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Securities registered under Section 12(b) of the Exchange Act:

Title of each class Name of each exchange on which registered
Common Stock, $4.00 par value The Nasdaq Stock Market

Securities registered under Section 12(g) of the Exchange Act:

None

Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities Act.
Yes ¨ Noþ

Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or 15(d) of the Act. ¨

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Exchange Act during the preceding 12 months (or for such shorter period that the registrant was required to file such
reports), and (2) has been subject to such filing requirements for the past 90 days. Yesþ  No¨ 

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if
any, every Interactive Data File required to be submitted and posted pursuant to Rule 405 of Regulation S-T
(§ 232.405 of this chapter) during the preceding 12 months (or for such shorter period that the registrant was required
to submit and post such files). Yesþ No¨ 

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K (§ 229.405 of this
chapter) is not contained herein, and will not be contained, to the best of registrant’s knowledge, in definitive proxy or
information statements incorporated by reference in Part III of this Form10-K or any amendment to this Form 10-K.¨

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer,
or a smaller reporting company. See the definition of “large accelerated filer”, “accelerated filer” and “smaller reporting
company” in Rule 12b-2 of the Exchange Act.

Large Accelerated Filer ¨ Accelerated Filer ¨
Non-Accelerated Filer ¨ (Do not check if smaller reporting company) Smaller Reporting Company þ
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Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act).

Yes ¨ No þ

The aggregate market value of common stock held by non-affiliates of the registrant as of the last business day of the
Registrant’s most recent completed second fiscal quarter was approximately $8,808,000.

The number of shares of common stock outstanding as of March 14, 2014 was 5,338,295.

DOCUMENTS INCORPORATED BY REFERENCE

Portions of the definitive Proxy Statement to be used in conjunction with the 2014 Annual Meeting of Shareholders
are incorporated by reference into Part III of this Form 10-K.
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Part I

In addition to historical information, the following report contains forward-looking statements that are subject to risks
and uncertainties that could cause Village Bank and Trust Financial Corp.’s actual results to differ materially from
those anticipated. Readers are cautioned not to place undue reliance on these forward-looking statements, which
reflect management’s analysis only as of the date of the report. For discussion of factors that may cause our actual
future results to differ materially from those anticipated, please see “ITEM 7 – MANAGEMENT’S DISCUSSION AND
ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS” herein.

ITEM 1. BUSINESS

Village Bank and Trust Financial Corp. (“Company”) was incorporated in January 2003 and was organized under the
laws of the Commonwealth of Virginia as a bank holding company. The Company has three active wholly owned
subsidiaries: Village Bank (the “Bank”), Southern Community Financial Capital Trust I, and Village Financial Statutory
Trust II. The Bank has one active wholly owned subsidiary: Village Bank Mortgage Corporation (“the mortgage
company”), a full service mortgage banking company. The Company is the holding company of and successor to the
Bank. Effective April 30, 2004, the Company acquired all of the outstanding stock of the Bank in a statutory share
exchange transaction.

The Bank is the primary operating business of the Company. The Bank offers a wide range of banking and related
financial services, including checking, savings, certificates of deposit and other depository services, and commercial,
real estate and consumer loans, primarily in the Richmond, Virginia metropolitan area. The Bank was organized in
1999 as a Virginia chartered bank to engage in a general banking business to serve the communities in and around
Richmond, Virginia. Deposits with the Bank are insured to the maximum amount provided by the Federal Deposit
Insurance Corporation (“FDIC”). The Bank offers a comprehensive range of financial services and products and
specializes in providing customized financial services to small and medium sized businesses, professionals, and
associated individuals. The Bank provides its customers with personal customized service utilizing the latest
technology and delivery channels.

Bank revenues are derived from interest and fees received in connection with loans, deposits, and investments.
Administrative and operating expenses are the major expenses, followed by interest paid on deposits and borrowings.
Revenues from the mortgage company consist primarily of gains from the sale of loans and loan origination fees and
its major expenses consist of personnel, advertising, and other operating expenses. In 2013, revenue (after
intercompany eliminations) generated by the Bank totaled $22.8 million and $9.1 million by the mortgage company.

Business Strategy
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Our current business strategies include the following:

·

To shift our focus from asset reduction to one of revenue growth. Over the past two years we have substantially
reduced our assets from $582 million at December 31, 2011 to $444 million at December 31, 2013. Although this
reduction in assets was necessary to resolve our nonperforming assets, reduce real estate loan concentrations, and
improve our capital ratios, it did erode the revenue base of our business. In 2014, we will shift our focus to one of
growing our asset base, primarily through our loan portfolio, within the 10% limit provided in our regulatory
agreements.

·
To reduce the level of our nonperforming assets. Nonperforming assets, consisting of nonaccrual loans and real estate
acquired through foreclosure, reached record highs in 2012 and continue to have a negative effect on profitability.
We have committed significant resources to reduce the level of nonperforming assets.

3
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· To comply with the requirements agreed to with our regulatory authorities.

o

The Bank has entered into an agreement with the Federal Deposit Insurance Corporation and the Virginia Bureau of
Financial Institutions, agreeing among other matters to: (1) improve its credit risk exposure; (2) comply with
regulatory capital requirements of 8% Tier 1 leverage capital and 11% total risk-based capital ratios; and (3) not
grow its assets more than 10% per year. This agreement is more fully discussed later in this Annual Report.

o

In addition, the Company also entered into a Written Agreement with the Federal Reserve Bank of Richmond (the
“Reserve Bank”).  Pursuant to this Written Agreement, the Company agreed to develop and submit to the Reserve
Bank for approval within the time periods specified therein written plans to maintain sufficient capital and correct
any violations of section 23A of the Federal Reserve Act and Regulation W. In addition, the Company will submit a
written statement of its planned sources and uses of cash for debt service, operating expenses, and other purposes.
The Company also has agreed that it will not, without prior regulatory approval:

§ pay or declare any dividends;
§ take any other form of payment representing a reduction in capital from the Bank;

§make any distributions of interest, principal or other sums on subordinated debentures or trust preferred securities;
§ incur, increase, repay, or guarantee any debt; or

§ purchase or redeem any shares of its stock.

These agreements are more fully discussed later in this Annual Report.

·

To attract commercial and retail customers by providing the breadth of products offered by larger banks while
maintaining the quick response and personal service of a community bank. We will continue to look for opportunities
to expand our products and services. We have established a diverse product line, including commercial, mortgage and
consumer loans as well as a full array of deposit products and services.

Our officers, employees and the directors live and work in our market area. We believe that the existing and future
banking market in our community represents an opportunity for locally owned and locally managed community
banks. In view of the continuing trend in the financial services industry toward consolidation into larger, statewide,
regional and national institutions, the market exists for the personal and customized financial services that an
independent, locally owned bank with local decision making can offer. With the flexibility of our smaller size and
through an emphasis on relationship banking, including personal attention and service, we can be more responsive to
the individual needs of our customers than our larger competitors. As a community oriented and locally managed
institution, we make most of our loans in our community and can tailor our services to meet the banking and financial
needs of our customers who live and do business in our market.

Market Area
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The Company, the Bank, and the mortgage company are headquartered in Chesterfield County and primarily serve the
Central Virginia region and the Richmond Metropolitan Area. In 2012, the Richmond MSA was the nation’s 44th
largest metro area. At the end of 2013, its population was 1,293,477 representing almost 16% of the total population in
the Commonwealth of Virginia with a median age of 38.3 years. For 2013, per capita income was $30,954 and median
household income was $57,443. This compares favorably to U.S. per capita income of $27,567 and median household
income of $51,314.

4
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The median sales price of new single-family homes in Chesterfield County that sold in November 2013 through
February 2014 was $226,500, an increase of 6% compared to the prior year. Building permits in Chesterfield County
declined during the period 2010 to 2012 from 3,132 in 2010 to 3,089 in 2011 to 2,722 in 2012. However, building
permits rebounded in 2013 somewhat to 2,882 although not to pre-recessionary levels.

The unemployment rate for Chesterfield County was 4.9% in December 2013 compared to 5.2% for the
Commonwealth of Virginia and 7.0% for the nation. At December 31, 2012 the unemployment rate for Chesterfield
County was 5.2%, 5.6% for the Commonwealth of Virginia and 7.8% for the nation.

Banking Services

We currently conduct business from thirteen full-service branch banking offices, one offsite automated teller machine
(“ATM”) and two mortgage loan production offices in Central Virginia in the counties of Chesterfield, Hanover,
Henrico and Powhatan. We also have a mortgage loan production office in Manassas, Virginia that was active for all
of 2013, and we opened a new mortgage loan production office in Newport News, Virginia in January of 2014. In
February of 2014, we announced that we would be closing two full-service branch banking offices in May of 2014.

Deposit Services. Deposits are a major source of our funding. The Bank offers a full range of deposit services that are
typically available in most banks and other financial institutions including checking accounts, savings accounts and
other time deposits of various types, ranging from daily money market accounts to longer term certificates of deposit
and Individual Retirement Accounts. These deposit accounts are offered at rates competitive with other institutions in
our market area. We service our deposit clients in our full-service branches, at drive-up windows, at our ATMs,
through our customer care team and through technology such as online banking, mobile banking applications and
remote deposit capture for business clients. We have not applied for permission to establish a trust department and
offer trust services. The Bank is not a member of the Federal Reserve System. Deposits are insured under the Federal
Deposit Insurance Act to the limits provided thereunder.

Lending Services. We offer a full range of short-to-medium term commercial and personal loans. We also provide a
wide range of real estate finance services. Our primary focus is on making loans in the Central Virginia market where
we have branch banking offices. We originate mortgage loans for sale in our Northern Virginia and Newport News
mortgage loan production offices. We will periodically offer residential construction-to-permanent financing and
residential bridge loans to clients of the mortgage production offices in Northern Virginia and Newport News.

·Commercial Business Lending. We make secured and unsecured loans to small- and medium-sized businesses for
purposes such as funding working capital needs (including inventory and receivables), business expansion (including
acquisition of real estate and improvements) and purchase of equipment and machinery. In our underwriting, we

Edgar Filing: Village Bank & Trust Financial Corp. - Form 10-K

9



evaluate the earnings and cash flows of the business, guarantor support and both the need for and the protection
offered by the collateral for the loan.

·

Commercial Real Estate Acquisition, Development, Construction and Mortgage Lending. We make loans to our
clients for the purposes of acquiring, developing, constructing and owning commercial real estate. These properties
may be owner-occupied or may be held for investment purposes and repaid from rental income or from the sale of the
property.

·

Consumer Lending. Consumer loans include secured and unsecured loans for financing automobiles, home
improvements, education and personal investments. We also originate fixed and variable rate mortgage loans and real
estate construction and acquisition loans. Residential loans originated by our mortgage company are usually sold in
the secondary mortgage market.

5
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·

Loan Participations. We sell loan participations in the ordinary course of business when a loan originated by us
exceeds our legal lending limit or we otherwise deem it prudent to share the risk with another lending institution. We
also occasionally purchase loan participations from other banks, usually without recourse against that bank. We
underwrite purchased loan participations in accordance with normal underwriting practices.

Lending Limit. As of December 31, 2013, our legal lending limit for loans to one borrower was approximately
$5,753,000. However, we generally will not extend credit to any one individual or entity in excess of $4,000,000, and
any amount over that must be approved by the full board of directors.

Competition

We encounter strong competition from other local commercial banks, savings and loan associations, credit unions,
mortgage banking firms, consumer finance companies, securities brokerage firms, insurance companies, money
market mutual funds and other financial institutions. A number of these competitors are well-established. Competition
for loans is keen, and pricing is important. Most of our competitors have substantially greater resources and higher
lending limits than ours and offer certain services, such as extensive and established branch networks and trust
services, which we do not provide at the present time. Deposit competition also is strong, and we may have to pay
higher interest rates to attract deposits. Nationwide banking institutions and their branches have increased competition
in our markets, and federal legislation adopted in 1999 allows non-banking companies, such as insurance and
investment firms, to establish or acquire banks. We believe that the Company can capitalize on recent merger activity
to attract customers from the acquired institutions.

At June 30, 2013, the latest date such information is available from the FDIC, the Bank’s deposit market share in
Chesterfield County was 6.45%, 5.05% in Hanover County, 7.29% in Powhatan County, 0.61% in the Richmond
MSA and 0.13% in Henrico County.

Regulation

We are subject to extensive regulation by certain federal and state agencies and receive periodic examinations by
those regulatory authorities. As a consequence, our business is affected by state and federal legislation and
regulations.

General. The discussion below is only a summary of the principal laws and regulations that comprise the regulatory
framework applicable to us. The descriptions of these laws and regulations, as well as descriptions of laws and
regulations contained elsewhere herein, do not purport to be complete and are qualified in their entirety by reference
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to applicable laws and regulations. In recent years, regulatory compliance by financial institutions such as ours has
placed a significant burden on us both in costs and employee time commitment.

Bank Holding Company. The Company is a bank holding company under the federal Bank Holding Company Act of
1956, as amended, and is subject to supervision and regulation by the Board of Governors of the Federal Reserve
System (the “Federal Reserve”) and Virginia Bureau of Financial Institutions (the “BFI”). As a bank holding company, the
Company is required to furnish to the Federal Reserve annual and quarterly reports of its operations and such
additional information as the Federal Reserve may require. The Federal Reserve, FDIC and BFI also may conduct
examinations of the Company and/or the Bank.

6
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Bank Regulation. As a Virginia-chartered bank that is not a member of the Federal Reserve, the Bank is subject to
regulation, supervision and examination by the BFI and the FDIC. Federal and state law also specify the activities in
which the Bank may engage, the investments it may make and the aggregate amount of loans that may be granted to
one borrower. Various consumer and compliance laws and regulations also affect the Bank’s operations. Earnings are
affected by general economic conditions, management policies and the legislative and governmental actions of various
regulatory authorities, including those referred to above. The following description summarizes some of the laws to
which we are subject. The BFI and the FDIC conduct regular examinations, reviewing such matters as the overall
safety and soundness of the institution, the adequacy of loan loss reserves, quality of loans and investments,
management practices, compliance with laws, and other aspects of the Bank’s operations. In addition to these regular
examinations, the Bank must furnish the FDIC and BFI with periodic reports containing a full and accurate statement
of its affairs. Supervision, regulation and examination of banks by these agencies are intended primarily for the
protection of depositors rather than shareholders.

Agreements with Regulators. In February 2012, the Bank entered into a Stipulation and Consent to the Issuance of a
Consent Order with the FDIC and the BFI (the “Supervisory Authorities”), and the Supervisory Authorities issued the
related Consent Order effective February 3, 2012. In June 2012, the Company entered into a written agreement
(“Written Agreement”) with the Federal Reserve Bank of Richmond (“Reserve Bank”). A complete description of the
terms and conditions of these Agreements is provided in Note 12. Commitments and contingencies of the Notes to
Consolidated Financial Statements.

The Dodd-Frank Wall Street Reform and Consumer Protection Act. In July 2010, the Dodd-Frank Act Wall
Street Reform and Consumer Protection Act (the “Dodd-Frank Act”) was signed into law, incorporating numerous
financial institution regulatory reforms. Certain of these reforms are yet to be implemented through regulations to be
adopted by various federal banking and securities regulatory agencies. The following discussion describes the material
elements of the regulatory framework that currently apply. The Dodd-Frank Act implements far-reaching reforms of
major elements of the financial landscape, particularly for larger financial institutions. Many of its provisions do not
directly impact community-based institutions like the Bank. For instance, provisions that regulate derivative
transactions and limit derivatives trading activity of federally-insured institutions, enhance supervision of “systemically
significant” institutions, impose new regulatory authority over hedge funds, limit proprietary trading by banks, and
phase-out the eligibility of trust preferred securities for Tier 1 capital are among the provisions that do not directly
impact the Bank either because of exemptions for institutions below a certain asset size or because of the nature of  the
Bank’s operations. Provisions that do impact the Bank include the following:

·

FDIC Assessments. The Dodd-Frank Act changes the assessment base for federal deposit insurance from the amount
of insured deposits to average consolidated total assets less its average tangible equity. In addition, it increases the
minimum size of the Deposit Insurance Fund (“DIF”) and eliminates its ceiling, with the burden of the increase in the
minimum size on institutions with more than $10 billion in assets.

·Deposit Insurance. The Dodd-Frank Act makes permanent the $250,000 limit for federal deposit insurance at all
insured depository institutions.

·Interest on Demand Deposits. The Dodd-Frank Act provides that depository institutions may pay interest on demand
deposits, including business transaction and other accounts.

·
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Consumer Financial Protection Bureau. The Dodd-Frank Act centralizes responsibility for consumer financial
protection by creating a new agency, the Consumer Financial Protection Bureau, responsible for implementing
federal consumer protection laws, although banks below $10 billion in assets will continue to be examined and
supervised for compliance with these laws by their federal bank regulator.

·

Mortgage Lending. Additional requirements are imposed on mortgage lending, including minimum underwriting
standards, prohibitions on certain yield-spread compensation to mortgage originators, special consumer protections
for mortgage loans that do not meet certain provision qualifications, prohibitions and limitations on certain mortgage
terms and various mandated disclosures to mortgage borrowers.

·

Holding Company Capital Levels. Bank regulators are required to establish minimum capital levels for holding
companies that are at least as stringent as those currently applicable to banks. In addition, all trust preferred securities
issued after May 19, 2010 will be counted as Tier 2 capital, but the Company’s currently outstanding trust preferred
securities will continue to qualify as Tier 1 capital.

7
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·
De Novo Interstate Branching. National and state banks are permitted to establish de novo interstate branches outside
of their home state, and bank holding companies and banks must be well-capitalized and well managed in order to
acquire banks located outside their home state.

·

Transactions with Affiliates. The Dodd-Frank Act enhances the requirements for certain transactions with affiliates
under Section 23A and 23B of the Federal Reserve Act, including an expansion of the definition of “covered
transactions” and an increase in the amount of time for which collateral requirements regarding covered transactions
must be maintained.

·

Transactions with Insiders. Insider transaction limitations are expanded through the strengthening of loan restrictions
to insiders and the expansion of the types of transactions subject to the various limits, including derivative
transactions, repurchase agreements, reverse repurchase agreements and securities lending or borrowing transactions.
Restrictions are also placed on certain asset sales to and from an insider to an institution, including requirements that
such sales be on market terms and, in certain circumstances, approved by the institution’s board of directors.

·
Corporate Governance. The Dodd-Frank Act includes corporate governance revisions that apply to all public
companies, not just financial institutions, including with regard to executive compensation and proxy access to
shareholders.

Many aspects of the Dodd-Frank Act are subject to rulemaking and will take effect over several years, and their
impact on the Company or the financial industry is difficult to predict before such regulations are adopted. Provisions
in the legislation that affect deposit insurance assessments, payment of interest on demand deposits and interchange
fees could increase the costs associated with deposits as well as place limitations on certain revenues those deposits
may generate.

Insurance of Accounts, Assessments and Regulation by the FDIC. Our deposits are insured by the FDIC up to the
limits set forth under applicable law, currently $250,000. We are subject to the deposit insurance assessments of the
DIF. The amount of the assessment is a function of the institution’s risk category, of which there are four, and its
assessment base. An institution’s risk category is determined according to its supervisory ratings and capital levels and
is used to determine the institution’s assessment rate. The assessment base is an institution’s average consolidated total
assets less its average tangible equity.

The FDIC is authorized to prohibit any DIF-insured institution from engaging in any activity that the FDIC determines
by regulation or order to pose a serious threat to the respective insurance fund. Also, the FDIC may initiate
enforcement actions against banks, after first giving the institution’s primary regulatory authority an opportunity to
take such action. The FDIC may terminate the deposit insurance of any depository institution if it determines, after a
hearing, that the institution has engaged or is engaging in unsafe or unsound practices, is in an unsafe or unsound
condition to continue operations, or has violated any applicable law, regulation, order or any condition imposed in
writing by the FDIC. It also may suspend deposit insurance temporarily during the hearing process for the permanent
termination of insurance if the institution has no tangible capital. If deposit insurance is terminated, the deposits at the
institution at the time of termination, less subsequent withdrawals, shall continue to be insured for a period from six
months to two years, as determined by the FDIC. We are aware of no existing circumstances that could result in
termination of our deposit insurance.
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Payment of Dividends. The Company is a legal entity separate and distinct from the Bank and its other subsidiaries.
Virtually all of the Company’s cash revenues will result from dividends paid to it by the Bank, which is subject to laws
and regulations that limit the amount of dividends that it can pay. Under Virginia law, a bank may not declare a
dividend in excess of its accumulated retained earnings without BFI approval. As of December 31, 2013, the Bank did
not have any accumulated retained earnings. In addition, the Bank may not declare or pay any dividend if, after
making the dividend, the Bank would be "undercapitalized," as defined in FDIC regulations.

The FDIC and the state have the general authority to limit the dividends paid by insured banks if the payment is
deemed an unsafe and unsound practice. Both the state and the FDIC have indicated that paying dividends that deplete
a bank's capital base to an inadequate level would be an unsound and unsafe banking practice.

8
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In addition, the Company is subject to certain regulatory requirements to maintain capital at or above regulatory
minimums. These regulatory requirements regarding capital affect our dividend policies. Regulators have indicated
that holding companies should generally pay dividends only if the organization's net income available to common
shareholders over the past year has been sufficient to fully fund the dividends, and the prospective rate of earnings
retention appears consistent with the organization's capital needs, asset quality and overall financial condition. In
addition, the Federal Reserve has issued guidelines that bank holding companies should inform and consult with the
Federal Reserve in advance of declaring or paying a dividend that exceeds earnings for the period (e.g., quarter) for
which the dividend is being paid or that could result in a material adverse change to the organization’s capital structure.

The Company is currently subject to a Written Agreement with the Reserve Bank pursuant to which the Company
must obtain the prior written approval of the Reserve Bank to declare or pay any dividends on its common stock or
preferred stock, take dividends or any other form of payment representing a reduction in capital from the Bank or
make any payments on its trust preferred securities.

The Bank is currently subject to a Consent Order with the FDIC and the BFI which also requires the Bank to obtain
prior written regulatory approval to declare or pay any dividends, pay bonuses or make any other form of payment
outside the ordinary course of business resulting in a reduction of capital.

Capital Adequacy. Both the Company and the Bank are required to comply with the capital adequacy standards
established by the Federal Reserve, in the case of the Company, and the FDIC, in the case of the Bank. The Federal
Reserve has established a risk-based and a leverage measure of capital adequacy for bank holding companies. The
Bank is also subject to risk-based and leverage capital requirements adopted by the FDIC, which are substantially
similar to those adopted by the Federal Reserve for bank holding companies. Under the risk-based capital
requirements, the Company and the Bank are each generally required to maintain a minimum ratio of total capital to
risk-weighted assets (including specific off-balance sheet activities, such as standby letters of credit) of 8%. At least
half of the total capital must be composed of “Tier 1 Capital,” which is defined as common equity, retained earnings,
qualifying perpetual preferred stock and minority interests in common equity accounts of consolidated subsidiaries,
less certain intangibles. The remainder may consist of “Tier 2 Capital”, which is defined as specific subordinated debt,
some hybrid capital instruments and other qualifying preferred stock and a limited amount of the loan loss allowance
and pretax net unrealized holding gains on certain equity securities. In addition, each of the federal banking regulatory
agencies has established minimum leverage capital requirements for banking organizations. Under these requirements,
banking organizations must maintain a minimum ratio of Tier 1 capital to adjusted average quarterly assets equal to
3% to 5%, subject to federal bank regulatory evaluation of an organization’s overall safety and soundness. In summary,
the capital measures used by the federal banking regulators are:

·

Total Risk-Based Capital ratio, which is the total of Tier 1 Risk-Based Capital (which includes common shareholders’
equity, trust preferred securities, minority interests and qualifying preferred stock, less goodwill and other
adjustments) and Tier 2 Capital (which includes preferred stock not qualifying as Tier 1 capital, mandatory
convertible debt, limited amounts of subordinated debt, other qualifying term debt and the allowance for loan losses
up to 1.25 percent of risk-weighted assets and other adjustments) as a percentage of total risk-weighted assets,
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· Tier 1 Risk-Based Capital ratio (Tier 1 capital divided by total risk-weighted assets), and

· Leverage ratio (Tier 1 capital divided by adjusted average total assets).

9
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Under these regulations, a bank will be:

·

“well capitalized” if it has a total risk-based capital ratio of 10% or greater, a Tier 1 risk-based capital ratio of 6% or
greater, a leverage ratio of 5% or greater, and is not subject to any written agreement, order, capital directive, or
prompt corrective action directive by a federal bank regulatory agency to meet and maintain a specific capital level
for any capital measure,

·“adequately capitalized” if it has a Total risk-based capital ratio of 8% or greater, a Tier 1 risk-based capital ratio of 4%
or greater, and a leverage ratio of 4% or greater (or 3% in certain circumstances) and is not well capitalized,

·“undercapitalized” if it has a Total risk-based capital ratio of less than 8%, a Tier 1 risk-based capital ratio of less than
4% (or 3% in certain circumstances), or a leverage ratio of less than 4% (or 3% in certain circumstances),

·“significantly undercapitalized” if it has a total risk-based capital ratio of less than 6%, a Tier 1 risk-based capital ratio
of less than 3%, or a leverage ratio of less than 3%, or

· “critically undercapitalized” if its tangible equity is equal to or less than 2% of tangible assets.

In addition, the FDIC may require banks to maintain capital at levels higher than those required by general regulatory
requirements.

Upcoming Changes in Capital Requirements

In July 2013, the federal bank regulatory agencies approved final rules implementing a revised definition of regulatory
capital, a new common equity tier 1 minimum capital requirement, a higher minimum tier 1 capital requirement, and a
supplementary leverage ratio that incorporates a broader set of exposures in the denominator.  The final rule also
establishes limits on a banking organization’s capital distributions and certain discretionary bonus payments if the
banking organization does not hold a specified amount of common equity tier 1 capital in addition to the necessary
amount to meet its minimum risk-based capital requirements.  The Corporation will be required to comply with the
changes effective January 1, 2015. 

When fully phased in Basel III would require banks to maintain (i) as a newly adopted international standard, a
minimum ratio of CET1 to risk-weighted assets of at least 4.5%, plus a 2.5% "capital conservation buffer" (which is
added to the 4.5% CET1 ratio as that buffer is phased in, effectively resulting in a minimum ratio of CET1 to
risk-weighted assets of at least 7%), (ii) a minimum ratio of Tier 1 capital to risk-weighted assets of at least 6.0%, plus
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the capital conservation buffer (which is added to the 6.0% Tier 1 capital ratio as that buffer is phased in, effectively
resulting in a minimum Tier 1 capital ratio of 8.5% upon full implementation), (iii) a minimum ratio of Total (that is,
Tier 1 plus Tier 2) capital to risk-weighted assets of at least 8.0%, plus the capital conservation buffer (which is added
to the 8.0% total capital ratio as that buffer is phased in, effectively resulting in a minimum total capital ratio of 10.5%
upon full implementation) and (iv) as a newly adopted international standard, a minimum leverage ratio of 3%,
calculated as the ratio of Tier 1 capital to balance sheet exposures plus certain off-balance sheet exposures (computed
as the average for each quarter of the month-end ratios for the quarter).

Basel III will provide for a "countercyclical capital buffer," generally designed to absorb losses during periods of
economic stress and to be imposed when national regulators determine that excess aggregate credit growth becomes
associated with a buildup of systemic risk. The buffer would be a CET1 add-on to the capital conservation buffer in
the range of 0% to 2.5% when fully implemented (potentially resulting in total buffers of between 2.5% and 5%).

The Basel III capital framework is also expected to provide for a number of new deductions from and adjustments to
CET1. These include, for example, the requirement that mortgage servicing rights, deferred tax assets dependent upon
future taxable income and significant investments in non-consolidated financial entities be deducted from CET1 to the
extent that any one such category exceeds 10% of CET1 or all such categories in the aggregate exceed 15% of CET1.
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Implementation of the deductions and other adjustments to CET1 are to be phased-in over a three-year period. The
implementation of the capital conservation buffer will begin at 0.625% and be phased in over a three-year period
(increasing by that amount each year until it reaches 1.875%).

Failure to meet statutorily mandated capital guidelines or more restrictive ratios separately established for a financial
institution (like those contained in the Bank’s Consent Order with the FDIC and BFI) could subject a bank or bank
holding company to a variety of enforcement remedies, including issuance of a capital directive, the termination of
deposit insurance by the FDIC, a prohibition on accepting or renewing brokered deposits, limitations on the rates of
interest that the institution may pay on its deposits and other restrictions on its business. As described above,
significant additional restrictions can be imposed on FDIC-insured depository institutions that fail to meet applicable
capital requirements.

Additionally, the Federal Deposit Insurance Corporation Improvement Act of 1991 establishes a system of prompt
corrective action to resolve the problems of undercapitalized banks. Federal banking regulators are required to take
various mandatory supervisory actions and are authorized to take other discretionary actions with respect to banks in
the three “undercapitalized” categories. The severity of the action depends upon the capital category in which the
institution is placed. Generally, subject to a narrow exception, the banking regulator must appoint a receiver or
conservator for an institution that is critically undercapitalized. The federal banking agencies have specified by
regulation the relevant capital level for each category.

An institution that is categorized as undercapitalized, significantly undercapitalized, or critically undercapitalized is
required to submit an acceptable capital restoration plan to its appropriate federal banking agency. A bank holding
company must guarantee that a subsidiary depository institution meets its capital restoration plan, subject to various
limitations. The controlling holding company’s obligation to fund a capital restoration plan is limited to the lesser of
5% of an undercapitalized subsidiary’s assets or the amount required to meet regulatory capital requirements. An
undercapitalized institution is also generally prohibited from increasing its average total assets, making acquisitions,
establishing any branches or engaging in any new line of business, except under an accepted capital restoration plan or
with FDIC approval. The regulations also establish procedures for downgrading an institution and a lower capital
category based on supervisory factors other than capital.  As of December 31, 2013, the Bank met the ratio
requirements to be classified as a well capitalized financial institution. However, as a result of the Order, the Bank
currently is classified as adequately capitalized.

In February 2012, the Bank entered into the Consent Order with the Supervisory Authorities which provided that,
within 90 days from the date of the order and during the life of the order, the Bank must have a leverage ratio equal to
or greater than 8% of its total assets, and total risk-based capital equal to or greater than 11% of the Bank’s total
risk-weighted assets. At December 31, 2013, the Bank’s Tier 1 risk-based capital ratio was 9.64%, its total risk-based
capital ratio was 10.90% and its leverage ratio was 6.92%, compared to 8.77%, 10.04% and 6.52% at December 31,
2012, respectively.  The Bank has submitted a Capital Plan to the Supervisory Authorities which provides for
compliance with the capital requirements in the Consent Order by the end of 2014, but as of the date of this report, the
Supervisory Authorities have not approved the Capital Plan. More information concerning our regulatory ratios at
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December 31, 2013 is included in Note 13 to the “Notes to Consolidated Financial Statements” included elsewhere in
this Annual Report on Form 10-K.

Restrictions on Transactions with Affiliates. Both the Company and the Bank are subject to the provisions of
Section 23A of the Federal Reserve Act. Section 23A places limits on the amount of:

·A bank’s loans or extensions of credit, including purchases of assets subject to an agreement to repurchase, to
affiliates;

· A bank’s investment in affiliates;
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·Assets a bank may purchase from affiliates, except for real and personal property exempted by the Federal Reserve;

·The amount of loans or extensions of credit to third parties collateralized by the securities or debt obligations of
affiliates;

·Transactions involving the borrowing or lending of securities and any derivative transaction that results in credit
exposure to an affiliate; and

· A bank’s guarantee, acceptance or letter of credit issued on behalf of an affiliate.

The total amount of the above transactions is limited in amount, as to any one affiliate, to 10% of a bank’s capital and
surplus and, as to all affiliates combined, to 20% of a bank’s capital and surplus. In addition to the limitation on the
amount of these transactions, each of the above transactions must also meet specified collateral requirements. The
Bank must also comply with other provisions designed to avoid acquiring low-quality assets from its affiliates.

The Company and the Bank are also subject to the provisions of Section 23B of the Federal Reserve Act which,
among other things, prohibits an institution from engaging in the above transactions with affiliates unless the
transactions are on terms substantially the same, or at least as favorable to the institution or its subsidiaries, as those
prevailing at the time for comparable transactions with nonaffiliated companies.

On September 30, 2010, the Company sold its headquarters building at the Watkins Centre to the Bank. This
transaction allowed us to repay the outstanding mortgage loan on the building resulting in a reduction of our interest
expense and improvement in earnings on a consolidated basis. The Federal Reserve Bank has determined that the sale
of the headquarters building from the Company to the Bank was not permitted under Section 23A of the Federal
Reserve Act as the amount of the transaction exceeded 10% of the Bank’s capital stock and surplus. As a result, the
Federal Reserve Bank has directed the Company to take corrective action. The Company has taken and continues to
take active steps to correct this violation including offering the building for sale. However, the Company has not been
successful in these efforts and continues to update the Federal Reserve Bank on such efforts.

The Bank is also subject to restrictions on extensions of credit to its executive officers, directors, principal
shareholders and their related interests. These extensions of credit (1) must be made on substantially the same terms,
including interest rates and collateral, as those prevailing at the time for comparable transactions with third parties,
and (2) must not involve more than the normal risk of repayment or present other unfavorable features.

The Dodd-Frank Act also provides that an insured depository institution may not purchase an asset from, or sell an
asset to a bank insider (or their related interests) unless (1) the transaction is conducted on market terms between the
parties, and (2) if the proposed transaction represents more than 10% of the capital stock and surplus of the insured
institution, it has been approved in advance by a majority of the institution’s non-interested directors.
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Support of Subsidiary Institutions. Under the Dodd-Frank Act, and previously under Federal Reserve policy, we are
required to act as a source of financial strength for our bank subsidiary, Village Bank, and to commit resources to
support the Bank. This support can be required at times when it would not be in the best interest of our shareholders or
creditors to provide it. In the unlikely event of our bankruptcy, any commitment by us to a federal bank regulatory
agency to maintain the capital of the Bank would be assumed by the bankruptcy trustee and entitled to a priority of
payment. On December 31, 2012, the Company made a capital contribution of $1,500,000 to the Bank to improve its
capital ratios. In addition, on December 4, 2013, the Company raised $1,684,075 through the sale of 1,086,500 shares
of its common stock to its board of directors and executive management team at a price of $1.55 per share in a private
placement. The total amount raised was contributed to the Bank as additional capital.
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Incentive Compensation Policies and Restrictions. In July 2010, the federal banking agencies issued guidance
which applies to all banking organizations supervised by the agencies (thereby including both the Company and the
Bank). Pursuant to the guidance, to be consistent with safety and soundness principles, a banking organization’s
incentive compensation arrangements should: (1) provide employees with incentives that appropriately balance risk
and reward; (2) be compatible with effective controls and risk management; and (3) be supported by strong corporate
governance including active and effective oversight by the banking organization’s board of directors. Monitoring
methods and processes used by a banking organization should be commensurate with the size and complexity of the
organization and its use of incentive compensation. At December 31, 2013, we had not been made aware of any
instances of non-compliance with this guidance.

Emergency Economic Stabilization Act of 2008. In response to unprecedented market turmoil during the third
quarter of 2008, the Emergency Economic Stabilization Act of 2008 (“EESA”) was enacted on October 3, 2008. EESA
authorized the U.S. Treasury to provide up to $700 billion to support the financial services industry. Pursuant to the
EESA, the U.S. Treasury was initially authorized to use $350 billion for the Troubled Asset Relief Program (“TARP”),
of which the U.S. Treasury allocated $250 billion to the TARP Capital Purchase Program.

On May 1, 2009, the Company issued preferred stock and a warrant to purchase its common stock to the U.S.
Treasury pursuant to the TARP Capital Purchase Program. The amount of capital raised in that transaction was $14.7
million, approximately three percent of the Company’s risk-weighted assets. Pursuant to the terms of the preferred
stock, dividends may be paid on common stock unless dividends have been paid on the preferred stock. The preferred
stock does not have voting rights other than the right to vote as a class on the issuance of any preferred stock ranking
senior, any change in its terms or any merger, exchange or similar transaction that would adversely affect its rights.
Holders of the preferred stock will also have the right to elect two directors if dividends have not been paid for six
periods. The Company filed a registration statement on Form S-3 covering the warrant as required under the terms of
the TARP investment, on May 29, 2009. The registration statement was declared effective by the SEC on June 16,
2009.

In June 2012, the U.S. Treasury asked the Company to allow an observer at the Company’s meetings of its board of
directors. The observer started attending board meetings in August 2012. The U.S. Treasury has the contractual right
to nominate up to two members to the board of directors upon the Company’s sixth missed dividend payment. The
Company has deferred eleven dividend payments as of December 31, 2013. However, U.S. Treasury never nominated
two directors to the board of directors.

In November 2013, the Company’s preferred stock was sold by the U.S. Treasury as part of its efforts to manage and
recover its investments under the TARP. While the sale of the preferred stock to new owners did not result in any
proceeds to the Company (nor did it change the Company’s capital position or accounting for these securities including
accrual of dividends), it did eliminate certain restrictions put in place by the U.S. Treasury on TARP recipients.
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USA Patriot Act. The USA Patriot Act became effective on October 26, 2001 and provides for the facilitation of
information sharing among governmental entities and financial institutions for the purpose of combating terrorism and
money laundering. Among other provisions, the USA Patriot Act permits financial institutions, upon providing notice
to the United States Treasury, to share information with one another in order to better identify and report to the federal
government activities that may involve money laundering or terrorists’ activities. The USA Patriot Act is considered a
significant banking law in terms of information disclosure regarding certain customer transactions. Certain provisions
of the USA Patriot Act impose the obligation to establish anti-money laundering programs, including the development
of a customer identification program, and the screening of all customers against any government lists of known or
suspected terrorists. Although it does create a reporting obligation and compliance costs, the USA Patriot Act has not
materially affected the Bank’s products, services or other business activities.
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Reporting Terrorist Activities. The Office of Foreign Assets Control (OFAC), which is a division of the Department
of the Treasury, is responsible for helping to insure that United States entities do not engage in transactions with
“enemies” of the United States, as defined by various Executive Orders and Acts of Congress. OFAC has sent, and will
send, our banking regulatory agencies lists of names of persons and organizations suspected of aiding, harboring or
engaging in terrorist acts. If the Bank finds a name on any transaction, account or wire transfer that is on an OFAC
list, it must freeze such account, file a suspicious activity report and notify the FBI. The Bank has appointed an OFAC
compliance officer to oversee the inspection of its accounts and the filing of any notifications. The Bank actively
checks high-risk OFAC areas such as new accounts, wire transfers and customer files. The Bank performs these
checks utilizing software, which is updated each time a modification is made to the lists provided by OFAC and other
agencies of Specially Designated Nationals and Blocked Persons.

Other Safety and Soundness Regulations. There are a number of obligations and restrictions imposed on depository
institutions by federal law and regulatory policy that are designed to reduce potential loss exposure to the depositors
of such depository institutions and to the FDIC insurance funds in the event the depository institution becomes in
danger of default or is in default. The Federal banking agencies also have broad powers under current Federal law to
take prompt corrective action to resolve problems of insured depository institutions. The extent of these powers
depends upon whether the institution in question is well-capitalized, adequately capitalized, undercapitalized,
significantly undercapitalized or critically undercapitalized, as defined by the law. Federal regulatory authorities also
have broad enforcement powers over us, including the power to impose fines and other civil and criminal penalties,
and to appoint a receiver in order to conserve the assets of any such institution for the benefit of depositors and other
creditors. At December 31, 2013, Village Bank met the ratio requirements to be classified as a well capitalized
financial institution. However, as a result of the Order, Village Bank currently is classified as adequately capitalized.

Loans-to-One Borrower. Under applicable laws and regulations the amount of loans and extensions of credit which
may be extended by a bank to any one borrower, including related entities, generally may not exceed 15% of the sum
of the capital, surplus, and loan loss reserve of the institution.

Community Reinvestment. The requirements of the Community Reinvestment Act (“CRA”) are applicable to the
Company. The CRA imposes on financial institutions an affirmative and ongoing obligation to meet the credit needs
of their local communities, including low and moderate income neighborhoods, consistent with the safe and sound
operation of those institutions. A financial institution’s efforts in meeting community credit needs currently are
evaluated as part of the examination process pursuant to 12 assessment factors. These factors also are considered in
evaluating mergers, acquisitions and applications to open a branch or facility.

Volcker Rule. On December 10, 2013, five U.S. financial regulators, including the FDIC, adopted final rules
implementing the Volcker Rule. The final rules prohibit banking entities from (1) engaging in short-term proprietary
trading for their own accounts, and (2) having certain ownership interests in and relationships with hedge funds or
private equity funds. The Volcker Rule is intended to provide greater clarity with respect to both the extent of those
primary prohibitions and of the related exemptions and exclusions. The final rules are effective April 1, 2014, but the
conformance period has been extended from its statutory end date of July 21, 2014 until July 21, 2015. We are
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continuing to evaluate the impact of the Volcker Rule, but do not anticipate that it will have a material effect on our
operations.

Employees

As of December 31, 2013, the Company and its subsidiaries had a total of 188 full-time employees and 14 part-time
employees. None of the Company’s employees are covered by a collective bargaining agreement. The Company
considers its relations with its employees to be good.
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Control by Certain Shareholders

The Company has one shareholder who owns 6.64% of its outstanding common stock as of February 15, 2014. As a
group, the board of directors and executive officers control 32.47% of the outstanding common stock of the Company
as of such date. Accordingly, such persons, if they were to act in concert, would not have majority control of the
Company and would not have the ability to approve certain fundamental corporate transactions or the election of the
board of directors.

Code of Ethics

The Company has a Code of Ethics for directors, officers and all employees of the Company and its subsidiaries, and
a Code of Ethics applicable to the Company’s Chief Executive Officer, Chief Financial Officer and other principal
financial officers. The Code addresses such topics as protection and proper use of Company assets, compliance with
applicable laws and regulations, accuracy and preservation of records, accounting and financial reporting and conflicts
of interest. A copy of the Code will be provided, without charge, to any shareholder upon written request to the
Secretary of the Company, whose address is P.O. Box 330, 15521 Midlothian Turnpike, Suite 200, Midlothian,
Virginia 23113.

Additional Information
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