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National Bankshares Inc. (NKSH-NASDAQ-US$26.77)
Earnings Continue to Impress; Still a Solid Holding

RATING: Buy SECTOR: Banks & Specialty Finance
TARGET PRICE: US$30 SECTOR RECOMMENDATION: Market-weight
BASIS OF TARGET: Approximately 13 times 2011 EPS estimate

Maintaining Buy Rating; Raising Price Target. NKSH shares continue to perform
well and we are increasing our price target from $28 to $30 and sticking with our Buy
rating. Our target assumes a 13 multiple on our 2011 EPS estimate of $2.30, which we
believe is a very reasonable multiple for a bank that consistently delivers top-tier
returns, has strong asset quality and a robust capital position. Longer term, we still feel
NKSH should be able to continue to grow book value and, once community bank
valuations eventually rebound, should support meaningfully higher return potential in
the years to come.

Few Asset Quality Issues. National continues to maintain great asset quality ratios
that are better than most banks in the region. Nonperforming assets picked up slightly
in the quarter to $10.7 million, or 1.09% of total assets. We expect NKSH'’s credit profile
to remain in better share than most peers, although the weak economy will likely keep
charge-offs at higher than normal levels. NKSH provisioned $0.7 million in the quarter,
which covered net charge-offs and built the reserve an additional 4 basis points to
1.33%.

Capital Still Looks Good. NKSH continues to command an enviable capital position.
At quarter end, their tangible common equity ratio stood at 12.5%, which is up from
11.8% at June 30"™. We expect NKSH to utilize its strong capital position to buyback
shares (100k share authorization renewed in May). In addition, we continue to believe
National is on-track for gradual dividend expansion over the next year.

Earnings Exceed Expectations. National's third quarter earnings of $0.58 beat our
$0.55 estimate due primarily to non-interest expenses coming in roughly $0.3 million
below our estimate. NKSH’'s net interest margin fell 3 basis points sequentially to
4.50%, matching our estimate. Non-interest income came in slightly below expectations
and the provision for loan losses was slightly ahead of our estimate.

Moving Estimates Higher Again. We are taking our 2010 earnings per share estimate
up $0.03 to $2.25 due to the third quarter beat. Our 2011 estimate moves up again, this
time by a nickel to $2.30. We anticipate lower loan loss provisioning needs to offset a
declining margin in 2011 (4.43% versus our 2010 estimate of 4.52%).

Solid Bank Holding. National Bankshares continues to perform exceptionally well in a
tough economy and we feel the stock is an attractive lower risk way to play the
struggling community bank sector. Quarter in and quarter out, NKSH puts up some of
the best returns in the state of Virginia. Combine that with strong credit quality and a
robust capital base and the result is a bank holding that should continue to allow
investors to sleep well at night.

RISK PROFILE: Average
RISK CONSIDERATIONS: general economic risks, interest rate sensitivity, stock liquidity,
asset quality trends
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Valuation Data (source: Baseline)

FYE Dec 2009A 2010E 2011E

Projected P/E: 13.0x 11.9x 11.6x

Projected

EPS: Q1 $0.49 $0.54 $0.56
Q2 $0.48 $0.58 $0.58
Q3 $0.54 $0.58 $0.58
Q4 $0.55 $0.56 $0.58

Total $2.06 $2.25 $2.30

Basis of Estimate: GAAP Net Income

Trading & Operating Data

52-Wk Range: $21.27-$29.48

Dividend Indicated FY1: $0.88
Dividend Yield Indicated: 3.3%
Volume 60-Day Avg (Th): 10.34
Avg. Shares O/S- LQ: 6.9
Market Value ($M): $185.6
Fiscal Year End: 12.00
Book Value PS LQtr: $19.13
Price/BV: 1.5x
Ret on Equity T4Q: 12.5%
ROA LFY: 1.4%
Tangible Book Value: $17.42
Company Profile

National Bankshares is the holding
company of The National Bank of

Blacksburg. NKSH provides a full line of
banking, trust, and investment products
and services throughout the southwestern
region of Virginia. National operates 25
branches and had nearly $983 million in
assets as of the end of Q3 2010.
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Income Statement:
Net interest income (TE)
Tax equivalent adjustment
Net interest income
Provision for loan losses
Net interest income after provision

Trust income
Other

Core non-interest income
Gain on security transactions
Gain on sales of loans
Other

Total non-interest income

Salaries and benefits
Occupancy expenses
Amortization of intangibles
Other operating expenses
Core non-interest expense
Non-recurring expenses
Total non-interest expenses

Pretax income

Provision for taxes

Net income

Cumulative effect of accounting change
Available for common

Average diluted shares
Net Income

Non-recurring items
Pro forma net income

Earnings per share - diluted
Pro forma earnings per share

Assumptions:
Average earning assets
Growth - earning assets
Net interest margin
Avg eamning assets/avg assets
Avg equity/avg assets
Effective tax rate
Projected:
Average assets
Average equity
Return on average assets
Return on average equity
Efficiency ratio

Fourth
Quarter-E

Third
Quarter-E

Second
Quarter-E

National Bankshares

Actual & Estimated Earnings

First
Quarter-E

455
270

2,550 2,550 2,550 2,550

6,225
0

6,075
0

6,025
0

6,225

5,065
1,064

6,075

5,063
1,063

6,025

5,129
1,077

$4,002
0

$4,000
0

$4,052
0

Fourth
Quarter-E

Third Second First Fourth
Quarter-A Quarter-A Quarter-A Quarter-A
$10,442

881

9,561

710

8,851

316
1,783
2,099

2

2,123

2,654
477
271

2,410 2,295 2,166

5,826 5,697
0 0

4,935
1,036

Third
Quarter-A
$9,735
995
8,740
305

Second
Quarter-A
$9,459

First
Quarter-A
$9,199

_1022 1038

8,437
278

8,159

261
1,911

0
0
2,172

2,794
425
273

2,688

6,180
0

5,826 5,697

5,126 5,071
1,129 1,075

$4,002
6,935

4,002
0

$946,842
0.5%
4.40%
93.00%
13.20%
21.00%

$1,018,110
$134,391
1.57%
11.91%
48.86%

Source: Company Reports and Davenport & Company estimates

$4,000
6,935

4,000
0

$942,132
0.5%
4.40%
93.00%
13.20%
21.00%

$1,013,045
$133,722
1.58%
11.97%
48.07%

$4,052

6,935

4,052
0

4,052

$937,445
0.5%
4.45%
93.00%
13.20%
21.00%

$1,008,005
$133,057
1.61%
12.18%
47.61%

$932,781
0.5%
4.45%
93.00%
13.20%
21.00%

$1,002,990
$132,395
1.55%
11.76%
48.60%

$3,899
0

4,756
976

6,180

4,151
794

$3,997 $3,996
0 0

$3,899

6,935

3,899
0

3,899

$928,140

$998,000
$131,736
1.56%
11.84%
47.80%

$3,780
0

$3,357
0

$3,997 $3,996

6,947 6,947

3,997 3,996
1 7

3,998 4,003

$928,140 $929,888 $909,654 $909,411
-0.2% 2.2% 0.0%
4.50% 4.53% 4.57%
93.00% 93.00% 93.60%
13.10% 12.90% 12.81%
21.00% 21.20% 21.50%

$990,306 $989,598 $971,844 $969,092
$130,535 $127,713 $124,529 $122,276
1.62% 1.55% 1.57%
12.52% 12.11% 12.41%
45.25% 47.36% 48.96%

$3,780

6,948

$916,773
-0.7%
4.26%
94.07%
12.09%
20.52%

$974,574
$117,868
1.55%
12.83%
49.31%

$3,357
6,950

3,357
0

$922,876
2.3%
4.10%
94.03%
11.71%
19.13%

$981,514
$114,981
1.37%
11.68%
53.13%

$960,824
$113,111
1.41%
11.98%
49.80%
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Disclosure Section

As of 09/30/10, Davenport’s ratings of covered companies were distributed as follows: 57.2% Buy, 41.7% Neutral, 1.1% Sell

As of 09/30/10, Davenport's percentages of covered companies that were investment banking clients within the past 12 months by
rating were: 12.6% Buy, 9.3% Neutral, 50.0% Sell

Companies Mentioned in this Report and Associated Disclosures
National Bankshares Inc. (NKSH - NASDAQ):I2

Description of Rating System
Strong Buy These shares are viewed as compelling short and long-term investment opportunities. We expect these shares to
materially outperform the market over the next 12 months. Aggressive purchase is recommended at current prices.

Buy These shares offer attractive long-term appreciation potential from current prices. We would expect these shares to
outperform the market over a longer-term horizon and long-term investors can buy at current prices.
Neutral These shares should perform roughly in-line with the current market. We neither encourage the purchase nor the

sale of these securities at current prices.
Reduce/Sell These shares have more downside risk than upside potential at current prices. We expect these shares to
underperform the market at current prices.

Risk Profile Considerations

This risk classification has been determined primarily from considering the level and predictability of earnings, the volatility of the
stock relative to the market, applicable debt ratings, the composition and level of the company's capital structure, the dependence
on key customers, and other relevant risk considerations.

Description of Possible Disclosure Codes

Al The Research Analyst or a member of the Analyst’s household owns common stock of the subject company.

A2  The Research Analyst or a member of the Analyst’s household owns preferred stock of the subject company.

A3  The Research Analyst or a member of the Analyst’s household has options on the common stock of the subject company.
A4 The Research Analyst or a member of the Analyst’s household owns rights for the securities of the subject company.

A5  The Research Analyst or a member of the Analyst's household owns warrants for the securities of the subject company.

A6 The Research Analyst or a member of the Analyst’'s household has futures contracts on the securities of the subject

company.
A7 The Research Analyst or a member of the Analyst’'s household has a short position in the common stock of the subject
company.
A8  The Research Analyst or a member of the Analyst’s household owns a debt security issued by the subject company.
B The Research Analyst or a member of the Analyst’'s household serves as an officer, director, or advisory board member of

the subject company.

I Davenport or its affiliates received compensation for investment banking services from the subject company in the past 12
months.

12 Davenport or its affiliates expects to receive or intends to seek compensation for investment banking services from the
subject company in the next 3 months.

I/lF  Davenport or its affiliates received fixed income investment banking fees from this company within the past 12 months.

S/C The subject company was a non-investment banking — securities related services client of Davenport or its affiliates for
which compensation was received during the past 12-months.
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N/C

O

SCC

The subject company was a non-securities services client of Davenport or its affiliates for which compensation was received
during the past 12-months.

As of the end of the month immediately preceding the date of this report (or the end of the second most recent month if the
report date is less than 10 calendar days after the end of the most recent month), Davenport or its affiliates beneficially
owned 1% or more of any class of common equity securities of the subject company calculated in accordance with Section
13(d) of the Securities Exchange Act of 1934.

The Research Analyst received non-investment banking related compensation from the subject company in the past 12
months.

Davenport or its affiliates managed or co-managed a public offering of securities for the subject company in the past 12
months.

Any other actual, material conflict of interest of the Research Analyst or Davenport and its affiliates, of which Davenport and
its affiliates or the Research Analyst knows, or has reason to know, at the time of this report.

This report has been compiled from sources believed to be reliable; however, there is no guarantee of its accuracy or
completeness. Any opinions expressed here are statements of judgment on this date and are subject to future change without
notice. Neither this information nor any opinions expressed herein are a solicitation to purchase or sell any securities. This
information contains forward looking predictions that are subject to certain risks and uncertainties which could cause actual results
to differ materially from those currently anticipated or projected. Securities discussed in this report may not be suitable for all
investors due to different needs, objectives, and financial resources, nor may the securities mentioned in this report be registered
in every state. The research analyst(s) that prepared this report may receive compensation from a general bonus pool that is
based on various factors, including Davenport's total revenues, a portion of which are generated by Davenport's investment
banking activities.

Additional information is available upon request.

One James Center « Post Office Box 85678 ¢ Richmond, Virginia « 23285-5678 « Telephone (804) 780-2000.

Certification

As the primary author of this report, | hereby certify that the views and opinions expressed herein accurately reflect my
personal views and opinions about the principal subject(s) of this report. Further, | hereby certify that no part of my
compensation was, is, or will be directly or indirectly related to the specific recommendations or personal views expressed
here.

Allan G. Bach




