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National Bankshares Inc. (NKSH-NASDAQ-US$25.94)
NKSH Continues to Report Solid Earnings; Raise 2011 Estimate

RATING: Neutral
TARGET PRICE: NA
BASIS OF TARGET: NA.

SECTOR: Banks & Specialty Finance
SECTOR RECOMMENDATION: Market-weight

Maintain Neutral rating, but would purchase on weakness from current levels.
NKSH provides a great combination of steady profitability, very strong capital levels
and relatively low levels of problem assets. Selling at a 32% premium to stated book
value shows the market has not totally ignored these positive fundamentals. Should
these shares weaken due to market conditions and the current negative attitude toward
financial institutions in general, we could easily envision upgrading the shares if the
valuation metrics become more compelling.

The June quarter was slightly above our expectations. NKSH reported $.61/share
compared to $.58 in the prior year and our forecast of $.60/share. The top line was in-
line with our forecast as slightly higher average earning asset growth offset a nine basis
point compression in the net interest margin. Non-interest revenues were above our
forecast and operating expenses were in-line with our expectations. The loan loss
provision totaled $753 thousand compared to our projection of $825 thousand. The
provision covered net charge-offs by $249 thousand increasing the loan loss reserve to
$8.5 million.

We are raising our estimates for the second half of the year. We are raising our
forecast for the current year from $2.37/share to $2.41/share due to the one cent
upside in the June quarter and our expectations for slightly stronger earnings in the
second half of the year. While we have lowered our assumptions for the margin in the
second year, a more optimistic outlook for provision levels and fee revenue more than
offset our very modest revisions for net interest income.

Asset quality trends looked encouraging. NKSH improved its asset quality metrics
on a sequential basis from a relatively strong base compared to peers. Total NPAs fell
from $10.8 million at the end of March to $8.7 million at June 30". Both accruing
restructured credits and accruing loans past due 90 days or more decreased on a
sequential basis as well. NKSH appears well reserved relative to its current levels of
problem assets.

NKSH has a very strong balance sheet. In addition to the low level of NPAs and
health loan loss reserve, NKSH is extremely well capitalized. Equity was nearly 13.2%
of total assets at quarter-end and tangible common equity was 12.2% of tangible
assets. NKSH has no TARP-related capital. Loans are under 67% of deposits and the
deposit base is 65% transactional and savings accounts. The company has seen
some modest growth in commercial loans of late. Real estate construction credits are
a modest 8% of total loans.

The semi-annual dividend provides an attractive current yield. NKSH increased its
semi-annual dividend payment to $.48/share in its last declaration. The annual payout
of $.98/share provides a healthy 3.7% vyield that should help provide downside support
for the stock.

DAvID M. WEST, CFA
(804) 780-2020
dwest@investdavenport.com

July 15, 2011

Disclosure Code: 12, C
Important disclosures and analyst
certifications are in the Disclosure
Section.

Valuation Data

FYE Dec 2009A 2010A 2011E

Projected P/E: 12.6x 11.6x 10.8x

Projected

EPS: Q1 $0.49 $0.54 $0.58A
Q2 $0.48 $0.58 $0.61A
Q3 $0.54 $0.58 $0.61
Q4 $0.55 $0.55 $0.61

Total $2.06 $2.24 $2.41

Basis of Estimate: GAAP Net Income

Trading & Operating Data

52-Wk Range: $21.27-$32.80

Dividend Indicated FY1: $0.96
Dividend Yield Indicated: 3.7%
Volume 60-Day Avg (Th): 10.78
Avg. Shares O/S- LQ: 6.9
Market Value ($M): $179.9
Fiscal Year End: 12.00
Book Value PS LQtr: $19.65
Price/BV: 1.3x
Ret on Equity T4Q: 12.3%
ROA LFY: 1.5%
Tangible Book Value: $18.06
(source: Baseline)

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 over $1.0 billion in
assets as of the end of Q2 2011.

RISK PROFILE: Average
RISK CONSIDERATIONS: general economic

risks, interest rate sensitivity, stock
liquidity, asset quality trends
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Disclosure Section

As of 07/05/11, Davenport’s ratings of covered companies were distributed as follows: 53.2% Buy, 46.2% Neutral, 0.6% Sell

As of 07/05/11, Davenport's percentages of covered companies that were investment banking clients within the past 12 months by
rating were: 12.5% Buy, 5.6% Neutral, 0.0% Sell

Companies Mentioned in this Report and Associated Disclosures
National Bankshares Inc. (NKSH - NASDAQ):I12, C

Description of Rating System

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.

N/C The subject company was a non-securities services client of Davenport or its affiliates for which compensation was received

during the past 12-months.
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@) 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.

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

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

C 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.

David M. West, CFA




