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Dear Fellow Shareholders,

Our tenth year was record-breaking for Prime Meridian Holding Company (the Company). We surpassed $400 million in
assets with a year-over-year increase in net income of 43.5%, inclusive of the beneficial effect of the 2017 tax reduction
legislation.

We did so amid continued consolidation of competitors, both in the immediate area and throughout Florida. We view
these market changes as growth opportunities. Our reputation and culture of relationship banking stand in contrast to the
ongoing changes. Consolidation also often precipitates a shift in loyalties. Prime Meridian Bank has benefited from this
and welcomed new clients and team members.

Preparing for growth has long been part of our strategy. At the end of 2018 our preparation turned to action when in
November, 2018, the Bank filed application with — and subsequently received approval from - the FDIC to establish a
full-service bank in Lakeland, Florida. Experienced banker Michael A. Micallef, Jr. joined our team and serves as Market
President.

The Board of Directors declared an annual cash dividend of $0.12 per share on the Company’s common stock. This
dividend was payable March 5, 2019, to shareholders of record on February 14, 2019.

Other Highlights include:

*  The Company reported record net earnings for year ended December 31, 2018, boosted by organic loan growth and a
lower corporate tax rate.

« At December 31, 2018, the Company reported $401.7 million in total assets, $349.1 million in deposits, and $290.1
million in portfolio net loans. This compares to $347.2 million in total assets, $298.3 million in deposits, and $250.3
million in portfolio net loans at December 31, 2017.

* In 2018, Prime Meridian Bank ranked third in both mortgage dollar volume and number of mortgage originations in
Leon County among all financial service providers.

. The Company’s total stockholders’ equity was $50.8 million, or 12.7% of total assets, at December 31, 2018, compared
to $47.0 million, or 13.5% of total assets, at December 31, 2017.

«  The Company’s book value per share increased from $15.06 at December 31, 2017 to $16.19 at December 31, 2018,
with 3,138,945 common shares outstanding.

«  Final preparations for renovation of our Timberlane bank are complete and work is underway. The building and
surrounding property are part of the overall redevelopment of the Market Square district in which the Bank is located.

The following promotions and retirement were approved and announced at the February 21, 2019 board meeting:

. R. Randy Guemple retires as Executive Vice President and Chief Financial Officer on March 31, 2019. He will remain
on the Boards of Directors.

*  Michael A. Micallef, Jr. joins our Boards of Directors as of March 1, 2019.

. Clint F. Weber becomes Executive Vice President and Chief Financial Officer as of April 1, 2019. He succeeds
Mr. Guemple in these roles.

*  Monté L. Ward becomes Executive Vice President and Chief Information Officer as of April 1, 2019.
We are proud of the Company’s accomplishments over the previous year, especially as we extend our footprint into the
Lakeland, Florida market. It is with great pleasure that we present the enclosed 2018 Annual Report.

Warm regards,

s AALUL Do il

Sammie D. Dixon, Jr. Richard A. Weidner, CPA
Vice Chairman, President and Chief Executive Officer Chairman






HACKER, JOHNSON & SMITH PA

Fort Lauderdale Certified Public Accountants
Orlando
Tampa

Report of Independent Registered Public Accounting Firm

To the Shareholders and the Board of Directors
Prime Meridian Holding Company
Tallahassee, Florida:

Opinion on the Financial Statements

We have audited the accompanying consolidated balance sheets of Prime Meridian Holding Company and
Subsidiary (the "Company"), as of December 31, 2018 and 2017 and the related consolidated statements of
earnings, comprehensive income, stockholders' equity and cash flows for the years then ended and the related
notes (collectively referred to as the "financial statements). In our opinion, the consolidated financial
statements referred to above present fairly, in all material respects, the consolidated financial position of the
Company at December 31, 2018 and 2017, and the consolidated results of its operations and its cash flows for
the years then ended, in conformity with accounting principles generally accepted in the United States of
America.

Basis for Opinion

These financial statements are the responsibility of the Company's management. Our responsibility is to
express an opinion on the Company's financial statements based on our audits. We are a public accounting
firm registered with the Public Company Accounting Oversight Board (United States) ("PCAOB") and are
required to be independent with respect to the Company in accordance with the U.S. federal securities laws
and the applicable rules and regulations of the Securities and Exchange Commission and the PCAOB.

We conducted our audits in accordance with the standards of the PCAOB. Those standards require that we
plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of
material misstatement, whether due to error or fraud, the Company is not required to have, nor were we
engaged to perform, an audit of its internal control over financial reporting. As part of our audits we are
required to obtain an understanding of internal control over financial reporting but not for the purpose of
expressing an opinion on the effectiveness of the Company's internal control over financial reporting.
Accordingly, we express no such opinion.

Our audits included performing procedures to assess the risks of material misstatement of the financial
statements, whether due to error or fraud, and performing procedures that respond to those risks. Such
procedures included examining, on a test basis, evidence regarding the amounts and disclosures in the
financial statements. Our audits also included evaluating the accounting principles used and significant
estimates made by management, as well as evaluating the overall presentation of the financial statements. We
believe that our audits provide a reasonable basis for our opinion.

H achia; fohosor LT U

HACKER, JOHNSON & SMITH PA

We have served as the Company's auditor since 2008.
Tampa, Florida

March 21, 2019

500 North Westshore Boulevard, Post Office Box 20368, Tampa, Florida 33622-0368, (813) 286-2424
A Registered Public Accounting Firm



PRIME MERIDIAN HOLDING COMPANY AND SUBSIDIARY
Consolidated Balance Sheets

December 31,

2018 2017
(dollars in thousands, except per share amounts)
Assets
Cash and due from DANKS .......oooeiiiiee e $ 7,866 $ 6,971
Federal fUNAS SO .......oooiiiiiiiiiiiie ettt e et e e e e e e e eaa e e e e e s seenaeaes 34,777 20,148
Interest-bearing AePOSIES. .....ccueeuerriertieteete ettt ettt ettt e sttt ees 5,395 5,278
Total cash and cash equIValENts..........ceeeerieiieiiee e 48,038 32,397
Securities available oI SALE..........couuiiiiiiiiiiii e 45,384 49,809
L0anS NEld £OI SALE ...coovvviiiieiie ettt 4,767 5,880
Loans, net of allowance for loan losses of $3,661 and $3,136.........c..ccoccvevereeerenennne. 290,113 250,259
Federal Home Loan Bank STOCK .........cc.ccovuieiiiiiiiiiiiii ittt 355 316
Premises and eqUIPMENT, TET.......ccvieieiieriieriieieeieeteeeesteeteeseeseeseesseesseesseesseesnessnessnenns 4,656 4,872
DEfeITed TAX ASSET...eiiviiiiieitieeeieecteeetee et ettt ete e eve e et e e e veeereestaeeetaeestseeeaseentseeereeenes 502 339
Accrued INterest TECEIVADIE ........ccoviii e 1,034 978
Bank-owned [ife INSUTANCE .........c...eeeiviiieeieie e e e e e eennees 6,323 1,757
OBRET @SSELS ..eiiuviiiiiieiieeiee ettt ettt e et e e b e e et e e sebeeeabeesebeesaseesebeessseesaseesaseessseensneanns 530 573
TOLAL @SSELS ...ttt ettt ettt et et e e et saeesaeesaeeaaeentesaeesaeeereenneenneas $ 401,702 % 347,180
Liabilities and Stockholders' Equity
Liabilities:
Noninterest-bearing demand depOSItS.........ocvevverirveieirieieririeiereiee ettt $ 80,097 $ 76,216
Savings, NOW and money-market deposits ..........cceveerieriieieniinieneeieeieeie e 227,674 200,027
TIME AEPOSIES ..ttt ettt ettt sttt ettt e et et et et e eseesneesreeneeneeenes 41,296 22,054
TOtAl AEPOSIES. ..ttt ettt et ettt ettt st s bttt et et e e e neesneennean 349,067 298,297
(05 Te -1 Ie] 11510 PR 837 1,146
Other HADIIIEIES ...oveeieeieetee ettt ettt ettt ete e et e e ete e e eaaeeeaeeeetaeeeaeeeetreeeaneens 978 764
TOtal HHADIIITIES ...ttt ettt ettt e ete et e et e e et e eeneeeeaaeeereeenns 350,882 300,207
Commitments and contingencies (notes 4, 8, and 15)
Stockholders' equity:
Preferred stock, undesignated; 1,000,000 shares authorized, none issued or
OULSTANAINEG ...veevvieevieiieeiieeteete et et e st et e e b e et e ete e be e beesseessessaesseesseesseessesssenssensenns - -
Common stock, $.01 par value; 9,000,000 shares authorized, 3,138,945 and
3,118,977 issued and outsStanding .............ceeeveevieieeienieniereeie e 31 31
Additional paid-in CaPItal .........ccereierierieiee e e 38,330 37,953
Retained @arnings..........cceeiuieiuieiieiie ettt ettt sttt et e st ens 13,015 9,285
Accumulated other comprehensive 10SS........vovieiierieiieieeeee e (556) (296)
Total Stockholders' EQUILY ......cc.eevieiieieet ettt 50,820 46,973
Total liabilities and stockholders' €quity ..........cecvevveiieiierieriesereee e $ 401,702 $ 347,180

See Accompanying Notes to Consolidated Financial Statements



PRIME MERIDIAN HOLDING COMPANY AND SUBSIDIARY

Consolidated Statements of Earnings

Year Ended December 31,
(in thousands, except per share amounts) 2018 2017
Interest income:
LLOAIS ..ttt ettt et ettt ettt et e et e et e e r e et e e aeete st e saeenaeeteans $ 14,469 $ 11,589
SECUITEIES .veteee ettt ettt e e e e e e e e e e e e eeseaaaaeeeeesessnsaaeeeeeessannnaaseeeeeenns 1,131 983
(011 1 T2 SRR 634 379
Total INTEIEST INCOIME .....vvvvveieiee ettt ettt e e e e e e e e e e e naaaeeeeeeeenns 16,234 12,951
Interest expense:
DIEPOSIES ..ttt ettt ettt ettt ettt ettt ettt et ettt e e ne e bt et e te et e eneenaeeneens 2,307 1,181
Total INEIESt EXPEIISE ....euveeeieeieieeiieeiieet et et et eeeeeeeseeeseeesteeeeenee et e seeasteenseeneeas 2,307 1,181
INEE INLETEST INCOIME ...ttt e e e e e et e e e e e e aeeeeeeeeesenaeeeeeeeessenannees 13,927 11,770
Provision fOr 1080 L10SSES.......cuuiiuiiiieceie ettt ettt et eeeae e e eveeeaeeens 591 256
Net interest income after provision for loan 10SSes..........ccecvevereerienerieeieeenee. 13,336 11,514
Noninterest income:
Service charges and fees on deposit aCCOUNLS ........coeeverieieierieierieeeee e 333 322
Mortgage banking FEVENUE...........coueruirietieiieiieieie ettt ese e 447 435
Income from bank-owned life INSUTANCE.........c..cocveiiiviiiciieeieeceeeeece e, 66 46
Loss on sale of securities available for sale...........ccooveviieviieiiinieicee e - (1)
Other INCOME ....cuviieiiiieiiie ettt ettt ettt eere e e v e e ae e s veeeaseeeveeeseesareesaneeans 460 351
Total NONINTEIEST INCOIME .....eooevvviiieeeiie ettt e e et e e et e e eeaaeeeeenreeeeennes 1,306 1,153
Noninterest expense:
Salaries and employee DENETIts .......cccevieriiiriiiiieiieiiee et 5,106 4,236
Occupancy and EQUIPIMENL ........ccvieeveevereerrierreereeeesteesreesseesessesseesseessesseesseesseessenns 932 947
Professional fEES......c..ceiuiiiiiiieiie ettt eeeaae e 374 320
AQVEITISINZ . ...veeeveeiieeiieciieete ettt teste st et et e et e stt et e e se e seenaesetesseenseenseenseeneenseenseensens 677 574
FDIC @SSESSIMENL.......viiieiiiiiieeiiieeeiieeesiieeeeireeesibeeeesireeeessreeesstseeeesseeeennsseeesssseaans 163 158
Software maintenance, amortization and Other ...........oooovvvviieiiiiiiiiiiieeeeeiieeeeeeee 634 535
(0111 T3 SRRSO URO TRt 1,494 1,345
Total NONINLETESt EXPEIISE .....eeuveeueieneeenieetientienteeteeeeeeesteeseeeseeeeeeneeeneesseesseeseenneas 9,380 8,115
Earnings before inCOMmME taXeS ........eecveeuerierieieeieeie ettt 5,262 4,552
L TeTe) 14 S ¥ D T TR 1,220 1,735
NEE CAIMIINZS ...cvvvivvevieriereeieteteeeetesteseetesseseesesseseesesseseesessessesessessesessessesessessesesessass $ 4042 % 2,817
Earnings per common share:
BaSIC .ttt ettt ettt et ettt te et e eaeeeaeenaeans $ 129 §$ 1.04
DAIULEA. ...ttt ettt ettt et e e tee e raeeteeeerae e $ 129 $ 1.04

See Accompanying Notes to Consolidated Financial Statements



PRIME MERIDIAN HOLDING COMPANY AND SUBSIDIARY

Consolidated Statements of Comprehensive Income

Year Ended December 31,
(in thousands) 2018 2017
NEL CAIMIIIZS ...vevvevieviieeietieteeieteeteeeetesteeeetesbeseeseseseesesseseesesseseesessessesessessesesseseesesseseesensenes $ 4,042 % 2,817
Other comprehensive loss:
Change in unrealized loss on securities:
Unrealized loss arising during the year ............cccceeoeieirienieie e (348) 27)
Reclassification adjustment for realized L0SS .........ccceeiieierienienieeee e - 1
Net change in unrealized 10SS .......cooveruiiiieiieieeeeeee e (348) (26)
Deferred income tax benefit on above change .............ocoociiiiiiiieiiiiiieeee 88 8
One-time reclassification for newly enacted corporate tax rate ...........ccccoeceverereeeencnne - (45)
Total other COMPIehenSIVE 10SS ......ccuviiiiiiiieiiiiciieece e (260) (63)
COMPIENENSIVE TNCOIMNE ......eevieirieereeereiteeiteeteesteeeeeteesreeseesseeesesssesseeseesseessessaesaeessesnseenns $ 3,782 $ 2,754

See Accompanying Notes to Consolidated Financial Statements.



PRIME MERIDIAN HOLDING COMPANY AND SUBSIDIARY
Consolidated Statements of Stockholders' Equity

Years Ended December 31, 2018 and 2017

Accumulated
Other
Additional Compre- Total
Common Stock Paid-in Retained hensive Stockholders'
Shares Amount Capital Earnings Loss Equity
(dollars in thousands)
Balance at December 31, 2016..... 2,004,707 $ 20 $ 20,732 $ 6,563 $ (233) $ 27,082
Net earnings .......cceeevvereerveenennnn. - - - 2,817 - 2,817
Net change in unrealized loss on
securities available for sale, net
of income tax benefit of $8 and
one-time reclassification for
newly enacted corporate tax
TALC ceveeereeeieeere e e eeee e - - - 45 (63) (18)
Dividends paid.........ccccccenenennnnes - - - (140) - (140)
Stock options exercised................ 19,450 - 195 - - 195
Common stock issued as
compensation to directors......... 3,912 - 65 - - 65
Stock-based compensation ........... - - 15 - - 15
Sale of Common Stock.................
Net of Stock Offering Costs of
$1,043 e 1,090,908 11 16,946 16,957
Balance at December 31, 2017 ..... 3,118,977 $ 31 $§ 37953 § 9,285 $ (296) $ 46,973
Net €arnings .........c.cceeeeeverevennne. -3 -3 -3 4,042 $ -3 4,042
Dividends paid.........ccccccererennnes - - - (312) - (312)
Net change in unrealized loss on
securities available for sale, net
of income tax benefit of $88..... - - - - (260) (260)
Stock options exercised................ 17,150 - 172 - - 172
Common stock issued as
compensation to directors......... 2,818 - 60 - - 60
Stock-based compensation ........... - - 145 - - 145
Balance at December 31, 2018..... 3,138,945 $ 31 $ 38,330 $ 13,015 $ (556) $ 50,820

See Accompanying Notes to Consolidated Financial Statements.



PRIME MERIDIAN HOLDING COMPANY AND SUBSIDIARY

Consolidated Statements of Cash Flows

(in thousands)
Cash flows from operating activities:
INEt CAIMINGS ....veeivieiieeiieiieie et ette st eteeteete e sreesseeseeneessaesseenseens

Adjustments to reconcile net earnings to net cash provided by operating

activities:
Depreciation and amortization............cceeceeeeriereeneeneee e
Provision for 1oan 10SSeS.........cceeeeeiiiiieiiieiceieeceee e
Net amortization of deferred loan fees ............ccoveeeviieieennnnee.
Deferred iNCOME taXeS .....ccueeevveeereeireeereecieeeree e e
Loss on sale of securities available for sale..............ccccceveennn.

Amortization of premiums and discounts on securities available for

SALE .
Gain on sale of loans held for sale........c..cccceceevininininnncnnn.
Proceeds from the sale of loans held for sale.............ccccvenenee.
Loans originated as held for sale...........cccocoeinieiieiinineeen.
Stock issued as COMPENSAtION. .......cccueereereierieerieeierie e
Stock-based compensation €Xpense...........eceerveeeereereereeeneenss
Income from bank-owned life insurance ............ccccceeeeeeeeennen.
Net increase in accrued interest receivable............cccocevereecnn.
Net decrease (increase) in other assets ...........ccecveeveeververeeenne.
Net (decrease) increase in other liabilities and official checks.
Net cash provided by operating activities ..................

Cash flows from investing activities:
Loan originations, net of principal repayments .............cc.cceeevennenne.
Purchase of securities available for sale .........c.ccoceeoevvieiienincncnene.
Principal repayments of securities available for sale.......................
Proceeds from the sale of securities available for sale.....................
Maturities and calls of securities available for sale ............cc.c......
Purchase of Federal Home Loan Bank stock...........cccceevveiieennene.
Purchase of bank-owned life insurance ............ccccocceeveereiceneennenne
Purchase of premises and equipment.............ccceveererreerieneeneeneene
Net cash used in investing activities..........cccccevueeueenne.

Cash flows from financing activities:
Net increase in dePoSits .......ccvereereererrerie e
Proceeds from stock options exercised...........ccceveerreevveeeeieenneenneane.
Proceeds from sale of common Stock, Net ..........coovvuvviivniieiiiineens
Dividends paid.........coeeeviiiiiieiiiciieeeeeee e e
Net cash provided by financing activities ..................
Net increase (decrease) in cash and cash equivalents.............ccoeeveevveneene.
Cash and cash equivalents at beginning of year ...........cccceeeveierenenceenne
Cash and cash equivalents at end of year...........cocoeeeeeeieniniie i

Supplemental disclosure of cash flow information
Cash paid during the year for:

1S (oL AT PURRTRPRRRNt
INCOME tAXES...coiiiiiiiieeeeeeeeeeeeeeeeeee

Noncash transactions:

Accumulated other comprehensive loss, net change in unrealized loss
on securities available for sale, net of tax benefit...............cccceeeenne..

One-time reclassification for newly enacted corporate tax rate...............

See Accompanying Notes to Consolidated Financial Statements

Year Ended December 31,
2018 2017
4,042 $ 2,817
520 519
591 256
(36) (74)
(75) 202
- 1
390 425
(447) (435)
77,713 65,905
(76,153) (68,059)
60 65
145 15
(66) (46)
(56) (180)
43 (150)
(95) 398
6,576 1,659
(40,409) (27,673)
(2,474) (23,524)
5,612 5,553
- 750
549 63
(39) (96)
(4,500) -
(304) (462)
(41,565) (45,389)
50,770 22,950
172 195
- 16,957
(312) (140)
50,630 39,962
15,641 (3,768)
32,397 36,165
48,038 § 32,397
2276 % 1,179
1,217  § 1,698
(260) $ (18)
- 3 (45)




PRIME MERIDIAN HOLDING COMPANY AND SUBSIDIARY
Notes to Consolidated Financial Statements
At December 31, 2018 and 2017 and for the Years Then Ended
0} Summary of Significant Accounting Policies

Organization. Prime Meridian Holding Company (“PMHG”) owns 100% of the outstanding common stock of Prime
Meridian Bank (the "Bank") (collectively the "Company"). PMHG’s primary activity is the operation of the Bank. The Bank
is a Florida state-chartered commercial bank. The deposit accounts of the Bank are insured up to the applicable limits by the
Federal Deposit Insurance Corporation ("FDIC"). The Bank offers a variety of community banking services to individual and
corporate clients through its three banking offices located in Tallahassee and Crawfordville, Florida and its online banking
platform. In February 2019, the Company acquired a new branch office in Lakeland, Florida that is expected to open in the
second quarter of 2019.

The following is a description of the significant accounting policies and practices followed by the Company, which conform
to accounting principles generally accepted in the United States of America ("GAAP") and prevailing practices within the
banking industry.

Use of Estimates. In preparing consolidated financial statements in conformity with GAAP, management is required to make
estimates and assumptions that affect the reported amounts of assets and liabilities as of the date of the consolidated balance
sheet and reported amounts of revenues and expenses during the reporting period. Actual results could differ from those
estimates. A material estimate that is particularly susceptible to significant change in the near term relates to the determination
of the allowance for loan losses.

Principles of Consolidation. The consolidated financial statements include the accounts of PMHG and the Bank. All
significant intercompany accounts and transactions have been eliminated in consolidation.

Cash and Cash Equivalents. For purposes of the consolidated statements of cash flows, cash and cash equivalents include
cash and balances due from banks, federal funds sold and interest-bearing deposits in banks, all of which have original
maturities of less than ninety days.

At December 31, 2018 and 2017, the Company was required by law or regulation to maintain cash reserves with the Federal
Reserve Bank, in noninterest-bearing accounts with other banks or in the vault in the amounts of $3,901,000 and $2,618,000
respectively.

Securities. Securities may be classified as either trading, held-to-maturity or available-for-sale. Trading securities are held
principally for resale and recorded at their fair values. Unrealized gains and losses on trading securities are included
immediately in earnings. Held-to-maturity securities are those which the Company has the positive intent and ability to hold
to maturity and are reported at amortized cost. Available-for-sale securities consist of securities not classified as trading
securities or as held-to-maturity securities. Unrealized holding gains and losses on available-for-sale securities are excluded
from earnings and reported in accumulated other comprehensive loss. Gains and losses on the sale of available-for-sale
securities are recorded on the trade date determined using the specific-identification method. Premiums and discounts on
securities available for sale are recognized in interest income using the interest method over the period to maturity or call
date, if applicable.

Management evaluates securities for other-than-temporary impairment at least on a quarterly basis, and more frequently when
economic or market concerns warrant such evaluation. Consideration is given to (1) the length of time and the extent to which
the fair value has been less than cost, (2) the financial condition and near-term prospects of the issuer, and (3) the intent and
ability of the Company to retain its investment in the issuer for a period of time sufficient to allow for any anticipated recovery
in fair value.

(continued)



PRIME MERIDIAN HOLDING COMPANY AND SUBSIDIARY
Notes to Consolidated Financial Statements, Continued
1) Summary of Significant Accounting Policies, Continued

Loans Held for Sale. Loans held for sale includes mortgage loans and Small Business Administration ("SBA") loans which
are intended for sale in the secondary market and are carried at the lower of book value or estimated fair value in the aggregate.
For the years ended December 31, 2018 and 2017, gains on loans held for sale are reported on the Consolidated Statements
of Earnings under noninterest income in mortgage banking revenue, as there were no SBA loans sold during 2018 or 2017.
At December 31, 2018 loans held for sale were $4,767,000 compared to $5,880,000 at December 31, 2017. At December 31,
2018 and 2017, fair values exceeded book values in the aggregate.

Loans. Loans that management has the intent and ability to hold for the foreseeable future or until maturity or pay-off are
reported at their outstanding principal adjusted for any charge-offs, the allowance for loan losses, and any deferred fees or
costs.

Commitment and loan origination fees are deferred and certain direct origination costs are capitalized. Both are recognized
as an adjustment of the yield of the related loan.

The accrual of interest on all portfolio classes is discontinued at the time the loan is ninety-days delinquent unless the loan is
well collateralized and in the process of collection. In all cases, loans are placed on nonaccrual or charged off at an earlier
date if collection of principal or interest is considered doubtful. All interest accrued but not collected for loans that are placed
on nonaccrual or loans that are charged off is reversed against interest income. The interest on these loans is accounted for
on the cash-basis or cost-recovery method, until qualifying for return to accrual. Loans are returned to accrual status when
all of the principal and interest amounts contractually due are brought current and future payments are reasonably assured.

Allowance for Loan Losses. The allowance for loan losses is established as losses are estimated to have occurred through a
provision for loan losses charged to earnings. Loan losses are charged against the allowance when management confirms that
a loan balance cannot be collected. Subsequent recoveries, if any, are credited to the allowance. There were no changes in
the Company's accounting policies or methodology during the years ended December 31, 2018 and 2017.

The allowance for loan losses is evaluated on a regular basis by management and is based upon management's periodic review
of the collectability of the loans in light of historical experience, the nature and volume of the loan portfolio, adverse situations
that may affect the borrower's ability to repay, estimated value of any underlying collateral and prevailing economic
conditions. This evaluation is inherently subjective as it requires estimates that are susceptible to significant revision as more
information becomes available.

The allowance consists of specific and general components. The specific component relates to loans that are considered
impaired. For such loans, an allowance is established when the discounted cash flows or collateral value of the impaired loan
is lower than the carrying value of that loan.

The general component covers all other loans and is based on the following factors. The historical loss component of the
allowance is determined by losses recognized by portfolio segment over the preceding thirty-six months. This is supplemented
by the risks for each portfolio segment. Risk factors impacting loans in each of the portfolio segments include any
deterioration of property values, reduced consumer and business spending as a result of unemployment and reduced credit
availability, and a lack of confidence in the economy. The historical experience is adjusted for the following qualitative
factors: (1) changes in lending policies and procedures, risk selection and underwriting standards; (2) changes in national,
regional and local economic conditions that affect the collectability of the loan portfolio; (3) changes in the experience, ability
and depth of lending management and other relevant staff; (4) changes in the volume and severity of past due loans,
nonaccrual loans or loans classified special mention, substandard, doubtful or loss; (5) quality of loan review and Board of
Directors oversight; (6) changes in the nature and volume of the loan portfolio and terms of loans; (7) the existence and effect
of any concentrations of credit and changes in the level of such concentrations; (8) changes in collateral dependent loans; and
(9) the effect of other external factors, trends or uncertainties that could affect management’s estimate of probable losses,
such as competition and industry conditions.

(continued)



PRIME MERIDIAN HOLDING COMPANY AND SUBSIDIARY
Notes to Consolidated Financial Statements, Continued
1) Summary of Significant Accounting Policies, Continued

Allowance for Loan Losses, Continued. A loan is considered impaired when, based on current information and events, it is
probable that the Company will be unable to collect the scheduled payments of principal or interest when due according to
the contractual terms of the loan agreement. Factors considered by management in determining impairment include payment
status, collateral value, and the probability of collecting scheduled principal and interest payments when due. Loans that
experience insignificant payment delays and payment shortfalls generally are not classified as impaired. Management
determines the significance of payment delays and payment shortfalls on a case-by-case basis, taking into consideration all
of the circumstances surrounding the loan and the borrower, including the length of the delay, the reasons for the delay, the
borrower's prior payment record, and the amount of the shortfall in relation to the principal and interest owed. Impairment is
measured on a loan-by-loan basis for all loans by either the present value of expected future cash flows discounted at the
loan's effective interest rate or the fair value of the collateral if the loan is collateral-dependent.

Premises and Equipment. Land is stated at cost. Buildings, leasehold improvements, furniture, fixtures and equipment,
computer and software are stated at cost less accumulated depreciation and amortization. Depreciation and amortization
expense are computed using the straight-line method over the estimated useful life of each type of asset, or the lease term if
shorter.

Transfer of Financial Assets. Transfers of financial assets or a participating interest in an entire financial asset are accounted
for as sales, when control over the assets has been surrendered. Control over transferred assets is deemed to be surrendered
when (1) the assets have been isolated from the Company, (2) the transferee obtains the right (free of conditions that constrain
it from taking advantage of that right) to pledge or exchange the transferred assets, and (3) the Company does not maintain
effective control over the transferred assets through an agreement to repurchase them before their maturity. A participating
interest is a portion of an entire financial asset that (1) conveys proportionate ownership rights with equal priority to each
participating interest holder (2) involves no recourse (other than standard representations and warranties) to, or subordination
by, any participating interest holder, and (3) does not entitle any participating interest holder to receive cash before any other
participating interest holder.

Off-Balance Sheet Financial Instruments. In the ordinary course of business, the Company has entered into off-balance-
sheet financial instruments consisting of commitments to extend credit, construction loans in process, unused lines of credit,
standby financial and performance letters of credit and guaranteed accounts. Such financial instruments are recorded in the
consolidated financial statements when they are funded.

Income Taxes. There are two components of income tax expense: current and deferred. Current income tax expense reflects
taxes to be paid or refunded for the current period by applying the provisions of the enacted tax law to the taxable income or
excess of deductions over revenues. The Company determines deferred income taxes using the liability (or balance sheet)
method. Under this method, the net deferred tax asset or liability is based on the tax effects of the differences between the
book and tax bases of assets and liabilities, and enacted changes in tax rates and laws are recognized in the period in which
they occur. Deferred income tax expense results from changes in deferred tax assets and liabilities between periods.

Deferred tax assets are recognized if it is more likely than not, based on the technical merits, that the tax position will be

realized or sustained upon examination. The term “more likely than not” means a likelihood of more than 50 percent; the
terms examined and upon examination also include resolution of the related appeals or litigation processes, if any.

(continued)
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Notes to Consolidated Financial Statements, Continued
1) Summary of Significant Accounting Policies, Continued

Income Taxes, Continued. A tax position that meets the more-likely-than-not recognition threshold is initially and
subsequently measured as the largest amount of tax benefit that has a greater than 50 percent likelihood of being realized
upon settlement with a taxing authority that has full knowledge of all relevant information. The determination of whether or
not a tax position has met the more-likely-than-not recognition threshold considers the facts, circumstances, and information
available at the reporting date and is subject to management's judgment. As of December 31, 2018, management is not aware
of any uncertain tax positions that would have a material effect on the Company's consolidated financial statements. Deferred
tax assets are reduced by a valuation allowance if, based on the weight of evidence available, it is more likely than not that
some portion or all of a deferred tax asset will not be realized.

The Company recognizes interest and penalties on income taxes as a component of income tax expense.

The Company files consolidated income tax returns. Income taxes are allocated to the Holding Company and Bank as if
separate income tax returns were filed.

Fair Value Measurements. Fair value is the exchange price that would be received for an asset or paid to transfer a liability
(an exit price) in the principal or most advantageous market for the asset or liability in an orderly transaction between market
participants on the measurement date. GAAP has established a fair value hierarchy which requires an entity to maximize the
use of observable inputs and minimize the use of unobservable inputs when measuring fair value. The hierarchy describes
three levels of inputs that may be used to measure fair value:

Level 1: Observable inputs such as quoted prices (unadjusted) in active markets for identical assets or liabilities.

Level 2: Inputs other than quoted prices that are observable for the asset or liability, either directly or indirectly. These include
quoted prices for similar assets or liabilities in active markets; quoted prices for identical or similar assets or liabilities that
are not active; and model-driven valuations whose inputs are observable or whose significant value drivers are observable.
Valuations may be obtained from, or corroborated by, third-party pricing services.

Level 3: Unobservable inputs to measure fair value of assets and liabilities for which there is little, if any market activity at
the measurement date, using reasonable inputs and assumptions based upon the best information at the time, to the extent that
inputs are available without undue cost and effort.

The following describes valuation methodologies used for assets measured at fair value:

Securities Available for Sale. Where quoted prices are available in an active market, securities are classified within Level 1
of the valuation hierarchy. Level 1 securities include highly liquid government bonds, certain mortgage products and
exchange-traded equities. If quoted market prices are not available, then fair values are estimated by using pricing models,
quoted prices of securities with similar characteristics, or discounted cash flows. Examples of such instruments, which would
generally be classified within Level 2 of the valuation hierarchy, include U.S. Government agency securities, municipal
securities and mortgage-backed securities. In certain cases where there is limited activity or less transparency around inputs
to the valuation, securities are classified within Level 3 of the valuation hierarchy.

Impaired Loans. Estimates of fair value for impaired loans is based on the estimated value of the underlying collateral which
is determined based on a variety of information, including the use of available appraisals, estimates of market value by
licensed appraisers or local real estate brokers and the knowledge and experience of the Bank’s management related to values
of equipment or properties in the Bank’s market areas. Management takes into consideration the type, location or occupancy
of the equipment or property as well as current economic conditions in the area the property is located in assessing estimates
of fair value. Accordingly, fair value estimates for impaired loans are classified as Level 3.

(continued)
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Fair Values of Financial Instruments. The following methods and assumptions were used by the Company in estimating
fair values of financial instruments:

Cash and Cash Equivalents. The carrying amounts of cash and cash equivalents approximate their fair value (Level 1).
Securities. Fair values for securities are based on the framework for measuring fair value (Level 2).

Loans Held for Sale. Fair values of loans held for sale are based on commitments on hand from investors or prevailing market
prices. Fair values are estimated using discounted cash flow analyses using interest rates currently being offered for loans
with similar terms to borrowers of similar credit quality Level 3).

Loans. Fair values for variable rate loans, fixed-rate mortgage loans (e.g. one-to-four family residential), commercial real
estate loans and commercial loans are estimated using discounted cash flow analyses, using interest rates currently being
offered for loans with similar terms to borrowers of similar credit quality. Fair values for nonperforming loans are estimated
using discounted cash flow analysis or underlying collateral values, where applicable (Level 3).

Federal Home Loan Bank Stock. The fair value of the Company's investment in Federal Home Loan Bank stock is based on
its redemption value (Level 3).

Accrued Interest Receivable. The carrying amounts of accrued interest approximate their fair values (Level 3).

Deposits. The fair values disclosed for demand, NOW, money-market and savings deposits are, by definition, equal to the
amount payable on demand at the reporting date (that is, their carrying amounts). Fair values for fixed-rate time deposits are
estimated using a discounted cash flow calculation that applies interest rates currently being offered on time deposits to a
schedule of aggregated expected monthly maturities of time deposits (Level 3).

Off-Balance Sheet Instruments. Fair values for off-balance sheet lending commitments are based on fees currently charged
to enter into similar agreements, taking into account the remaining terms of the agreements and the counterparties' credit
standing (Level 3).

Adbvertising. The Company expenses all media advertising as incurred.

Stock-Based Compensation. The Company expenses the fair value of any stock options granted. The Company recognizes
stock option compensation in the consolidated statements of earnings as the options vest.

Comprehensive Income. GAAP requires that recognized revenue, expenses, gains and losses be included in earnings.
Although certain changes in assets and liabilities, such as unrealized gains and losses on available-for-sale securities, are
reported as a separate component of the equity section of the consolidated balance sheets, such items, along with net earnings,
are components of comprehensive income.

Mortgage Banking Revenue. Mortgage banking revenue includes gains and losses on the sale of mortgage loans originated
for sale and wholesale brokerage fees. The Company recognizes mortgage banking revenue from mortgage loans originated
in the consolidated statements of earnings upon sale of the loans.

(continued)
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Notes to Consolidated Financial Statements, Continued
1 Summary of Significant Accounting Policies, Continued
Recent Accounting Standards Update.

In January 2016, the Financial Accounting Standards Board ("FASB") issued Accounting Standards Update ("ASU") No.
2016-01, Financial Instruments-Overall (Subtopic 825-10): Recognition and Measurement of Financial Assets and Financial
Liabilities, which is intended to enhance the reporting model for financial instruments to provide users of financial statements
with more decision-useful information. The ASU requires equity investments to be measured at fair value with changes in
fair values recognized in net earnings, (public entities to use the exit price notion when measuring the fair value of financial
instruments for disclosure purposes), simplifies the impairment assessment of equity investments without readily
determinable fair values by requiring a qualitative assessment to identify impairment and eliminates the requirement to
disclose fair values, the methods and significant assumptions used to estimate the fair value of financial instruments measured
at amortized cost. The ASU also clarifies that the Company should evaluate the need for a valuation allowance on a deferred
tax asset related to available-for-sale debt securities in combination with the Company's other deferred tax assets. For public
business entities, the ASU was effective for fiscal years beginning after December 15, 2017, including interim periods within
those fiscal years. The adoption of this guidance did not have any impact on the Company's consolidated financial statements.

In February 2016, the FASB issued ASU No. 2016-2, Leases (Topic 842) which will require lessees to recognize on the
consolidated balance sheet the assets and liabilities for the rights and obligations created by those leases with term of more
than twelve months. Consistent with current GAAP, the recognition, measurement, and presentation of expenses and cash
flows arising from a lease by a lessee primarily will depend on its classification as a finance or operating lease. The new ASU
will require both types of leases to be recognized on the balance sheet. The ASU also will require disclosures to help investors
and other financial statement users better understand the amount, timing, and uncertainty of cash flows arising from leases.
These disclosures include qualitative and quantitative requirements, providing additional information about the amounts
recorded in the consolidated financial statements. For public companies, the ASU is effective for fiscal years, and interim
periods within those fiscal years, beginning after December 15, 2018. The Company estimates that the effect of this ASU
will increase assets and liabilities by approximately $288,000.

In June 2016, the FASB issued ASU No. 2016-13, Financial Instruments-Credit Losses (Topic 326). The ASU improves
financial reporting by requiring timelier recording of credit losses on loans and other financial instruments held by the
Company. The ASU requires the Company to measure all expected credit losses for financial assets held at the reporting date
based on historical experience, current conditions, and reasonable and supportable forecasts. Many of the loss estimation
techniques applied today will still be permitted, although the inputs to those techniques will change to reflect the full amount
of expected credit losses. The Company will continue to use judgment to determine which loss estimation method is
appropriate for their circumstances. The ASU requires enhanced disclosures to help investors and other financial statement
users better understand significant estimates and judgments used in estimating credit losses, as well as the credit quality and
underwriting standards of an organization's portfolio. These disclosures include qualitative and quantitative requirements that
provide additional information about the amounts recorded in the financial statements. Additionally, the ASU amends the
accounting for credit losses on available-for-sale debt securities and purchased financial assets with credit deterioration. The
new guidance is effective for fiscal years, and interim periods within those fiscal years, beginning after December 15, 2019.
Early adoption is permitted. The Company is in the process of determining the effect of the ASU on its consolidated financial
statements.

(continued)
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Notes to Consolidated Financial Statements, Continued
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Recent Accounting Standards Update, Continued. In January 2017, the FASB issued ASU No. 2017-01, Business
Combinations (Topic 805): Clarifying the Definition of a Business. The amendments in this update provide a more robust
framework to use in determining when a set of assets and activities is a business. Because the current definition of a business
is interpreted broadly and can be difficult to apply, stakeholders indicated that analyzing transactions is inefficient and costly
and that the definition does not permit the use of reasonable judgment. The amendments provide more consistency in applying
the guidance, reduce the costs of application, and make the definition of a business more operable. The amendments in this
update become effective for annual periods and interim periods within those annual periods beginning after December 15,
2017. The Company is currently evaluating the impact of adopting the new guidance on the consolidated financial statements,
but it is not expected to have a material impact.

In March 2017, the FASB issued ASU No. 2017-08, “Premium Amortization on Purchased Callable Debt Securities”, to
amend the amortization period for certain purchased callable debt securities held at a premium. Under current GAAP, entities
generally amortize the premium as an adjustment of yield over the contractual life of the instrument. The amendments in this
update require the premium to be amortized to the earliest call date. No accounting change is required for securities held at
a discount. For public business entities, the amendments in this update become effective for annual periods, and interim
periods within those annual periods, beginning after December 15, 2018. Early adoption is permitted, including adoption in
an interim period. If an entity early adopts the amendments in an interim period, any adjustments should be reflected as of
the beginning of the fiscal year that includes that interim period. An entity should apply the amendments in this update on a
modified retrospective basis through a cumulative-effect adjustment directly to retained earnings as of the beginning of the
period of adoption. The adoption of this guidance had no impact on the Company’s consolidated financial statements.

In June 2018, the FASB issued ASU No. 2018-07, Stock Compensation (Topic 718): Improvements to Nonemployee Share-
Based Payment Accounting. The ASU is intended to reduce the cost and complexity and to improve financial reporting for
nonemployee share-based payments. The ASU expands the scope of Topic 718 (which currently only includes share-based
payments to employees) to include share-based payments issued to nonemployees for goods and services. Consequently, the
accounting for share-based payments to nonemployees and employees will be substantially aligned. The ASU supersedes
Subtopic 505-50, Equity-Equity-Based payments to Non-Employees. The ASU is effective for the Company for fiscal years
beginning after December 15, 2019, including interim periods within those fiscal years. Early adoption is permitted. The
Company is currently evaluating the impact of the ASU, if any, on its consolidated financial statements.

?2) Securities Available for Sale

Securities have been classified according to management's intention. The carrying amount of securities and their fair values
are summarized as follows:

Gross Gross
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
(in thousands)
At December 31, 2018
U.S. Government agency SECUrities ..........covvvveveveverennne. $ 815 $ -3 (16) $ 799
Municipal SECUITHIES .....ccvvervreierierierieereeie e eeeesreereenees 11,580 62 (113) 11,529
Mortgage-backed SECUIItIES ......evveevreveeieriieiieie e 33,733 33 (710) 33,056
TOtal. e $ 46,128 $ 95 $ (839) $ 45,384
At December 31, 2017
U.S. Government agency SECUrities ..........covvveerveverennene. $ 1,251 $ 6 $ ® $ 1,249
Municipal SECUTTHIES .....ccvvervreiereeiierieeieeee e eeeesreesre e 12,340 128 95) 12,373
Mortgage-backed SECUIItIES ......cvveevrevieierireiieieeieeiienenn 36,614 23 (450) 36,187
TOAL et $ 50,205 $ 157 § (553) $ 49,809

(continued)
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Notes to Consolidated Financial Statements, Continued
?2) Securities Available for Sale, Continued
Securities available for sale measured at fair value on a recurring basis are summarized below:

Fair Value Measurements Using
Quoted Prices

In Active Significant
Markets for Other Significant
Identical Observable Unobservable
Fair Assets Inputs Inputs
Value (Level 1) (Level 2) (Level 3)
(in thousands)
At December 31, 2018
U.S. Government agency securities................... $ 799 $ - 8 799 $ -
Municipal SECULItIeS......ccuvervrereriieiieieeieeieeeans 11,529 - 11,529 -
Mortgage-backed securities ..........cceveerereennen. 33,056 - 33,056 -
Total...oieieiee e $ 45,384 $ - 8 45,384 § -
At December 31, 2017
U.S. Government agency securities................... $ 1,249 $ - 8 1,249 $ -
Municipal SECULItIeS......ccvvevrereriieiieieeieeieieens 12,373 - 12,373 -
Mortgage-backed securities ..........cceveereereennen. 36,187 - 36,187 -
TOtAL e $ 49,809 $ - 3 49,809 $ -

During the years ended December 31, 2018 and 2017, no securities were transferred in or out of Level 1, Level 2 or Level 3.

The scheduled maturities of securities are as follows:

Amortized Fair
Cost Value
(in thousands)
At December 31, 2018
Due in one to fiVe YEars ........ccecvvvvveveerrereereereieenennn, $ 4233 $ 4,231
Due in five to ten years .........ccoceveereenienienienieneeene 5,465 5,496
Due after ten Years ........cecvveeveeeeneerieieeieeeeeeeseenens 2,697 2,601
Mortgage-backed SECUTItIES .......ceovreververeerieeieenenen. 33,733 33,056
TOtal .o $ 46,128 $ 45,384
The following summarizes sales of securities available for sale:
Year Ended December 31,
(in thousands) 2018 2017
Proceeds from sale of securities .........cccoceevveeeveeeenrrennnne $ - $ 750
GIOSS GAINS ...eevvevieniienieeieereseeseeesaeeseeaesseesseesseesseenseens - -
GIOSS LOSSES ..vovvieuiieeiieiiieiieeiesee st eie et see e sreeae s e - (1)
Net loss on sale of Securities...........cceevvereerreerreeieneenenns $ -8 (1)

(continued)
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?2) Securities Available for Sale, Continued

At December 31, 2018 and 2017, securities with a fair value of $8,310,825 and $9,090,302, respectively, were pledged as
collateral for public deposits and for other borrowings with clients.

Securities with unrealized losses aggregated by investment category and length of time that individual securities have been
in a continuous unrealized loss position, are as follows:

Less Than Twelve Months More Than Twelve Months

Gross Gross
Unrealized Fair Unrealized Fair
Losses Value Losses Value
(in thousands)
At December 31, 2018
Securities Available for Sale
U.S. Government agency SECUTIties ..........covrvevevevnenen. $ 2 $ 242§ (14) $ 557
Municipal SECUTILIES .....covueerereiieiieiieriieeeeee e - - (113) 5,760
Mortgage-backed securities.........coeoereereenresieeieneennens (19) 983 (691) 30,061
TOtaAl ..o $ 21 $ 1,225 $ (818) $ 36,378
At December 31, 2017
Securities Available for Sale
U.S. Government agency SECUrities ..........oovrvevevereenennn. $ ®) S 694 § - 3 -
Municipal SECUIILIES ......ccvereieiieiieeieeieieeeee e (36) 1,831 (59) 1,203
Mortgage-backed SECUTIIHIES. ......ccueruererreriereeeeeieiieenee. (308) 29,742 (142) 5,667
TOtal ..o $ (352) $ 32,267 $ (201) $ 6,870

The unrealized losses on thirty-nine and thirty-four securities at December 31, 2018 and 2017, respectively, were caused by
market conditions. It is expected that the securities would not be settled at a price less than the par value of the investments.
Because the decline in fair value is attributable to market conditions and not credit quality, and because the Company has the
ability and intent to hold these investments until a market price recovery or maturity, these investments are not considered
other-than-temporarily impaired.

(continued)
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Notes to Consolidated Financial Statements, Continued
3 Loans

The segments and classes of loans are as follows:

At December 31,
(in thousands) 2018 2017
Real estate mortgage loans:
COMMETCIAL......ooiiiiiiieceee e $ 82,494 § 79,565
Residential and home equity ........ccceoeeeeeiieiencneneene 121,454 94,824
CONSITUCTION ... 31,601 26,813
Total real estate mortgage loans ...........cccceevueeeennee 235,549 201,202
Commercial I0ans..........ccccevvvviiieiiieiieeeeeeeeeeeee e 51,018 44,027
Consumer and other 10ans ............cccceovevveviiceeeecineeeens 6,747 7,742
Total IOANS .....ccevviiieeeieeieeeeeee e 293,314 252971
Add (Less):
Net deferred 10an COStS........ooeeveiiiiieeciiiiciieeieecieeeieeas 460 424
Allowance for 10an 10SSes .........cceevveecrieerieeecieeeveenne (3,661) (3,136)
L0ANS, NET ..o $ 290,113 $ 250,259

(continued)
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Notes to Consolidated Financial Statements, Continued
3 Loans, Continued

The Company has divided the loan portfolio into three portfolio segments and five portfolio classes, each with different risk
characteristics and methodologies for assessing risk. All loans are underwritten based upon standards set forth in the policies
approved by the Company’s Board of Directors. The portfolio segments and classes are identified by the Company as follows:

Real Estate Mortgage Loans. Real estate mortgage loans are typically divided into three classes: commercial,
residential and home equity, and construction. The real estate mortgage loans are as follows:

Commercial. Loans of this type are typically our more complex loans. This category of real estate loans is
comprised of loans secured by mortgages on commercial property that are typically owner-occupied, but also
includes nonowner-occupied investment properties. Commercial loans that are secured by owner-occupied
commercial real estate are repaid through operating cash flow of the borrower. The maturity for this type of
loan is generally limited to three to five years; however, payments may be structured on a longer amortization
basis. Typically, interest rates on our commercial real estate loans are fixed for five years or less after which
they adjust based upon a predetermined spread over an index. At times, a rate may be fixed for longer than five
years. As part of our credit underwriting standards, the Company typically requires personal guarantees from
the principal owners of the business supported by a review of the principal owners’ personal financial statements
and tax returns. As part of the enterprise risk management process, it is understood that risks associated with
commercial real estate loans include fluctuations in real estate values, the overall strength of the borrower, the
overall strength of the economy, new job creation trends, tenant vacancy rates, environmental contamination,
and the quality of the borrowers’ management. In order to mitigate and limit these risks, we analyze the
borrowers’ cash flow and evaluate collateral value. Currently, the collateral securing our commercial real estate
loans includes a variety of property types, such as office, warehouse, and retail facilities. Other types include
multifamily properties, hotels, mixed-use residential, and commercial properties. Generally, commercial real
estate loans present a higher risk profile than our consumer real estate loan portfolio.

Residential and Home Equity. The Company offers first and second one-to-four family mortgage loans,
multifamily residential loans, and home equity lines of credit. The collateral for these loans is generally on the
clients’ owner-occupied residences. Although these types of loans present lower levels of risk than commercial
real estate loans, risks do still exist because of possible fluctuations in the value of the real estate collateral
securing the loan, as well as changes in the borrowers’ financial condition. The nonowner-occupied investment
properties are more similar in risk to commercial real estate loans, and therefore, are underwritten by assessing
the property’s income potential and appraised value. In both cases, we underwrite the borrower’s financial
condition and evaluate his or her global cash flow position. Borrowers may be affected by numerous factors,
including job loss, illness, or other personal hardship. As part of our product mix, the Company offers both
portfolio and secondary market mortgages; portfolio loans generally are based on a 1-year, 3-year, 5-year, or 7-
year adjustable rate mortgage; while 15-year or 30-year fixed-rate loans are generally sold to the secondary
market.

Construction. Typically, these loans have a construction period of one to two years and the interest is paid
monthly. Once the construction period terminates, some of these loans convert to a term loan, generally with a
maturity of one to ten years. This portion of our loan portfolio includes loans to small and midsized businesses
to construct owner-user properties, loans to developers of commercial real estate investment properties, and
residential developments. This type of loan is also made to individual clients for construction of single-family
homes in our market area. An independent appraisal is used to determine the value of the collateral and confirm
that the ratio of the loan principal to the value of the collateral will not exceed policies of the Company. As the
construction project progresses, loan proceeds are requested by the borrower to complete phases of construction
and funding is only disbursed after the project has been inspected by a third-party inspector or experienced
construction lender. Risks associated with construction loans include fluctuations in the value of real estate,
project completion risk, and changes in market trends. The ability of the construction loan borrower to finance
the loan or sell the property upon completion of the project is another risk factor that also may be affected by
changes in market trends since the initial funding of the loan.

(continued)
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Commercial Loans. The Company offers a wide range of commercial loans, including business term loans,
equipment financing, lines of credit, and U.S. Small Business Administration (SBA) loans to small and midsized
businesses. Small-to-medium sized businesses, retail, and professional establishments, make up our target market
for commercial loans. Our Relationship Managers primarily underwrite these loans based on the borrower’s ability
to service the loan from cash flow. Lines of credit and loans secured by accounts receivable and/or inventory are
monitored periodically by our staff. Loans secured by “all business assets,” or a “blanket lien” are typically only
made to highly qualified borrowers due to the nonspecific nature of the collateral and do not require a formal
valuation of the business collateral. When commercial loans are secured by specifically identified collateral, then
the valuation of the collateral is generally supported by an appraisal, purchase order, or third-party physical
inspection. Personal guarantees of the principals of business borrowers are usually required. Equipment loans
generally have a term of five years or less and may have a fixed or variable rate; we use conservative margins when
pricing these loans. Working capital loans generally do not exceed one year and typically, they are secured by
accounts receivable, inventory, and personal guarantees of the principals of the business. The Company currently
offers SBA 504 and SBA 7A loans. SBA 504 loans provide financing for major fixed assets such as real estate and
equipment while SBA 7A loans are generally used to establish a new business or assist in the acquisition, operation,
or expansion of an existing business. With both SBA loan programs, there are set eligibility requirements and
underwriting standards outlined by SBA that can change as the government alters its fiscal policy. Significant factors
affecting a commercial borrower’s creditworthiness include the quality of management and the ability both to
evaluate changes in the supply and demand characteristics affecting the business’ markets for products and services
and to respond effectively to such changes. These loans may be made unsecured or secured, but most are made on a
secured basis. Risks associated with our commercial loan portfolio include local, regional, and national market
conditions. Other factors of risk could include changes in the borrower’s management and fluctuations in collateral
value. Additionally, there may be refinancing risk if a commercial loan includes a balloon payment which must be
refinanced or paid off at loan maturity. In reference to our risk management process, our commercial loan portfolio
presents a higher risk profile than our consumer real estate and consumer loan portfolios. Therefore, we require that
all loans to businesses must have a clearly stated and reasonable payment plan to allow for timely retirement of debt,
unless secured by liquid collateral or as otherwise justified.

Consumer and Other Loans. These loans are made for various consumer purposes, such as the financing of
automobiles, boats, and recreational vehicles. The payment structure of these loans is normally on an installment
basis. The risk associated with this category of loans stems from the reduced collateral value for a defaulted loan; it
may not provide an adequate source of repayment of the principal. The underwriting on these loans is primarily
based on the borrower’s financial condition. Therefore, both secured and unsecured consumer loans subject the
Company to risk when the borrower’s financial condition declines or deteriorates. Based upon our current trend in
consumer loans, management does not anticipate consumer loans will become a substantial component of our loan
portfolio at any time in the foreseeable future. Consumer loans are made at fixed and variable interest rates and are
based on the appropriate amortization for the asset and purpose.

(continued)
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An analysis of the change in the allowance for loan losses follows:

(in thousands)

Year Ended December 31, 2018
Beginning balance ....................
Provision (credit) for loan

1OSSES e
Net (charge-offs) recoveries .....
Ending balance...........c.ceen.......

At December 31, 2018
Individually evaluated for
impairment:
Recorded investment ................
Balance in allowance for loan
1OSSES .vvevriecireeeiieeiie e

Collectively evaluated for
impairment:
Recorded investment ................
Balance in allowance for loan
1OSSES v

Year Ended December 31, 2017
Beginning balance ....................
Provision (credit) for loan

10SSES e
Net (charge-offs) recoveries .....
Ending balance...........cccccouennenne.

At December 31, 2017
Individually evaluated for
impairment:
Recorded investment ................
Balance in allowance for loan
1OSSES v

Collectively evaluated for
impairment:
Recorded investment ................
Balance in allowance for loan
1OSSES v

Real Estate Mortgage Loans

Residential Consumer
and Home Commercial and Other

Commercial Equity Construction Loans Loans Total
$ 894 $ 1,097 $ 331 § 724 S 90 $ 3,136
23 300 63 204 1 591

- - A (52) an (66)
$ 917 $ 1,397 § 391 § 876 $ 80 $ 3,661
$ 611 §$ 409 $ - $ 205 $ 6 8 1,231
$ -3 -3 - $ 205 $ 6 $ 211
$ 81,883 § 121,045 $ 31,601 $ 50,813 § 6,741 $ 292,083
$ 917 $ 1,397 § 391 § 671 § 74 S 3,450
$ 775 $ 1,074 § 258 § 714§ 55§ 2,876
119 23 73 6) 47 256
- - - 16 (12) 4
$ 894 § 1,097 $ 331 § 724§ 90 $ 3,136
$ -3 -3 - $ 134 § - 3 134
$ -3 -3 - 8 134 § - $ 134
$ 79,565 § 94,824 §$ 26,813 § 43,893 $ 7,742 § 252,837
$ 894 $ 1,097 $ 331 §$ 590 § 9 $ 3,002
(continued)
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The following summarizes the loan credit quality:

Residential Consumer
and Home Commercial and Other
(in thousands) Commercial Equity Construction Loans Loans Total
At December 31, 2018
Grade:
Pass ..ccocooeveeeieeieeee $ 77,650 $ 118,368 $ 31,601 $ 47,858 $ 6,657 $ 282,134
Special mention.............. 4,233 2,875 - 2,184 84 9,376
Substandard.................... 611 211 - 976 6 1,804
Doubtful .........cccvvennnnenen. - - - - - -
LOSS i, - - - - - -
Total ......covveeereieiieeien $ 82,494 § 121,454 $ 31,601 $ 51,018 §$ 6,747 $ 293314
At December 31, 2017
Grade:
Pass ...coceeeieieeeee $ 74,560 $§ 92282 $ 26,356 $ 42874 $ 7,715 $ 243,787
Special mention.............. 4,382 2,122 298 591 27 7,420
Substandard.................... 623 420 159 562 - 1,764
Doubtful ..........ccovveeneeene. - - - - - -
LOSS i - - - - - -
Total ......oovvveeeeeieeenee, $ 79,565 § 94,824 § 26,813 $ 44,027 $ 7,742 § 252971

The Company categorizes loans into risk categories based on relevant information about the ability of borrowers to service
their debt such as: current financial information, historical payment experience, credit documentation, public information,
and current economic trends, among other factors.

The Company analyzes loans individually by classifying the loans as to credit risk. Loans classified as substandard or special
mention are reviewed quarterly by the Company for further deterioration or improvement to determine if they are
appropriately classified and whether there is any impairment. All loans are graded upon initial issuance. Further, construction
and nonowner-occupied commercial real estate loans and commercial relationships in excess of $500,000 are reviewed at
least annually. The Company determines the appropriate loan grade during the renewal process and reevaluates the loan grade
in situations when a loan becomes past due.

Loans excluded from the review process above are generally classified as pass credits until: (a) they become past due; (b)
management becomes aware of deterioration in the credit worthiness of the borrower; or (c) the client contacts the Company
for a modification. In these circumstances, the loan is specifically evaluated for potential classification as to special mention,
substandard or even charged-off. The Company uses the following definitions for risk ratings:

Pass — A Pass loan’s primary source of loan repayment is satisfactory, with secondary sources very likely to be
realized if necessary.

Special Mention — A Special Mention loan has potential weaknesses that deserve management’s close attention. If
left uncorrected, these potential weaknesses may result in the deterioration of the repayment prospects for the asset
or the Company’s credit position at some future date. Special Mention loans are not adversely classified and do not
expose an institution to sufficient risk to warrant adverse classification.

(continued)
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3 Loans, Continued

Substandard — A Substandard loan is inadequately protected by the current sound worth and paying capacity of the
obligor or of the collateral pledged, if any. Loans so classified must have a well-defined weakness or weaknesses
that jeopardize the liquidation of the debt. They are characterized by the distinct possibility that the Company will
sustain some loss if the deficiencies are not corrected.

Doubtful — A loan classified Doubtful has all the weaknesses inherent in one classified Substandard with the added
characteristics that the weaknesses make collection or liquidation in full, on the basis of currently existing facts,
conditions, and values, highly questionable and improbable.

Loss — A loan classified Loss is considered uncollectible and of such little value that continuance as a bankable asset
is not warranted. This classification does not necessarily preclude the potential for recovery, but rather signifies it is
no longer practical to defer writing off the asset.

At December 31, 2018, there were five loans over thirty days past due and accruing, no loans past due ninety days
or more but still accruing and six loans on nonaccrual. Age analysis of past-due loans at December 31, 2018 and
2017 is as follows:

Accruing Loans

Greater
30-59 60-89 Than 90 Total
Days Days Days Past Nonaccrual  Total

(in thousands) Past Due Past Due Past Due Due Current Loans Loans
At December 31, 2018:
Real estate mortgage loans:

Commercial .......ccoevveveivereeeennnnn. $ -3 -3 - S - $ 82494 §$ - $ 82494

Residential and home equity......... 134 30 - 164 121,129 161 121,454

Construction..........ccceeeeevueeeeeveeenn. - - - - 31,601 - 31,601
Commercial loans...........ccoeevveevnnen. 98 - - 98 50,745 175 51,018
Consumer and other loans................. - - - - 6,741 6 6,747

Total ....cooveveeeeeeeeeeeeeeee $ 232 $ 30 $ - $ 262 $292,710 $ 342 $293,314

At December 31, 2017:
Real estate mortgage loans:

Commercial .......ooveeveeveeeeeeeeeeeenenne. $ -5 623 $ -5 623 $§ 78,942 § - $ 79,565

Residential and home equity.......... - 255 - 255 94,569 - 94,824

ConstructioN.........cooeevveeeeeeeeiennnnn.. - - - - 26,813 - 26,813
Commercial loans............ccocveeeennnee.n. - - - - 43,893 134 44,027
Consumer and other loans................. - - - - 7,742 - 7,742

Total ...ccooeveeeiieeieeeeeee e $ - 8 878 $ - 8 878 $251,959 $ 134 $252,971
(continued)
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The following summarizes the amount of impaired loans:

With No Related
Allowance Recorded With an Allowance Recorded Total
Unpaid Unpaid Unpaid
Contractual Contractual Contractual

Recorded Principal Recorded Principal Related Recorded Principal Related

(in thousands)  Investment Balance Investment Balance Allowance Investment Balance Allowance
At December 31,

2018:
Commercial real

estate .............. $ 611 $ 611 $ -5 -3 -3 611 $ 611 $ -
Residential and

home equity ... 409 409 - - - 409 409 -
Commercial

loans............... - - 205 205 205 205 205 205
Consumer and

other loans...... - - 6 6 6 6 6 6
Total .....cceeunee. $ 1,020 $ 1,020 $ 211 § 211 § 211 § 1,231 $ 1,231 § 211

At December 31,
2017:
Commercial
loans............... $ -$ -3 134 $ 134 $ 134 § 134 § 134 $ 134
$ $ 134 $ 134 $ 134 § 134 § 134 $ 134

The average net investment in impaired loans and interest income recognized and received on impaired loans by loan class
is as follows:

Average Interest Interest
Recorded Income Income
(in thousands) Investment Recognized Received
Year Ended December 31, 2018
Commercial real €State ...........cevveevieieeereeeeeeee e $ 471 $ 16 $ 16
Residential and home equity ..........cccccveeeeienieriieieeieseeeeee e, 234 7 6
COMMETCIAL.....oiiiiiiiiiiiie et et e 172 2 7
Consumer and other [0ans ............ccccecveeeeieierieecieeeree e 2 -
TOTAL .ot ere e $ 879 § 25 % 29
(in thousands)
Year Ended December 31, 2017
Residential and home equity .........c.cooeveeeviveeiieeerieieeeeeeee e, $ 277§ 28 $ 28
CONSLIUCION ..veeeivieeiie et eiee ettt e e veesveesreesereesareesereesaseeenas 42 1 4
COMMETCIAL.....oiiiiiiieiiiiieeie et e e 64 - -
TOTAL .o e e e $ 383 $ 29 $ 32

There were no collateral dependent impaired loans measured at fair value on a nonrecurring basis at December 31, 2018 or
2017.

(continued)
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The restructuring of a loan constitutes a troubled debt restructuring (“TDR”) if the creditor grants a concession to the debtor
that it would not otherwise consider in the normal course of business. A concession may include an extension of repayment
terms which would not normally be granted, a reduction in interest rate or the forgiveness of principal and/or accrued interest.

All TDRs are evaluated individually for impairment on a quarterly basis as part of the allowance for loan losses calculation.

As shown in the table below, the Company entered into one new TDR during the year ended December 31, 2018 and 2017.

Year Ended December 31, 2018 Year Ended December 31, 2017
Pre- Post- Current Pre- Post- Current
Modification Modification Modification Modification Modification Modification
Number  Outstanding  Outstanding Outstanding Number  Outstanding Outstanding Outstanding
of Recorded Recorded Recorded of Recorded Recorded Recorded
Contracts Investment Investment Investment Contracts Investment Investment Investment
(in thousands)
Troubled Debt
Restructurings -
Residential and
home equity:
Modified
principal.... 183 619 $ 611 § 611 18 153 § 169 $ 164
Total ........... 13 619 $ 611 $ 611 183 153 $ 169 $ 164

The TDRs entered into during the year ended December 31, 2018 and 2017 did not subsequently default during those years.
At December 31, 2018, the Company had $641,000 in loans identified as TDRs.

The Company grants the majority of its loans to borrowers throughout Leon County, Florida. Although the Company has a
diversified loan portfolio, a significant portion of its borrowers’ ability to honor their contracts is dependent upon the economy
of this area. The Company does not have any significant concentrations to any one industry or client.

(continued)
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A summary of premises and equipment follows:

At December 31,
2018 2017

(in thousands)
Land.....coooouiiieeeeeeeeeee e $ 690 $ 690
BUildiNgs.....ccvoovevieiiieiieieieeeieeceeee e 3,736 3,736
Leaschold improvements ..........cccecveeeveeverveneenieeneenenns 421 416
Furniture, fixtures and equipment............c.ccccevverveennnnne. 1,168 1,160
Computer and SOftWare.........ccecvevereereeriesie e 2,372 2,140
CONStruction in PrOZIESS ......eevverveerverrerrerreerseeeeseesseenes 40 -

Total, At COSt...oivniiiiiiiiieieiie e 8,427 8,142
Less accumulated depreciation and amortization .......... (3,771) (3,270)

Premises and equipment, N€t...........ccoeveverirreeerenenenn. $ 4,656 $ 4,872

Effective August 6, 2018, the Company entered into a Retail Lease (the “Lease”) for its Timberlane location with the owner
of the property. The term of the Lease is 15 years, with four options to renew for five years each and includes additional
square footage. The Lease is a fully net lease, with the Company separately paying real and personal property taxes, all special
and third-party assessments, common area maintenance charges, maintenance costs and insurance expenses. The Lease
required the landlord to seek approval from the City of Tallahassee for a lot line adjustment which was dated September 28,
2018. The landlord has six months from this approval date to deliver notice and proof of a Certificate of Completion (the
“Delivery Date”), certifying that the landlord’s improvement obligations are complete. The Delivery Date is expected to be
on or before March 28, 2019. Pursuant to the Lease, the landlord will reimburse the Company in the amount of up to $1.2
million for the Company’s costs for permanent improvements to this location. As of December 31, 2018, the Company
anticipates that its portion of the tenant improvement expenditures will not exceed $500,000.

The new rent obligations will commence 120 days after the Delivery Date (the “Rent Commencement Date”) and are as
follows:

(in thousands)
Annual Rent

Years Amount
Lo e e $ 294
X TSR 323
L Lo S e e et 356
TOTAL ..ttt $ 4,865

Prior to the Rent Commencement Date, the Company will pay rent in accordance with its prior lease as shown in the table
below:

(in thousands)

Year Ending December 31, Amount
2009 et $ 85
2020 .ttt 85
2021 et 85
2022 1ot 49
TOTAL .. $ 304

(continued)
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“) Premises and Equipment, continued.

Rent expense under operating leases was $172,000 and $155,000 during the years ended December 31, 2018 and 2017,

respectively.

On February 15,2019, the Company purchased a new branch office location, located at 3340 South Florida Avenue, Lakeland,
Florida. This office will undergo renovations and is scheduled to open during the second quarter of 2019. The purchase price
of the property was $2.1 million and the Company’s renovation expenditures are not expected to exceed $400,000.

Q) Deposits

The aggregate amount of time deposits with a minimum denomination of $250,000 was approximately $20.7 million and

$10.7 million at December 31, 2018 and 2017, respectively.

A schedule of maturities for all time deposits at December 31, 2018 is as follows:

(in thousands)

Year Ending December 31, Amount
2019 e $ 27,140
2020 e 8,066
2021 e 1,534
2022 e 2,531
2023 e 2,025
TOLAL ettt $ 41,296

6) Other Borrowings

The Company has pledged collateral to the Federal Home Loan Bank of Atlanta (“FHLB”) for future advances which will be
collateralized by a blanket lien on qualifying residential real estate, commercial real estate, home equity lines of credit and
multi-family loans. The Company may borrow up to $35.8 million as of December 31, 2018 from the FHLB. There were no
advances outstanding at December 31, 2018 or 2017. The Company also has available credit of $18.8 million in lines of credit
with correspondent banks. All draws under these lines are subject to approval by the correspondent bank.

7 Income Taxes

The components of the income taxes are as follows:

(in thousands)
Current:

Federal .......ooovviiiiiiiiieie e

Deferred:

Federal ........ooovvvvioiieieeeeeeeee e

24

Year Ended December 31,
2018 2017
1,003 $ 1,309
292 224
1295 1,533
(65) 193
(10) 9
(75) 202
1,220 § 1,735

(continued)
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The reasons for the difference between the statutory Federal income tax rate and the effective tax rates are summarized as
follows:

Year Ended December 31,
2018 2017
% of % of
Pretax Pretax
Amount Earnings Amount Earnings
(dollars in thousands)
Income taxes at Statutory rate..........coeeveeeereerrerrereennnnn. $ 1,105 21.0% $ 1,548 34.0%
Increase (decrease) resulting from:
State taxes, net of federal tax benefit........................ 223 4.2 154 34
Tax-eXempt INCOME .......eevveererrerrereeerieeeeereneeeneeenns (62) (1.2) 97) 2.1
Stock-based compensation.............cceecveeveereeerverenennen. (29) (0.6) (60) (1.3)
Change in federal rate.........cccoevevercercienieiecee - - 155 34
Other nondeductible eXpenses .........ccccceveereeeruernenne. (17) (0.2) 35 0.7
TOtAl ..o $ 1,220 23.2% $ 1,735 38.1%

Tax effects of temporary differences that give rise to the deferred tax assets and liabilities are as follows:

At December 31,
2018 2017

(in thousands)
Deferred tax assets:

Allowance for 10an 10SSES .........ccceevvvvveereeeeeennnne. $ 894 § 744

Organizational and start-up Costs ........ccccceeeruenee. 40 49

Stock-based compensation ...............ccceeeveeeveereeennans 27 12

Unrealized losses on securities available for sale.. 188 100

OthET ... 12 23
Deferred tax aSSEIS....c.uuviiivuiieiiiieeeeeeee et eeree e 1,161 928
Deferred tax liabilities:

Prepaid EXpenses .........ccoevevveevieienienieereeee e 59) (70)

Deferred 10an COStS.......ccovvverierieriieiieiecieeieenn, (380) 317)

Premises and equipment.............cceeeverreereerenenenne. (220) (202)
Deferred tax 1iabilities ........ccoecveeeerieriieiieiecieceee e (659) (589)
Net deferred tax aSSEt .........ooveveeeeeeeeieeeeeereeeeeeeeeeeereeeenes $ 502 $ 339

The Company files consolidated income tax returns in the U.S. federal jurisdiction and the State of Florida. The Company is
no longer subject to U.S. federal, or state and local income tax examinations by taxing authorities for years before 2015.

On December 22, 2017, the Tax Cuts and Jobs Act (the “Act”) was enacted. The Act, among other provisions, reduced the
corporate tax rate from 35% to 21%. As a result, the Company recorded additional tax expense of $155,000 to measure the
net Deferred Tax Asset at the new enacted tax rate. An election was also made to reclassify the income tax effects of the Tax
Cuts and Jobs Act from accumulated other comprehensive loss to retained earnings.

(continued)
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The Company is a party to financial instruments with off-balance sheet risk in the normal course of business to meet the
financing needs of its clients. These financial instruments are commitments to extend credit, construction loans in process,
unused lines of credit, standby letters of credit, and guaranteed accounts and may involve, to varying degrees, elements of
credit and interest rate risk in excess of the amount recognized in the consolidated balance sheets. The contract amounts of
these instruments reflect the extent of involvement the Company has in these consolidated financial instruments.

The Company’s exposure to credit loss in the event of nonperformance by the other party to the financial instrument for
available lines of credit, construction loans in process and standby letters of credit is represented by the contractual amount
of those instruments. The Company uses the same credit policies in making commitments as it does for on-balance sheet
instruments.

Commitments to extend credit, construction loans in process and unused lines of credit are agreements to lend to a client as
long as there is no violation of any condition established in the contract. Commitments generally have fixed expiration dates
or other termination clauses and may require payment of a fee. Since some of the commitments are expected to expire without
being drawn upon, the total commitment amounts do not necessarily represent future cash requirements. The Company
evaluates each client’s credit worthiness on a case-by-case basis. The amount of collateral obtained, if deemed necessary by
the Company upon extension of credit, is based on management’s credit evaluation of the counterparty. Standby letters of
credit are written conditional commitments issued by the Company to guarantee the performance of a client to a third party.
These letters of credit are primarily issued to support third-party borrowing arrangements and generally have expiration dates
within one year of issuance. The credit risk involved in issuing letters of credit is essentially the same as that involved in
extending loans to clients. In the event the client does not perform in accordance with the terms of the agreement with the
third party, we would be required to fund the commitment. The maximum potential amount of future payments we could be
required to make is represented by the contractual amount of the commitment. If the commitment is funded, we would be
entitled to seek recovery from the client. Some of the Bank’s standby letters of credit are secured by collateral and those
secured letters of credit totaled $606,000 at December 31, 2018.

Guaranteed accounts are irrevocable standby letters of credit issued by us to guarantee a client’s credit line with our third-
party credit card company, First Arkansas Bank & Trust. As a part of this agreement, we are responsible for the established
credit limit on certain accounts plus 10%. The maximum potential amount of future payments we could be required to make
is represented by the dollar amount disclosed in the table below.

Standby letters of credit and commitments to extend credit typically result in loans with a market interest rate when funded.

A summary of the contractual amounts of the Company’s financial instruments with off-balance sheet risk at December 31,
2018 is as follows:

At December 31,
2018

(in thousands)
Commitments to eXtend Credit...........coovviiiiiiieiiiiieeeeeeee e $ 6,365
Construction loans in process.... 15,023
Unused lines of credit................... 43,719
Standby financial letters of credit....... 1,934
Standby performance letters of credit 378
Guaranteed ACCOUNLS...........eeevuvieeeerreeeereeeeeeeeeeeeteeeeeereeeeeneeeeereeeeenes 1,330
Total off-balance sheet INSTrUMENES...........c.ccovviiiviiiiiiiiiieecieeceeeeeeea, $ 68,749

(continued)
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The 2015 Stock Incentive Compensation Plan (the “2015 Plan) was approved by Shareholders at the Company’s annual
meeting of shareholders on May 20, 2015, and permits the Company to grants its key employees and directors stock options,
stock appreciation rights, performance shares, and phantom stock. Under the 2015 Plan, the number of shares which may be
issued is 500,000, but in no instance more than 15% of the issued and outstanding shares of the Company’s common stock.
As of December 31, 2018, 263,457 stock options have been granted under the 2015 plan and 207,385 options are available
for grant.

During the first quarter of 2018, the Company issued 15,667 Incentive Stock Options (“ISO”) to its CEO. These options vest
100% at the date of issuance, and therefore, were expensed immediately.

During the second quarter of 2018, the Company issued 120,000 Non-Qualified Stock Options (“NSO”) to its Board of
Directors. These options vest over 5 years and expire in increments beginning April 1, 2024 and concluding April 1, 2028.

During the second quarter of 2018, the Company issued ISOs to its employees. The Company issued 25,000 ISOs to its CEO
and 92,250 ISOs to its remaining employees. These options vest over 5 years and expire in increments beginning April 1,
2024 and concluding April 1, 2028. The NSOs and the ISOs issued during the second quarter of 2018 were issued in
recognition of the Company’s 10-year anniversary.

A summary of the activity in the Company’s 2015 Plan is as follows:

Weighted-
Weighted- Average
Average Remaining Aggregate
Number of Exercise Contractual Intrinsic
Options Price Term (years) Value
Outstanding at December 31, 2016 .......ccecvvveiririnereirennns - 3 -
Opions Granted ........ccceeeereerierienenienieneet e 11,540 17.03
Outstanding at December 31, 2017 ....ccoovieiivieieieieeeee 11,540 $ 17.03
OptONS Granted ........cceeeerieeriieierieeieeierie et see e 252,917 19.91
Forfeited ... (1,000) 20.09
Outstanding at December 31, 2018 .......ccceevieiiiiieieieiee 263,457 % 19.78 84 $ 323,000
Exercisable at December 31, 2018 .....ccooeovvviieeiveeeeieeeeieee 37207 $ 17.93 28 § 115,000

The fair value of shares vested and recognized as compensation expense was $145,000 for the year ended December 31, 2018
and $15,000 for the year ended December 31, 2017. The Company recognized an income tax benefit of $20,000 with respect
to share-based compensation in 2018. At December 31, 2018, there was $646,000 of total unrecognized compensation
expense related to non-vested share-based compensation arrangements granted under the 2015 Plan. The cost is expected to
be recognized over a weighted-average period of 4.2 years.

The fair value of each option granted during the year ended December 31, 2018 was estimated on the date of grant using the
Black-Scholes option-pricing model with the following assumptions:

Weighted average risk-free interest rate ..........c.ccoeverenenicnenienieenennns 1.47-2.63%
Expected dividend yield ........c.ccoceeoeeieiiinininininicciecnceseeee 0.41-0.50%
Expected stock VOIatility .......c.ceevererieienieniiniincncnecceceeseee 10.07 - 11.90%
Expected 1ife i YEars .....coeveeiiieiieieeieieeeee e 1.0-6.5
Per share fair value of options issued during year..........c.cccecvevenueennen. $1.08 - $3.35

The Company used the guidance in Staff Accounting Bulletin No. 107 to determine the estimated life of options issued.
Expected volatility is based on volatility of similar companies’ common stock. The risk-free rate for periods within the
contractual life of the option is based on the U.S. Treasury yield curve in effect at the time of grant. The dividend yield is
based on the Company’s history and expectation of dividend payouts.

(continued)
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As of May 20, 2015, no further grants will be made under the 2007 Stock Option Plan (the “2007 Plan”). Unexercised stock

options that were granted under the 2007 Plan will remain outstanding and will expire under the terms of the individual stock
grant. A summary of the activity in the Company’s 2007 Plan is as follows:

Weighted-
Weighted- Average
Average Remaining Aggregate
Number of Exercise Contractual Intrinsic
Options Price Term (years) Value
Outstanding at December 31, 2016 .......cccoeevvvverevennnnen. 42200 $ 10.16
Options EXErCiSEd ......c.evvvervierireieeienierieeie e e e e e (19,450) 10.00
Options forfeited ........occveveriiriiiieieeeeeee e (550) 10.00
Outstanding at December 31, 2017 .....cccooveveerienrennnen. 22200 $ 10.31
Options EXErCiSEd ......c.ocverreerrieierierieenieeieseeseesreeae e (17,150) 10.02
Options forfeited ........oovvvereienierieieeeeeceee e (350) 10.00
Outstanding at December 31, 2018 ........ccccoevinencnenne. 4,700 $ 11.37 24§ 45,000
Exercisable at December 31,2018 .......ccceeevvvvervennnnen. 4,700 $ 11.37 24 $ 45,000

At December 31, 2018, there was no unrecognized compensation expense related to non-vested, share-based compensation
arrangements granted under the 2007 plan.

The Directors’ Plan permits the Company’s and the Bank’s directors to elect to receive any compensation to be paid to them
in shares of the Company’s common stock. Pursuant to the Directors’ Plan, each director is permitted to make an election to
receive shares of stock instead of cash. To encourage directors to elect to receive stock, the Directors’ Plan provides that if a
director elects to receive stock, he or she will receive in common stock 110% of the amount of cash fees set by the Board or
the Compensation and Nominating Committee. The value of stock to be awarded pursuant to the Directors’ Plan will be the
closing price of a share of common stock as traded on the OTCQX or a price set by the Board or its Compensation and
Nominating Committee, acting in good faith, but in no case less than fair market value. The maximum number of shares to
be issued pursuant to the Directors’ Plan is limited to 74,805 shares. In 2018 and 2017, our directors received 2,818 and 3,912
shares of common stock, respectively, in lieu of cash, under the Directors’ Plan. At December 31, 2018, 55,284 shares
remained available for grant. The Company recognized expense of $60,000 and $65,000 during the years ended December
31,2018 and 2017, respectively, with respect to the Director’s Plan.

(10) Employee Benefit Plans

The Company sponsors a 401(k)-profit sharing plan available to all employees electing to participate after meeting certain
length-of-service requirements. The Company’s contributions to the profit-sharing plan are discretionary and determined
annually. Contributions to the plan for the years ended December 31, 2018 and 2017 were $160,000 and $142,000,
respectively.

In November 2018, the Company established non-qualified account balance deferred compensation plans to provide
retirement benefits for certain officers of the Company. The Company is recognizing the expense of these plans as services
are rendered using a discount rate of four percent and a retirement age of sixty-five. The Company’s expense in connection
with these plans was $18,000 for the year ended December 31, 2018 and is included in other liabilities in the accompanying
consolidated balance sheets.

(continued)
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(11)  Related Party Transactions

The Company enters into transactions during the ordinary course of business with officers and directors of the Company and
entities in which they hold a significant financial interest. The following table summarizes these transactions:

Year Ended December 31,

(in thousands) 2018 2017
Loans:

Beginning balance.............cccoeevvirieiinieiieeeeeenen $ 5870 $ 5,942

Originated during the year...........coccoeevevevevieneeieenenne 2,048 634

Remove retired Director.........cevvevieerieriereenieeieeeenns (400) -

Principal repayments...........coeveeveeeeneeneenieecneenennnens (230) (706)

Ending balance ...........cccooeveeeieieiiiceicieeeeee $ 7,288 $ 5,870
Deposits at year-end ...............c.cccooeveveveieneieiererennn. $ 9,989 $ 10,008

In addition, the Company purchases various insurance policies through a company that employs the spouse of one of our
directors and former CFO. The premiums paid totaled $739,000 in 2018 and $740,000 in 2017 and included health insurance
premiums for employees.

(12) Fair Value of Financial Instruments

The approximate carrying amounts and estimated fair values of the Company’s financial instruments are as follows:
At December 31, 2018 At December 31, 2017
Carrying Fair Carrying Fair

(in thousands) Level Amount Value Amount Value
Financial assets:

Cash and cash equivalents.......................... 1 $§ 48,038 $ 48038 § 32397 $ 32,397
Securities available for sale........................ 2 45,384 45,384 49,809 49,809
Loans held for sale..........cooovvvvviiiivcnnnnnnnn. 3 4,767 4,842 5,880 6,039
L0ans, NEt ......ceeeeveeeereeeieeereeeeree e 3 290,113 283,068 250,259 249,628
Federal Home Loan Bank stock ................ 3 355 355 316 316
Accrued interest receivable..............cc........ 3 1,034 1,034 978 978
Financial liabilities-
DEPOSItS ..cvvevieiieiieeiecieeie et 3 349,067 349,416 298,297 298,403
Off-Balance Sheet financial instruments.............. 3 - - - -

(13) Dividend Restrictions

The Holding Company is limited in the amount of cash dividends it may declare and pay by the amount of capital is has
retained and the amount of dividends it can receive from the Bank. The Bank is limited in the amount of cash dividends that
may be paid. The amount of cash dividends that may be paid is based on the Bank’s net earnings of the current year combined
with the Bank’s retained earnings of the preceding two years, as defined by state banking regulations. However, for any
dividend declaration, the Bank must consider additional factors such as the amount of current period net earnings, liquidity,
asset quality, capital adequacy and economic conditions. It is likely that these factors would further limit the amount of
dividends which the Bank could declare. In addition, bank regulators have the authority to prohibit banks from paying
dividends if they deem such payment to be an unsafe or unsound practice.

In January 2019, the Board of Directors declared an annual dividend of $0.12 per share of common stock payable on March
5, 2019 to shareholders of record as of February 14, 2019.

(continued)
29



PRIME MERIDIAN HOLDING COMPANY AND SUBSIDIARY
Notes to Consolidated Financial Statements, Continued
(14) Regulatory Matters

The Bank is subject to various regulatory capital requirements administered by the banking agencies. Failure to meet
minimum capital requirements can initiate certain mandatory and possibly additional discretionary actions by regulators that,
if undertaken, could have a direct material effect on the Company’s and the Bank’s financial statements. Under capital
adequacy guidelines and the regulatory framework for prompt corrective action, the Bank must meet specific capital
guidelines that involve quantitative measures of the Bank’s assets, liabilities, and certain off-balance-sheet items as calculated
under regulatory accounting practices. The Bank’s capital amounts and classification are also subject to qualitative judgments
by the regulators about components, risk weightings, and other factors.

The Bank is subject to the Basel III capital level threshold requirements under the Prompt Corrective Action regulations
which phased in full compliance over a multi-year schedule. These regulations were designed to ensure that banks maintain
strong capital positions even in the event of severe economic downturns or unforeseen losses.

The Bank is subject to the capital conservation buffer rules which place limitations on distributions, including dividend
payments, and certain discretionary bonus payments to executive officers. In order to avoid these limitations, a bank must
hold a capital conservation buffer above its minimum risk-based capital requirements. As of December 31, 2018, and 2017,
the Bank’s capital conservation buffer exceeded the minimum requirement of 1.875% and 1.25%, respectively. The
conservation buffer increased to the final amount of 2.50% on January 1, 2019.

Quantitative measures established by regulation to ensure capital adequacy require the Bank to maintain minimum amounts
and percentage (set forth in the table below) of total and Tier 1 capital (as defined in the regulations) to risk-weighted assets
(as defined) and of Tier 1 capital (as defined) to average assets (as defined). Management believes, as of December 31, 2018,
that the Bank meets all capital adequacy requirements to which it is subject.

As of December 31, 2018, the Bank is well-capitalized under the regulatory framework for prompt corrective action. To be
categorized as adequately capitalized, the Bank must maintain minimum total risk-based Tier 1 risk-based, and Tier 1 leverage
percentages as set forth in the table. There are no conditions or events since that notification that management believes have
changed the bank’s category. The Bank’s actual capital amounts and percentages are also presented in the table:

For Capital Adequacy For Well Capitalized
Actual Purposes Purposes
(dollars in thousands) Amount Percentage Amount Percentage Amount Percentage
As of December 31, 2018
Tier 1 Leverage ratio to Average Assets ................. $ 37,805 9.28% § 16,288 4.00% $ 20,360 5.00%
Common Equity Tier 1 Capital to Risk-Weighted
ASSCLS ... 37,805 12.90 13,190 4.50 19,052 6.50
Tier 1 Capital to Risk-Weighted Assets .... 37,805 12.90 17,587 6.00 23,449 8.00
Total Capital to Risk-Weighted Assets ................... 41,466 14.15 23,449 8.00 29,311 10.00
As of December 31, 2017:
Tier 1 Leverage ratio to Average Assets ................. $ 33,146 9.48% $ 13,983 4.00% $ 17,479 5.00%
Common Equity Tier 1 Capital to Risk-Weighted
ASSES .. 33,146 12.80 11,654 4.50 16,834 6.50
Tier 1 Capital to Risk-Weighted Assets .... 33,146 12.80 15,539 6.00 20,718 8.00
Total Capital to Risk-Weighted Assets 36,282 14.01 20,718 8.00 25,898 10.00

(15) Legal Contingencies

Various legal claims arise from time to time in the normal course of business which, in the opinion of management, will not
have a material effect on the Company’s financial statements. As of December 31, 2018, there is no pending or threatened
litigation of which management is aware.

(continued)
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(16) Earnings Per Share

Earnings per share ("EPS") has been computed on the basis of the weighted-average number of shares of common stock
outstanding. Outstanding stock options are considered dilutive securities for purposes of calculating diluted EPS which

was computed using the treasury stock method:

2018 2017
Weighted- Per Weighted- Per
(dollars in thousands, except per share Average Share Average Share
amounts) Earnings Shares Amount  Earnings Shares Amount
Year Ended December 31,
Basic EPS:
Net earnings .......coceeeeeeeeveneenenens $ 4042 3,125,689 §$ 129 $ 2817 2,704,382 $ 1.04
Effect of dilutive securities-
incremental shares from assumed
conversion of options...........cceeeene..e. 5,857 7,317
Diluted EPS:
Net earnings .......oceeeveveeeveneereennns $§ 4,042 3,131,546 $ 1.29 § 2,817 2,711,699 $ 1.04
(continued)
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(17)  Parent Company Only Financial Information

The Holding Company's unconsolidated financial information follows:

At December 31,
(in thousands) 2018 2017
Assets
(07 ] DO OSSPSR $ 13,551 % 14,103
Investment in SUDSIAIATY .......cc.oiuiiiiiieeiieieee ettt 37,249 32,850
OLRET SSELS ...ttt ettt ettt bbbttt et et ettt ebe e bt ebe et ensenee 20 20
TOLAL @SSELS ...ttt ettt e et e et e et et e e et e e e e e eeee e e e s e saeeeaeeeaesenesaee $ 50,820 $ 46,973
Stockholders' Equity
StOCKNOIAETS EQUILY ...vvvvvvieiietieieietietet ettt ettt ea e st e et b et esesessenas $ 50,820 $ 46,973
Total liabilities and stockholders' €qUity..........cooerererieiiieeeee e $ 50,820 $ 46,973
Condensed Statements of Earnings Year Ended December 31,
2018 2017
(in thousands)
REVEIIUES .....ovevtieeieteeeet ettt ettt ettt et et et ees et et e e st ese et et ess s et ess s esess s essas s sesn s esees $ - 8§ -
24 013 4 1< RS (632) (440)
INCOME taX DENETIL.....eitiiietieiieeee et 160 165
Loss before earnings of SUDSIAIATY .........coirieieieiieieierese e (472) (275)
Net earnings of SUDSIAIAIY .......coueiuieiiieieieee et 4,514 3,092
NEL CAITIIIZS . ..vcvveieereeeeieteeest ettt eteeeesetese s e teseesesestesessseesesesesseteseesesesesesesessesesssesens $ 4,042 % 2,817
Condensed Statements of Cash Flows
Year Ended December 31,
(in thousands) 2018 2017
Cash flows from operating activities:
NEE EAIMINGS 1.vovvevieviieiietiieeeetet ettt ettt te bt tessessetessessetessessesessassesessessesesseseas $ 4042 $ 2,817
Adjustments to reconcile net earnings to net cash used in operating activities:
Equity in earnings of SUbSIAIAIY .........cccoeieirieieee e 4,514) (3,092)
Stock issued as COMPENSALION ........ccuveruierrierieieeieeeeeeteeereereebeeerestee e e e ebeesseesneees 60 65
Net cash used in operating activities ...........eeeerueerierrierienienieeeee e (412) (210)
Cash flows from financing activities:
Proceeds from sale of COMMON STOCK ........oooviiiiiiiiiiiieiee e - 16,957
Proceeds from stock options eXerciSed........c.eivvereeriierierierienieeieeeeeeese e 172 195
Net cash provided by financing aCtiVities .........c..ccuevveriereerieeieeiereesreere e seesieens 172 17,152
Cash flows from investment activities:
Cash dividend Paid .........coovieiieiiiieiieeee ettt ees (312) (140)
Cash infusion to SUDSIAIAIY ........c.cccuerieriieiiirieiieseete ettt sre e re e see e - (4,000)
Net cash used by INVEStING ACHIVITIES.....c.eervieriieiieieeiesiiereeieseeseeseeaeeeeereeseeeseens (312) (4,140)
Net (decrease) INCrease N CASN.......cciiriieciieiiiieeee ettt aas (552) 12,802
Cash at beginning Of the VAT ..........cccieviiiiiiiiiieieee e 14,103 1,301
Cash @t €N OF YEAT ........ouiiviieeiciiececeeee ettt ettt et sa e eveeaeaeas $ 13,551 §$ 14,103
Supplemental disclosure of cash flow information-
Noncash items:
Net change in accumulated other comprehensive loss of subsidiary, net of change
in unrealized loss on securities available for sale, net of taX .........ccccveeververiennnnn. $ (260) $ (18)
Stock-based compensation expense of SUbSIAIArY .........cccceveeieieiierieneeereeeeeee e $ 145 § 15
(continued)
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