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2 PUTNAM BANCSHARES,

Co

PutnamCountyBank

INC.

LETTER TO
SHAREHOLDERS

WE PRESENT TO YOU the financial results of Putnam
Bancshares, Inc. and its wholly-owned subsidiary, Putnam County Bank,

for 2013. The Bank’s earnings showed significant improvement in 2013 over
2012. Improved credit quality resulting in lower net loan losses combined
with significant savings in operational expenses helped earnings in 2013. The
Company showed significant asset growth driven by deposit inflows which
fund loan growth.

Net loans increased $25 million or 8% in 2013, in contrast to a increase of $6
million or 2% in 2012. The increase marks an effort to increase lending in our
market while recognizing that credit quality is essential. Local decisions for
our customer base and efficient turnaround has been what we maintain and
has been popular with our customer base. The Company’s capital base grew
to $77 million in 2013.

Management will continue to focus serving its customer base and its
community in a safe and profitable manner. Management remains highly
cognizant of the practices which have allowed the Bank to prosper to this
point and will strive to carry-forward these values in the future. As it is true
with any business, we must use our available resources wisely and to the
benefit of our customers and our community.

During 2013, the economy continued to recover with the effects of
unemployment, low consumer and business spending, and declines in real
estate values. While signs of recovery are evident, a consistent path is elusive.
The banking industry has shown significant improvement. The bank failure
rate in 2011 was 92 and 51 in 2012. In 2013, 24 banks failed. The FDIC’s
problem bank list dropped from 884 at the end of 2010 to 467 at the end of
2013.

While other areas of the nation have been hit hard, the extreme effects

have not been as quite as dramatic in our state. Nonetheless, the effects of
increased unemployment and reduced consumer spending have affected all
areas of the nation. Additionally, while some improvement in available credit
has been recognized, improvement in the local economy is progressing, but
slowly.



The Bank saw two employees retire in 2013. Rita Thomasson retired with 15
years of experience and Barbara Wyant retired with 10 years of experience:
both in our Bookkeeping area. In early 2014, three employees retired. Loraine
Rappold retired with 14 years of experience in our Bookkeeping area, Clara
Carmichael retired as an officer with 45 years of lending experience and Jerry
Brown retired as an officer with 33 years of banking operations experience.
These individuals have accumulated 117 years of banking experience. All of
these people played significant roles in the success of this Company and their
contribution will not be forgotten. We wish them the best in the future.

Putnam County Bank will continue to serve its customers with the products
and services they have come to expect. While the Bank may not provide every
service imaginable, we feel the services we provide are cost-effective and
secure.

We continue to be confident of the future of Putnam Bancshares, Inc. and
Putnam County Bank. While the future holds many challenges, there continues
to be a place for a local, community-minded institution which works hard
every day to satisfy its customers. We expect to meet these challenges with a
helpful and knowledgeable staff of professionals that provide services that are
timely and meet customer expectations.

If you should any questions or comments, please call us at (304) 562-9931.

<Q’@ zﬂﬂ/ﬁ(ﬂ #

resident Vice PreS|dent
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4 PUTNAM BANCSHARES, INC.

SELECTED FINANCIAL
SUMMARY

IN THOUSANDS OF DOLLARS

FOUR-YEAR SUMMARY

YEAR-END BALANCE SHEET SUMMARY 2013 2012 2011 2010
Loans, Net $ 343,875 $ 318,516 $ 312,371 $ 330,223
Investment Securities 171,874 161,418 134,714 106,708
Total Assets 623,399 603,201 585,592 561,271
Deposits 544,589 525,406 508,914 487,653
Shareholders' Equity 77,352 76,078 75,375 72,261
AVERAGE BALANCE SHEET SUMMARY

Loans, Net $ 330,883 $ 315,837 $ 319,415 $ 346,939
Investment Securities 169,696 144,493 121,423 107,558
Total Assets 618,379 599,906 569,709 538,854
Deposits 538,720 520,806 492,739 464,080
Shareholders' Equity 77,196 76,060 74,322 72,086
SELECTED RATIOS

Return On Average Assets 0.81% 0.42% 0.67% 0.63%
Return On Average Equity 6.50% 3.29% 5.13% 4.68%
Dividends Declared As a Percentage Of Net Income 29.89% 57.55% 37.78% 39.16%
SUMMARY OF OPERATIONS

Interest Income $ 20,933 $ 21,103 $ 22,099 $ 23,843
Interest Expense 5,466 6,485 6,490 6,572
Net Interest Income 15,468 14,618 15,609 17,271
Provision for Loan Losses 0 840 738 3,832
Noninterest Income 991 464 442 570
Noninterest Expense 8,752 10,500 9,481 8,859
Net Income 5,018 2,502 3,812 3,371
PER SHARE DATA

Net Income $ 8.36 $ 4.17 $ 6.35 $ 5.62
Cash Dividends 2.50 2.40 2.40 2.20

Book Value 128.92 126.80 125.62 120.44
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ANALYSIS OF EARNING ASSETS AND INTEREST BEARING LIABILITIES
IN THOUSANDS OF DOLLARS

2013 2012
ASSETS Avg. Balance Interest Yield/Rate Avg. Balance Interest Yield/Rate
Loans
Commercial 27,179 1,485 5.46% 22,706 1,279 5.63%
Real Estate 302,970 16,029 5.29% 291,680 16,310 5.59%
Consumer(2) 4,604 448 9.73% 5,466 516 9.44%
Total Loans (1) 334,753 17,962 5.37% 319,852 18,105 5.66%
Securities (3)
Taxable 160,898 2,473 1.54% 135,066 2,466 1.83%
Tax-Exempt (4) 7,798 637 8.17% 8,406 670 7.97%
Mutual Funds 1,000 23 2.30% 1,021 31 3.04%
Total Securities 169,696 3,133 1.85% 144,493 3,167 2.19%
Interest Bearing Deposit in Banks 8,810 18 0.20% 9,696 16 0.17%
Federal Funds Sold 93,441 59 0.06% 115,147 69 0.06%
Total Earning Assets 606,700 21,172 3.49% 589,188 21,357 3.62%
Cash and Due
from Banks 7,027 7,040
Premises and
Equipment, Net 593 636
Other Assets 7,924 7,054
Allowance for
Loan Losses (3,865) (4,015)
Total Assets(5) 618,379 599,903
LIABILITIES AND
SHAREHOLDERS' EQUITY
Interest Bearing Deposits
Super NOW and MMDA 111,868 336 0.30% 106,391 378 0.36%
Savings 25,761 39 0.15% 24,727 37 0.15%
Time 344,438 5,091 1.48% 334,923 6,069 1.81%
Total Interest Bearing
Deposits 482,067 5,466 1.13% 466,041 6,484 1.39%
Long-Term Borrowings 0 0 0.00% 0 0 0.00%
Total Interest Bearing
Liabilities 482,067 5,466 1.13% 466,041 6,484 1.39%
Noninterest Bearing Deposits 56,653 54,767
Accrued Expenses and Other
Liabilities 2,463 3,035
Equity 77,196 76,060
Total Liabilities and
Equity 618,379 599,903
Net Interest Margin 606,700 15,706 2.59% 589,188 14,873 2.52%

1
2
3
4

Includes loans on nonaccrual status.

Net of unearned interest.

Represents amortized value.

Tax-exempt income converted to a fully tax-equivalent basis assuming a federal tax of 34% and a state tax of 7.75%

(
(
(
(

(5) Net of SFAS 107 Market Value.
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RATE SENSITIVITY ANALYSIS As OF DECEMBER 31, 2013
IN THOUSANDS OF DOLLARS

Three Three to One to Three to Five to Over
Months or Twelve Three Five Fifteen Fifteen
REPRICING INTERVAL Less Months Years Years Years Years
ASSETS
Total Loans (1) 41,417 18,498 37,671 58,511 117,126 71,960
Investment Securities (2) 25,998 38,503 21,355 77,003 1,527 6,516
Federal Funds Sold 104,000 0 0 0 0 0
Total Selected Assets 171,415 57,001 59,026 135,514 118,653 78,476
LIABILITIES
Interest Bearing Deposits (3) 170,469 145,065 37,211 0 0 0
Borrowed Funds 0 0 0 0 0 0
Total Selected Liabilities 170,469 145,065 37,211 0 0 0
Differences 946 (88,064) 21,815 135,514 118,653 78,476
Cumulative Differences 946 (87,118) (65,303) 70,211 188,864 267,340

(1) Does not include loans on nonaccrual status.

(2) Does not include Federal Reserve Stock or securities on nonaccrual status. Reported HTM securites at amortized cost and AFS securites at fair value.
(3) Does not include Super NOW, Money Market Deposit Accounts or traditional savings deposits.
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MANAGEMENT’S DISCUSSION AND ANALYSIS
OF FINANCIAL CONDITION AND RESULTS OF OPERATION

Summary

Putnam Bancshares, Inc., and its wholly-owned subsidiary,
Putnam County Bank continued to operate in a challenging
economic environment during the year of 2013.

The national economy continues to recover from the effects of
the financial crisis of 2008. The effects include greater regulation
continues to affect banking products and services. Further, there
have been aggressive moves to balance the federal budget
through cuts in government jobs and services as well as tax
reform. The Federal Reserve Board has taken steps to reduce
buying of long-term bonds to hold-down long-term interest rates
in an effort to encourage spending and investment. While many
of the major economic statistics have illustrated improvement, at
times there has been inconsistency in the indicators.

Statewide, the effects are similar to the national environment.
Losses in government employment and spending continue
to impact West Virginia. The coal industry continues to incur
challenges as a result of national policy and environmental
concerns. However, coal exports remain relevant. The effects
of the Marcellus gas reserves to our economy are significant
and will continue to grow in significance to the economy of the
state. While there has been business downsizing in the state,
redevelopment projects continue in some of the larger cities in
the state. While highway building continues to be significant to the
state’s economy, funding continues to be challenging.

The average annual unemployment rate for West Virginia was 6.5%
in 2013 compared to 7.2% in 2012. The monthly average of state
unemployment in 2013 ranged from 6.8% in February to 6.0% in
December. The unemployment rate for Putnam County was 6.3%
for February of 2014. The national monthly unemployment rate
during 2013 fell from 7.9% in January to 6.7% in December.

The following description of the operating income and financial
condition of Putnam Bancshares, Inc. (referred throughout as “the
Company”) should be read in conjunction with the Consolidated
Balance Sheets, Statements of Income, Changes in Shareholders’
Equity, Statements of Cash Flows, and Notes to Consolidated
Financial Statements (beginning on page F- 9 and ending on
page F- 41). References also will be made to Putnam Bancshares’
wholly-owned subsidiary, Putnam County Bank (“the Bank”). In
addition, various graphs, charts and analyses have been provided
throughout the Annual Report to supplement management’s
analysis.

The Federal Financial Institutions Examination Council (FFIEC) is a
governmental organization comprised of the Board of Governors
of the Federal Reserve System, the Federal Deposit Insurance
Corporation, and the Office of the Comptroller of the Currency. The
federal regulatory bodies collect financial data from commercial
banks through their quarterly Call Reports and Summary of Deposits
reports. The compilation of this data and resulting statistical analysis
is culminated in a Uniform Bank Performance Report (“UBPR”)
which also designates a national “peer group” based upon asset
size and number of branches. The Bank’s “peer group” consists
of all commercial banks having assets between $300 million and
$1 billion. As of December 31, 2013 there were 1,220 banks in this
group. When analyzing peer group statistics, it is necessary to view
each bank’s economic environment and operating philosophy as
well as other available information (such as their Annual Reports)
which may indicate how their statistical information compares to
peers. Uniform Bank Performance Reports may be obtained on any
financial institution by accessing www.ffiec.gov.

Net Interest Margin

The banking industry continues to operate in a low interest rate
environment as declining net interest margins continue to be an
industry concernin2013. Interest rates continued to be atrecord lows
and competition among financial institutions for loans continued as
demand declined and deposits rose. The net interest margin is the
difference between the tax equivalent interest income and interest
expense divided by the average earning assets and is a primary way
to gauge profitability. The Company’s net interest margin decreased
from 2.69% in 2012 to 2.59% in 2013. The peer’s net interest margin
was 3.83% in 2012 and 3.73% in 2013. Compression of the Bank’s
margin was a result of asset yields which declined at a greater
rate than deposit costs. Among earning assets, investment yields
were lower than peer and loan yields were priced closely to market.
Greater funding moved into investments as deposits grew. While
investment yields are generally lower than peer, they have a large
composition in U. S Government and Agency securities which are
generally higher quality and lower risk. The Company’s cost of funds
was 1.13% in 2013 compared with 1.39% in 2012. The cost of funds
is calculated by dividing the interest expense by the annual average
of total deposits. The peer group’s cost of funds declined from .71%
in 2012 to .53% in 2013. The yield on earning assets declined to
3.50% in 2013 from 3.86% in 2012. Total loan yields declined from
5.68% in 2012 to 5.38% in 2013. The yield on investment securities
declined from 2.88% in 2012 to 1.85% in 2013.
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MANAGEMENT’S DISCUSSION AND ANALYSIS
OF FINANCIAL CONDITION AND RESULTS OF OPERATION

Interest Income

Interest income declined $170 thousand or .80% from year-end
2012 to year-end 2013. The Federal Open Market Committee
(FOMC) has held the federal funds target rate between zero
and .25% through 2013. The justification for the low target rate
is current high unemployment picture, low utilization, and to
control threats of inflation. The Bank had 10% of its loan portfolio
indexed to the Wall Street Journal prime rate as of year-end 2013.
The average total loans increased $15 million or 5% from year-
end 2012 to year-end 2013. This compares with a decrease of $4
million or 1% during the year of 2012. The lending group continues
to focus on providing effective credit services to our market area.
Total income from loans decreased $143 thousand or .88% at
year-end 2013 while decreasing nearly $1 million or 5% at year-
end 2012. The decrease in loan income in 2013 was minimized
by the increase in loan volume, however refinancing and lower
market rates were responsible for the decline. The Company’s
average earning assets increased $18 million or 3% by year-end
2013 compared with a $22 million or 4% at year-end 2012. The
income on average earning assets decreased $185 thousand
from year-end 2012 to year-end 2013. Despite higher volume, low
market rates during the year were responsible for the decline in
income.

Average total real estate loans increased $8 million in 2013
compared with a decline of $5 million in 2012. Interest income
on real estate loans decreased $310 thousand in 2013 compared
with $1 million in 2012. The low rate environment combined
with the competition in mortgage lending has resulted in a
very competitive market. While residential development saw
indications of recovering, it has not been consistent. The Bank
promotes its mortgage lending through timely turnaround and
closing. The Bank does not originate loans with the intent to sell
in the secondary market.

Income on commercial lending grew $207 thousand in 2013.
Average total commercial loans increased $7 million in 2013
compared with an increase of $218 thousand in 2012. The
increase in average total loans reflects upturn in demand which is
encouraging for the future.

Income on consumer lending increased $33 thousand in 2013
compared with a decline of $8 thousand in 2012. The average
total of consumer loans in 2012 increased $130 thousand in 2013.
Consumer lending continues to be highly competitive, especially
with automotive finance units. The Bank continues to compete in
this area through cross-selling existing customers and effective
service.

Income on investments (on a tax effective basis) increased $35
thousand at year-end 2013 over 2012. In addition, average total
investments increased $25 million. The increase in income
was related to the volume of securities purchases combined
with securities which matured and subsequent reinvestment
occurring in a declining interest rate market. The Company’s tax
equivalent yield on investments declined from 2.19% in 2012 to
1.85% in 2013. The Bank’s yield on investments continues to be
lower than peer institutions. At year-end 2012, the investment
portfolio was 94% composed of U. S. Treasury and U. S. Federal
Agency securities. The Bank continues to invest in three- and six-
month Treasury Bills in the Treasury’s weekly auction. While this
strategy presents lower credit risk and higher safety of principal,
it also results in lower investment yields. The income on Federal
Funds Sold at year-end 2013 declined $10 thousand with average
balances decreasing $22 million. Federal funds represent excess
liquidity which the Bank is able to sell to correspondent banks
at an interest rate which is subject to daily change. At year-end
2013, all municipal investments are West Virginia securities. The
Bank held two municipal issues of the Putnam County Building
Commission with a carrying value of $1.45 million at the end of the
year. These issues are revenue securities to fund the refinance
and improvements to Teays Valley Manor, a home for low-income
senior citizens and those with disabilities in Scott Depot. These
issues are non-rated. In addition, the investment in this project
represents an opportunity for the Bank to assist with community
needs, as mandated in the federal Community Reinvestment Act
of 1977. The Bank held a municipal security issue of Ohio County,
West Virginia Commission with a carrying value of $2 million at
the end of the year. This security is non-rated. During 2013,
the Bank acquired a municipal security of the Putham Public
Service District with a carrying value of $1.8 million as of year-
end. This security is non-rated. While the Bank has invested
in non-rated municipal securities, all are closely monitored by
management on an ongoing basis to confirm repayment ability
and creditworthiness. The remaining municipal securities ($3.3
million) are considered to be rated investment grade by Moody’s
and/or Standard and Poor’s ratings services.
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MANAGEMENT’S DISCUSSION AND ANALYSIS
OF FINANCIAL CONDITION AND RESULTS OF OPERATION

Interest Expense

Interest expense on deposits decreased $1 million or 16% from
year-end 2012 to 2013, in contrast to a decrease of $5 thousand
from year-end 2011 to 2012.  The cost on total deposits was
1.13% for 2013 representing a decrease of 26 basis points from
2012. For our peer group, the cost is .58% for 2013 representing
a decrease of 18 basis points from 2012. The Bank’s cost of funds
compare higher than peer, primarily due to higher rates paid on
deposit accounts. The average total of deposits increased $16
million or 3% in 2013 compared with an increase of $29 million
or 6% in the previous year. The low market rate environment has
dropped bank deposit rates to near zero in some accounts. This
has been necessary to offer competitive loans rates and prevent
declines in net interest margins. The Bank has historically paid
higher interest rates on deposits, understanding the effects upon
net interest margins and monitoring its strategy on a monthly
basis. The Bank has elected its deposit pricing strategy for its
local market and does not actively solicit deposits from outside its
market area and does not solicit brokered deposits.

Asset and Liability Management
(Interest Rate Sensitivity and Liquidity)

Putnam County Bank’s Asset/Liability Committee (ALCO) meets
on a monthly basis and is comprised of three outside directors
and members of senior management. Reports are presented
depicting historical and projected findings concerning profitability
and risk, such as market risk, credit risk and liquidity risk. The
experience and views of outside directors bring a perspective
of how the customer may view pricing strategies. Some of the
items on the agenda for discussion include projected loan and
deposit growth or decline, the impact of rate changes, liquidity
maintenance, and trends in the economy and competition.

In an effort to monitor interest rate sensitivity, management must
gauge interest rate risk and its effects upon financial statements.
The variables include the maturities of instruments, repricing
characteristics, and the imprecise effects of prepayments on
loans and withdrawals on deposits. The Rate Sensitivity Report
(See page F-2) provides for the maturity of instruments and takes
into consideration the repricing characteristics, but not possible
repayment or withdrawal scenarios. Assumptions related to
changes in interest rates will affect prepayments and withdrawals
and are discussed in the ALCO meetings.

There exist several sources of liquidity. The Bank’s loan-to-
deposit ratio was 63% in 2013 and 61% in 2012. The peer group
ratio was 76% in 2013 and 74% in 2012. Federal Funds sold and
short-term investments remain the primary areas for liquidity. The
Bank continues to be comparatively conservative with regards
to investments as it invests in U. S. Treasury and Government
Agency securities and West Virginia municipal securities. The
Bank does not solicit brokered deposits.

Another measure of liquidity is the Bank’s net non-core funding
dependence ratio. This measures how much of the Bank’s long-
term assets are funded with non-core funding. Non-core funding
is characterized as time deposits in excess of $100,000 which
are considered to be more sensitive to rate changes than other
deposits. As of year-end 2013, the ratio was 22% compared with
15% at year-end 2012. The ratio is above the peer group ratio of
15% in 2013 and comparable to the peer at 14%, respectively.
While higher in 2013, ample sources of liquidity exist to fund
lending.

Nonperforming Assets

Nonperforming assets include all loans which are past due
ninety days or more and any loans in nonaccrual status. Loans
are required to be reported in nonaccrual status when principal
and interest are in default for ninety days or more, unless the
loan is well secured and in process of collection. Loans are in
nonaccrual status due to loss of the primary source of repayment
and all payments are reflected on a cash basis. The total of
nonperforming loans at the end of 2013 was $1.9 million or .55%
of total loans compared with $5.7 million or 1.76% of total loans
at year-end 2012. This compares with peer ratios of 1.47% and
2.06% respectively. A significant reduction in nonperforming
loans was a result of the transfer of a commercial real estate
development in Winston-Salem, NC ($2.5 million) to other real
estate owned.

The Bank had a balance of $4.9 million in other real estate
owned at year-end 2013 compared with $1.3 million in 2012. The
most significant portion of the increase was from the transfer of
ownership of a commercial real estate development in Winston-
Salem, NC ($2.5 million) to the Bank. This property is being
managed by a professional company and the Bank is confident in
its future prospects.
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MANAGEMENT’S DISCUSSION AND ANALYSIS
OF FINANCIAL CONDITION AND RESULTS OF OPERATION

Provision and Allowance for Loan Losses

The Bank made no provisions to the allowance for loan losses
in 2013 in contrast to provisions totaling $840 thousand in 2012.
Significantly lower loan losses were a principal reason. The
majority of the provision in 2012 was related to a write-down
of a local real estate development to market value. Loan loss
recoveries in 2013 totaled $98 thousand compared with $77
thousand in 2012. A single recovery during 2013 in the amount
of $89 thousand was attributed to the sale of real estate collateral
which yielded proceeds in excess of the loan balance. Gross loan
losses decreased to $161 thousand in 2013 from $1.5 million in
2012. The highest single loss in 2013 was on a residential rental
property involving a bankruptcy which totaled $59 thousand. Net
loan losses were $63 thousand in 2013 and $1.5 million in 2012,
The Bank’s ratio of net loss to average total loans was .02% for
2013 compared to .29% for the peer group. As of year-end 2013,
the allowance for loan loss was $3.8 million or 1.10% of total loans
compared to $3.9 million or 1.20% of total loans at year-end 2012.
The peer ratios of allowance to total loans were 1.60% in 2013 and
1.74% in 2012. While the Bank’s ratios are lower than peer, the
allowance level is reflective of many factors which can substantiate
its level including loss history, underwriting practices and local
economic conditions. While many factors must be assessed in
determining the adequacy of the allowance, each institution’s
evaluation is specialized to its own unique characteristics.
Along with a well-qualified loan staff, the Bank also has a Loan
Committee including all Directors meeting with senior officers to
discuss topics involving the loan portfolio on a monthly basis. The
adequacy of the allowance is subject to review by the Company’s
internal auditor, external auditors, Federal Reserve Bank, and the
West Virginia Division of Financial Institutions.

Noninterest Income

Total noninterest income (excluding gross securities gains) totaled
$587 thousand representing an increase of $123 thousand or 26%
in 2013 over 2012. Income from the rental of other real estate
owned of $151 thousand was responsible for the increase. This
involved the commercial property in Winston-Salem, NC which
was acquired as other real estate owned during 2014. Income
from VISA debit transactions increased by $9 thousand and
offset a decline in ATM network interchange income. It appears
consumers are using the VISA purchase function at a greater
rate than ATM usage. In 2011, the Dodd-Frank amendment
called for changes in interchange fees which had the potential
of substantially reducing VISA debit card income. The Bank has
not seen a significant reduction at this time. Additionally, service
charges on deposit accounts and overdraft fees declined $9

thousand in 2013. Other sources of noninterest income remained
relatively unchanged

The Bank continues to be a low-cost provider of banking services.
In 2013, the percentage of noninterest income to average assets
for the Bank is .09% compared to the peer ratio of .78%. In 2012,
the Bank’s ratio was .012 with the peer ratio being .78%.

Equity in earnings of the subsidiary increased from $38 thousand
in 2012 to $58 thousand in 2013. This relates to the 51%
investment in Putnam County Title Insurance Agency LLC by
Putnam Bancshares, Inc., which was formed in 2008.

Noninterest Expense

Total noninterest expense (excluding gross securities losses)
decreased $2.1 million or 20% from year-end 2012 to year-end
2013 compared with an increase of $1 million or 11% between
years ending 2011 and 2012. Noninterest expenses are composed
of expenses relating to personnel, occupancy, and other operating
expenses. Total noninterest expense to average assets was 1.35%
in 2012 compared with 1.80% in 2012. The peer group ratios
showed 2.92% in 2013 and 2.93% in 2012. Earnings historically
have benefitted from lower noninterest expenses, relative to the
Bank’s size.

Total personnel expenses decreased by $1.6 million in 2013
compared with an increase of $907 thousand in 2012. The most
significant personnel expense increases were found in employee
retirement funding. Retirement expense decreased by $1.3
million in 2013 compared with an increase of $831 thousand in
2012. In 2012, with guidance from the plan administrator, the
noncontributory pension plan was frozen and a 401-K plan was
introduced on January 1, 2013. In the first full year, management
has seen significant savings and at the same time offering flexibility
for the employee. Management continues to be responsible for
the maintenance of the frozen plan and continues to monitor
closely the retirement plans. The next highest decrease was
health insurance with a decrease of $244 thousand in 2013 as a
result of improved claims experience. Salary expense declined
$185 thousand in 2013. This expense was recognized as several
positions changed during the year. The Bank’s personnel costs
as a percentage of average assets compare favorably. At the end
of 2013, the Bank’s ratio was .68% compared with the peer bank
ratio of 1.59%.

Total occupancy expense includes the costs to maintain the
Bank’s premises and equipment. These expenses declined $99
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MANAGEMENT’S DISCUSSION AND ANALYSIS
OF FINANCIAL CONDITION AND RESULTS OF OPERATION

thousand in 2013 compared with a decline of $93 thousand in
2012. The decline in 2013 was found primarily in maintenance
and repairs as a result of remodeling of the Loan Center in 2012.
Additional decline was found in depreciation expense. The
Bank’s occupancy expense as a percentage of average assets
was .06% in 2013 compared with .36% for peer banks. The Bank
continues to operate facilities at 2761 Main Street (including the
Loan Center at 2767 Main Street), 300 Hurricane Creek Road and
3058 Mount Vernon Road and has a building housing lending
support personnel at 2762 Second Street.

Total other operating expense (expenses other than personnel and
occupancy expenses) declined $403 thousand in 2013 in contrast
to an increase of $203 thousand in 2012. Many categories within
operating expense illustrated significant change. The most
significant declines were noted in FDIC insurance expense ($339
thousand); other real estate expense ($321 thousand) and loss on
the sale of other real estate ($197 thousand). FDIC ended their
prepaid insurance assessment in June of 2013 and produced a
refund to the Bank. Savings in other real estate expenses was
due to unusually high expenses in 2012 involving the payment of
multiple years’ property taxes on the Winston-Salem, NC property
and construction expenses to bring three local properties to a
condition to sell. Increased losses on the sale of other real estate
in 2012 and lower activity in 2013 were responsible for the decline.
The most significant increases included losses on fraudulent
checks ($297 thousand) and advertising expense ($75 thousand).
A single check fraud was perpetrated in 2013 amounting in a
loss of $297 thousand and a recovery of $250 was recognized in
2014. Increased advertising expense was a result of an increased
commitment to the local county fair 4-H livestock programs. The
Bank has always valued its participation in these programs and
has built many long-term relationships as a result. The Bank’s
largest single expense item is data processing. Data processing
expenses to our core provider declined $34 thousand or 5% from
2012 to 2013. Savings in data processing are related to the Bank’s
use cost effective technology offerings to process data. With
respect to operating expenses, the Bank still performs favorably
in comparison to peers. At the end of 2013, the Bank’s ratio of
other operating expenses to average assets was .61% compared
with the peer’s ratio of .95%.

The Bank reported $4,928 in net gains on the sale of securities
held as available for sale in 2013 compared with net losses of
$1,908 in 2012. Gains and losses are derived from the sale of
securities classified as “available for sale” which are reflected
on the financial statements at the fair market value and may be
sold at any time at the discretion of management. Management

considers several factors before making a decision to sell such
as changing interest rates, liquidity, availability, and alternative
investments with the projected change on the Bank’s asset/liability
structure. All sales are carefully evaluated by management and
reviewed by the Board. All of the Company’s investment in U. S.
Treasury Bills is classified as “held to maturity” and the remainder
of the portfolio is classified as “available for sale”. The Company
does not speculate by “trading” in the portfolio and does not utilize
any interest rate hedging or derivative products in its investment
strategies.

Taxes

The Company’s federal and state tax provision increased to $2.6
million in 2013 from $1.2 million in 2012. The increase was due to
lower taxable income.

The Bank invests in municipal securities issued in West Virginia
which are “bank qualified” and are exempt from federal and state
taxation, with the exception of one Putnam County, WV Building
Commission Revenue Bond with a par value of $110 thousand,
which is taxable.

Equity and Capital Ratios

Putnam Bancshares’ equity increased $1.2 million to $77 million.
The change in equity during 2013 was reflective of $5 million in
net income less $1.5 million in dividends and a decrease of $2.2
million in comprehensive income. The decrease in comprehensive
income was the result of the change in unrealized gains and losses
on available for sale securities from year-end 2012 to 2013. The
book value per outstanding share increased from $128.92 in 2013
10 $126.80 in 2012. The Company’s net income as a percentage of
average equity was 6.54% in 2013. Peer banks in 2013 posted net
income as a percentage of average equity of 9.27%

Banking regulatory bodies mandate the risk-weighting of assets
and off-balance sheet items to more accurately assess capital
adequacy. Tier 1 capital (equity capital less the tax equivalent of
unrealized gains or losses on available for sale securities) and total
risk-based capital (Tier 1 capital plus the allowable portion of the
allowance for loan losses) comprise two vital measures of capital
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adequacy. As of year-end 2013, the Bank’s Tier 1 risk-based
capital-to-total risk-weighted assets were 24.41% compared to
24.97% in 2012. The peer bank ratios were 14.57% and 14.41%
in 2013 and 2012 respectively. As of year-end 2013, the Bank’s
total risk-based capital-to-total risk-weighted assets were 25.61%
compared 10 26.22% in 2012. The peer bank ratios were 15.76%
and 15.62% in 2013 and 2012 respectively. Both measures rank
the Bank in the 95th percentile in comparison with peers. Using
the federal guidelines for capital adequacy, these ratios indicate
the Bank is well-capitalized.

Dividends

The Company paid dividends of $1.5 million in 2013 and $1.4
million in 2012. This equates to a dividend payout (dividends to
net income) ratio of 58% in 2012 and 38% in 2011. The peer Bank
ratio for 2013 was 30% and 58% in 2012. Regular dividends were
paid in June and December of 2013.

For a further discussion of dividends, please refer to “Note 14 —
Regulatory Matters” and the Consolidated Statements of Changes
in Shareholders’ Equity in the Consolidated Financial Statements.

Statement of Management Responsibility

The financial statements, related financial data, and other information
found in this report are the responsibility of the management of
Putnam Bancshares, Inc. and its sole subsidiary, Putnam County
Bank. The financial statements have been prepared in conformance
with generally accepted accounting principles appropriate for the
circumstances to mirror, in all material respects, reportable events
and transactions.

The accounting systems of Putnam Bancshares, Inc. and its wholly-
owned subsidiary, Putnam County Bank, record, summarize,
and report financial data. The Bank uses internal controls and
procedures to provide reasonable assurance (the cost involved
should not exceed related benefits) to the reliability of the financial
records. Reliance on the accounting system and internal controls by
management is enhanced with written policies, internal audits, and
continuous training of accounting personnel in order to present fair
and accurate statements.

The Audit Committee of Putnam County Bank, composed solely
of outside directors, meets on a quarterly basis to review various
issues relating to audit, including coverage, findings, and responses.
The selection of Rollins, Cleavenger and Rollins as the Company’s
external auditors is recommended by the Board of Directors and
ratified by the shareholders of Putham Bancshares, Inc.
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