loans over 90 days past due that were still accruing interest as of December
31, 2018.

Troubled debt restructurings (“TDRs”) occur when the Company agrees to modify the original terms of a loan by granting a
concession that it would not otherwise consider due to the deterioration in the financial condition of the borrower. These
concessions are done in an attempt to improve the paying capacity of the borrower, and in some cases to avoid foreclosure, and
are made with the intent to restore the loan to a performing status once sufficient payment history can be demonstrated. These
concessions could include reductions in the interest rate, payment extensions, forgiveness of principal, forbearance or other
actions. TDRs that are considered to be performing continue to accrue interest under the terms of the restructuring agreement.
TDRs that have been placed in non-accrual status are considered to be nonperforming.
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At December 31, 2015, the Company had three organic loans totaling $1.4 million classified as performing TDRs. Based on
regulatory guidance issued in 2016 on Student Lending, the Company classified 66 of its student loans purchased as TDRs for a
total of $1.2 million as of December 31, 2018 and 64 of its student loans purchased as TDRs for a total of $1.1 million as of
December 31, 2017. Total performing TDR balances decreased to $2.2 million as of December 31, 2018 from $2.4 million as of
December 31, 2017. The number of TDRs that are still performing was 67 as of December 31, 2018 and 2017, compared to 53
loans reported for December 31, 2016.

Below is a summary of loans identified with these risk elements:
(dollars in thousands)

Non-Accrual Loans
As of December 31,

2018 2017 2016
Total $ 615 $ 177 $ 1
Number of Loans 30 4
Loans Past Due 90 Days or More and Still Accruing
As of December 31,
2018 2017 2016
Total $ 895 $ 289 $ 2
Number of Loans 28 26
Troubled Debt Restructurings. Performing
As of December 31,
2018 2017 2016
Total $ 2,207 $ 2,397 $ 2,2
Number of Loans 67 67

See Note 3 — Loans and Note 4 — Allowance for Loan Losses in the accompanying notes to consolidated financial statements
included in ltem 8. Financial Statements and Supplementary Data for further details regarding the Company’s loan asset quality
measurements.

Allowance for Loan Losses

In general, the Company determines the adequacy of its allowance for loan losses by considering the risk classification and
delinquency status of loans and other factors. Management may also establish specific allowances for loans which management
believes require allowances greater than those allocated according to their risk classification. The purpose of the allowance is to
provide for losses inherent in the loan portfolio. Since risks to the loan portfolio include general economic trends as well as
conditions affecting individual borrowers, the allowance is an estimate. The Company is committed to determining, on an ongoing
basis, the adequacy of its allowance for loan losses.
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The Company applies historical loss rates to various pools of loans based on risk rating classifications. In addition, the adequacy of
the allowance is further evaluated by applying estimates of loss that could be attributable to any one of the following eight
qualitative factors:

1) Changes in national and local economic conditions, including the condition of various market segments;

2) Changes in the value of underlying collateral;

3)Changes in volume of classified assets, measured as a percentage of capital;

4)Changes in volume of delinquent loans;

5)The existence and effect of any concentrations of credit and changes in the level of such concentrations;

6) Changes in lending policies and procedures, including underwriting standards;

7) Changes in the experience, ability and depth of lending management and staff; and

8) Changes in the level of policy exceptions.

Since 2016, management has utilized a loss migration model for determining the quantitative risk assigned to unimpaired loans in
order to capture historical loss information at the loan level, track loss migration through risk grade deterioration, and increase
efficiencies related to performing the calculations by further segmenting the loan classes. The quantitative risk factor for each loan
class primarily utilizes a migration analysis loss method based on loss history for the prior twelve quarters. Management believes
that this method will more accurately reflect the potential risks and losses inherent in the loan portfolio.

See Note 3 — Loans and Note 4 — Allowance for Loan Losses in the notes to consolidated financial statements, included in ltem 8.
Financial Statements and Supplementary Data, later in this report for further details of the risk factors considered by management
in estimating the necessary level of the allowance for loan losses.

Activity for the allowance for loan losses is provided in the following table.

(dollars in thousands)

2018 2017 2016 2015 2014
Balance, beginning of period $ 4,043 $ 3,688 $ 3,567 $ 3,164 $ 3,360
Loans charged off
Real estate - - (12) (12) (262)
Commercial (75) (111) (25) (126) (286)
Consumer (1,022) - - (3) (3)
Total (1,097) (111) (37) (141) (551)
Recoveries
Real estate 2 2 3 46 10
Commercial 54 31 32 35 32
Consumer 16 15 12 - 7
Total 72 48 47 81 49
Provision for loan losses 1,873 418 111 463 306
Balance, December 31, $ 4,891 $ 4,043 $ 3,688 $ 3,567 $ 3,164
Net charge-offs to average loans 0.19% 0.01% 0.00% 0.02% 0.17%

Allowance for loan losses as a percentage of

period-end total loans 0.91% 0.76% 0.77% 0.84% 1.01%
As of December 31, 2018, the allowance for loan losses was $4.9 million, a net increase of $848,000 from $4.0 million at
December 31, 2017. Management’s estimates for the allowance for loan losses resulted in the Company’s allowance to total loans
outstanding ratio of 0.91% at December 31, 2018, compared to 0.76% at December 31, 2017 and 0.77% at December 31, 2016.
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There were $1.1 million in loan balances charged off during 2018, with a total of $72,000 in recoveries of previously charged-off
balances, resulting in net charge-offs of $1.0 million. During 2017, there were $111,000 in loan balances charged off, with a total of
$48,000 in recoveries of previously charged-off balances, resulting in net charge-offs of $63,000. The ratio of net charge-offs to
average loans was 0.19%, 0.01%, and 0.00% for 2018, 2017, and 2016, respectively.

The table below provides an allocation of year-end allowance for loan losses by loan type; however, allocation of a portion of the
allowance to one loan category does not preclude its availability to absorb losses in other categories.

Allocation of the Allowance for Loan Losses

(dollars in thousands)

Commercial loans

Real estate construction
Real estate mortgages
Consumer

Total

Commercial loans

Real estate construction
Real estate mortgages
Consumer

Total

Commercial loans

Real estate construction
Real estate mortgages
Consumer

Total

Commercial loans

Real estate construction
Real estate mortgages
Consumer

Total

Commercial loans

Real estate construction
Real estate mortgages
Consumer

Total
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December 31, 2018

Allowance
$ 811
119
2,611
1,350
$ 4,891

December 31, 2017

Allowance
$ 885
222
2,730
206
$ 4,043

December 31, 2016

Allowance
$ 824
127
2,506
231
$ 3,688

December 31, 2015

Allowance
$ 797
159
2,592
19
$ 3,567

December 31, 2014

Allowance
$ 674
102
2,360
28
$ 3,164

Percentage of loans in each

category to total loans

15.83 %
3.26%

65.69 %
15.22 %
100.00%

Percentage of loans in each

category to total loans

15.39 %

5.08%
61.05 %
18.48 %
100.00 %

Percentage of loans in each

category to total loans

13.73 %

3.25%
64.64 Yo
18.38 %
100.00 %

Percentage of loans in each

category to total loans

16.73 %

4.46%
63.59 %
15.22 Y%
100.00 %

Percentage of loans in each

category to total loans

19.45 %

3.80%
72.47 Yo
4.28 %
100.00 %
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Deposits

Depository accounts represent the Company’s primary source of funding and are comprised of demand deposits, interest-bearing
checking accounts, money market deposit accounts and time deposits. These deposits have been provided predominantly by
individuals, businesses and charitable organizations in the Charlottesville/Albemarle and Winchester areas.

Depository accounts held by the Company as of December 31, 2018, totaled $572.5 million, an increase of $29.5 million or 5.4%
compared to the December 31, 2017 total of $543.0 million.

At December 31, 2018, the balances of non-interest bearing demand deposits were $185.8 million or 32.5% of total deposits, a
3.8% decrease from $193.1 million at December 31, 2017. Interest-bearing transaction and money market accounts totaled $278.1
million at December 31, 2018, an increase of $37.5 million compared to $240.6 million at December 31, 2017. During 2018, the
Company implemented an Insured Cash Sweep® product (ICS®), which allows customers access to multi-million-dollar FDIC
insurance on funds placed into demand deposit and/or money market deposit accounts. As of December 31, 2018, the reciprocal
ICS® balances included in demand deposit and money market accounts were $15.8 million and $21.0 million, respectively. Along
with the roll-out of ICS® to customers, the Company eliminated the repurchase agreement product effective December 31, 2018.
The Company’s low-cost deposit accounts, which include both noninterest and interest bearing checking accounts as well as money
market accounts, represented 81.0% of total deposit account balances at December 31, 2018 and compares favorably to the

79.9% of total deposit account balances at December 31, 2017.

Certificates of deposit and other time deposit balances decreased $702,000 to $108.5 million at December 31, 2018 from the
balance of $109.2 million at December 31, 2017. Included in this deposit total were reciprocal relationships under the Certificate of
Deposit Account Registry Service (CDARS™), whereby depositors can obtain FDIC insurance on deposits up to $50 million. These
reciprocal CDARS™ deposits totaled $27.3 million and $32.5 million at December 31, 2018 and 2017, respectively.

The aggregate amount of total certificates of deposit with a minimum balance of $100,000 was $80.4 million at December 31, 2018.
Included in this total are deposits of $28.0 million with balances of $250,000 or more.
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Deposits
(dollars in thousands)

Average Balances and Rates Paid

Years Ended December 31

2018 2017 2016

Average Average Average Average Average Average

Balance Rate Balance Rate Balance Rate
Non-interest-bearing demand deposits $ 172,736 $ 177,073 $ 170,909
Interest-bearing deposits:
Interest checking 91,117 0.08 % 98,902 0.05 % 90,490 0.05 %
Money market deposits 158,072 0.67 % 141,805 0.29 % 109,840 0.21 %
Time deposits 116,782 1.08 % 121,974 0.54 % 113,123 0.55 %
Total interest-bearing deposits $ 365,971 0.65 % $ 362,681 0.31 % $ 313,453 029 %
Total deposits $ 538,707 $ 539,754 $ 484,362

Maturities of CD's of $100.000 and Over
December 31, 2018

Amount Percentage
Three months or less $ 32,600 40.53 %
Over three months to six months 19,735 24.53 %
Over six months to one year 9,100 11.31 %
Over one year 19,009 23.63 %
Totals $ 80,444 100.00 %

Repurchase Agreements and Other Short-Term Borrowings

Short-term borrowings, consisting primarily of repurchase agreements, Federal Home Loan Bank (FHLB) Advances, and federal
funds purchased, are additional sources of funds for the Company. The level of these borrowings is determined by various factors,
including customer demand and the Company's ability to earn a favorable spread on the funds obtained.

Repurchase agreements, also referred to as securities sold under agreement to repurchase, were available to non-individual
accountholders on an overnight term through the Company’s investment sweep product. Under the agreements to repurchase,
invested funds were fully collateralized by security instruments that were pledged on behalf of customers utilizing this product. The
repurchase agreement product was discontinued by the Company effective December 31, 2018, and therefore, there were no
balances in this product as of the end of the year. Total balances in repurchase agreements as of December 31, 2017 were $19.1
million.

The Company has a collateral dependent line of credit with the FHLB of Atlanta. The Company had no outstanding borrowings from
the FHLB as of December 31, 2018. As of December 31, 2017, the Company had an outstanding balance of $15.0 million from a
FHLB advance.

Additional borrowing arrangements maintained by the Bank include formal federal funds lines with four major regional
correspondent banks. The Company had no outstanding balances in overnight federal funds purchased as of December 31, 2018
or December 31, 2017.
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Total short-term borrowings consist of the following as of December 31, 2018, 2017 and 2016:

(dollars in thousands) 2018 2017 2016
Repurchase agreements $ - $ 19,092 $ 19,700
FHLB advances - 15,000 -
Federal funds purchased - - -
Total short-term borrowings $ - $ 34,092 $ 19,700
Maximum amount at any month-end during the year $ 48,807 $ 37,001 $ 20,512
Annual average balance outstanding $ 30,370 $ 21,842 $ 18,588
Annual average interest rate paid 1.31% 0.48% 0.23%
Annual interest rate at end of period - 0.66% 0.22%

Details on available borrowing lines can be found later under Liquidity in the Asset/Liability Management section that follows.
ASSET/LIABILITY MANAGEMENT

The Company’s primary earnings source is its net interest income; therefore, the Company devotes significant time and resources
to assist in the management of interest rate risk and asset quality. The Company’s net interest income is affected by changes in
market interest rates and by the level and composition of interest-earning assets and interest-bearing liabilities. The Company’s
objectives in its asset/liability management are to utilize its capital effectively, to provide adequate liquidity and to enhance net
interest income, without taking undue risks or subjecting the Company unduly to interest rate fluctuations. The Company takes a
coordinated approach to the management of its liquidity, capital and interest rate risk. This risk management process is governed
by policies and limits established by the Bank’s Asset/Liability Committee, which are reviewed and approved by the Bank’s Board of
Directors. This committee, which is comprised of directors and members of management, meets to review, among other things,
economic conditions, interest rates, yield curves, cash flow projections, expected customer actions, liquidity levels, capital ratios
and repricing characteristics of assets, liabilities and financial instruments.

Market Risk

Market risk is the risk of loss in a financial instrument arising from adverse changes in market indices such as interest rates. The
Company’s principal market risk exposure is interest rate risk. Interest rate risk is the exposure to changes in market interest rates.
Interest rate sensitivity is the relationship between market interest rates and net interest income due to the repricing characteristics
of assets and liabilities. The Company monitors the interest rate sensitivity of its balance sheet positions by examining its near-term
sensitivity and its longer-term gap position. In its management of interest rate risk, the Company utilizes several financial and
statistical tools including traditional gap analysis and sophisticated income simulation models.

A traditional gap analysis is prepared based on the maturity and repricing characteristics of interest-earning assets and
interest-bearing liabilities for selected time bands. The mismatch between repricings or maturities within a time band is commonly
referred to as the “gap” for that period. A positive gap (asset sensitive) where interest rate sensitive assets exceed interest rate
sensitive liabilities generally will result in the net interest margin increasing in a rising rate environment and decreasing in a falling
rate environment. A negative gap (liability sensitive) will generally have the opposite result on the net interest margin. The
Company’s balance sheet structure is primarily short-term in nature with a substantial portion of rate-sensitive assets and
rate-sensitive liabilities repricing or maturing within one year, as shown in the Gap Interest Sensitivity Analysis table below.

39

49



Edgar Filing: Virginia National Bankshares Corp - Form 10-K

Table of Contents

Gap Interest Sensitivity Analysis
As of December 31, 2018
(dollars in thousands)

Within 90 to 365 1to4 Over Nonrate

90 days days years 4 years Sensitive Total
Assets
Loans $ 146,542 $ 90,346 $ 238,777 $ 59,025 $ 2,500 $ 537,190
Investment securities 3,996 4,984 32,154 23,493 (1,552) 63,075
Federal funds sold 7,133 - - - - 7,133
Non-interest-earning assets and allowance
for loan losses - - - - 37,402 37,402
Total assets $ 157,671 $ 95,330 $ 270,931 $ 82,518 $ 38,350 $ 644,800
Liabilities and Shareholders' Equity
Interest checking $ 18,933 $ 9,653 $ 38,613 $ 39,685 $ - $ 106,884
Money market and savings deposits 27,640 15,768 63,069 64,822 - 171,299
Time deposits 45,490 33,675 28,290 1,076 - 108,531
Non-interest pearl_ng liabilities and ) ) 3 3 258,086 258,086
shareholders' equity
Total liabilities and shareholders' equity $ 92,063 $ 59,096 $ 129,972 $ 105,583 $ 258,086 $ 644,800
Period gap $ 65,608 $ 36,234 $ 140,959 $ (23,065) N/A $ 219,736
Cumulative gap $ 65,608 $ 101,842 $ 242,801 $ 219,736 N/A $ 219,736
Ratio of cumulative gap to cumulative 41.61% 40.25% 46.34% 36.23%

earning assets

The Company utilizes the gap analysis to complement its income simulations modeling. However, the traditional gap analysis does
not assess the relative sensitivity of assets and liabilities to changes in interest rates and other factors that could have an impact on
interest rate sensitivity or net interest income.

The Asset/Liability Committee routinely monitors simulated net interest income sensitivity over a rolling two-year horizon. It also
utilizes additional tools to monitor potential longer-term interest rate risk. The income simulation models measure the Company’s
net interest income volatility or sensitivity to interest rate changes utilizing statistical techniques that allow the Company to consider
various factors which impact net interest income. These factors include actual maturities, estimated cash flows, repricing
characteristics, deposit growth/retention and, most importantly, the relative sensitivity of the Company’s assets and liabilities to
changes in market interest rates. This relative sensitivity is important to consider as the Company’s core deposit base has not been
subject to the same degree of interest rate sensitivity as its assets. The core deposit costs are internally managed and tend to
exhibit less sensitivity to changes in interest rates than the Company’s adjustable rate assets whose yields are based on external
indices and generally change in concert with market interest rates. The Company’s interest rate sensitivity is determined by
identifying the probable impact of changes in market interest rates on the yields on the Company’s assets and the rates that would
be paid on its liabilities. This modeling technique involves a degree of estimation based on certain assumptions that management
believes to be reasonable. Utilizing this process, management projects the impact of changes in interest rates on net interest
margin. The Company has established certain policy limits for the potential volatility of its net interest margin assuming certain
levels of changes in market interest rates with the objective of maintaining a stable net interest margin under various probable rate
scenarios. Management generally has maintained a risk position well within the policy limits.

As market conditions vary from those assumed in the income simulation models, actual results will also differ due to:
prepayment/refinancing levels likely deviating from those assumed, the varying impact of interest rate change caps or floors on
adjustable rate assets, the potential effect of changing debt service levels on customers with adjustable rate loans, depositor early
withdrawals and product preference changes, and other variables. Furthermore, this sensitivity analysis does not reflect actions
that the As