
 
 
 
 
 
 
 
 
 
 
 
 
 
 
National Bankshares Inc. (NKSH-NASDAQ-US$19.74) 
NKSH: Initiating Coverage with a Buy 
 
RATING: Buy SECTOR: Financials 
TARGET PRICE: US$22.00 SECTOR RECOMMENDATION: Market-weight 
BASIS OF TARGET:  Approximately 1.6x TBV or 11.0x our 2009 EPS Estimate 
 
Attractive Risk/Reward Scenario. We believe that NKSH offers an attractive 
investment opportunity at current levels given its currently depressed valuation; 
therefore, we are initiating coverage of NKSH with a Buy rating. Our $22.00 price target 
is based on approximately 1.6x TBV or 11.0x our 2009 EPS estimate of $2.00, 
representing approximately 15% total return upside from current levels. In addition, we 
are comfortable with NKSH’s capital position, balance sheet composition and relatively 
strong asset quality metrics. NKSH shares are currently trading at 1.4 times tangible 
book value (PTBV) compared to its average PTBV multiple of 1.9x over the past eight 
years. Over this time period, NKSH shares have traded at a PTBV peak of 2.72x and a 
trough of 0.94x, presenting what we feel is an attractive risk/reward scenario. 
 
Attractive Deposit Base and Market Share. National has either a number one or 
number two market share position in each of its top four markets, which in total 
represent approximately 76% of National’s total deposits. In each of these markets, 
NKSH has at least 20% deposit market share. However, these markets lag both the 
state of Virginia and the entire country in terms of expected population growth and 
household income levels. 
 
Top-Tier Returns. National has historically posted very strong returns relative to its 
peers, which we feel supports its premium valuation on a price to book value basis. In 
2007, NKSH’s ROAE (12.60%) exceeded its peer group average by 259 basis points 
and over the past seven years has exceeded its peer group average by an average of 
122 basis points. We believe that NKSH’s strong core deposit base should enable the 
bank to continue to generate above average returns going forward. 
 
Modest Earnings Growth Expected in 2009. Our 2008 and 2009 EPS estimates are 
$1.96 and $2.00, respectively, representing modest low-single digit earnings growth. 
We are currently expecting NKSH’s net interest margin to decline from current levels 
(4.34% in Q3 back to the 4.00-4.10% range in Q4 and 2009) and average earning 
assets to grow at an annualized rate of 4.0% in the fourth quarter of 2008 and 3.0% in 
2009. Our loan loss provision estimate for 2009 of $1.3 million could prove 
conservative depending on economic conditions. Lastly, NKSH has benefited from the 
fallout created by the larger institutions’ issues in the form of additional loan 
opportunities. At period end, NKSH’s loan to deposit ratio was below 70%, which 
should enable the bank to capitalize on such opportunities.  
 
Ample Capital Levels. NKSH’s capital position has strengthened over the past several 
years due to its modest balance sheet growth and strong profitability. At the end of the 
third quarter, National’ s tangible equity to assets ratio was a healthy 10.75%. On the 
asset quality front, total non-performing assets were $3.0 million, or 0.34% of total 
assets, at the end of the third quarter, which compares favorably to most of its peers. In 
addition, net charge-offs remain very manageable at 0.08% of loans. While we expect 
non-performers to increase over the next couple of quarters as a result of the weak 
economy, we expect NKSH’s strict underwriting standards to keep NPAs at 
manageable levels. 
 
 

ALLAN G. BACH 
   (804) 697-2954 
   abach@investdavenport.com 

Disclosure Code: I2 
Important disclosures and analyst 
certifications are in the Disclosure 
Section. 
 
Valuation Data (source: StockVal) 
FYE Dec 2007A 2008E 2009E 
Projected P/E: 10.8x 10.1x 9.9x 
     
Projected 
EPS: Q1 $0.45 $0.46 -- 
 Q2 $0.45 $0.50 -- 
 Q3 $0.46 $0.52 -- 
 Q4 $0.46 $0.48 -- 
Total  $1.82 $1.96 $2.00 
 
Trading & Operating Data 
52-Wk Range: $15.00-$21.98 
Dividend Indicated FY1: $0.78 
Dividend Yield Indicated: 4.0% 
Volume 60-Day Avg (Th): 3.00 
Avg. Shares O/S- LQ: 6.9 
Market Value ($M): $136 
Fiscal Year End: 12.00 
Book Value PS LQtr: $15.80 
Price/BV: 1.2x 
ROE LTM: 12.6% 
ROA LTM: 1.52% 
 
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 26 
branches and had over $892 million in 
assets as of the end of the third quarter 
2008. 
 
 
 
 
 
 
RISK PROFILE: Average 
RISK CONSIDERATIONS: general economic 
risks, interest rate sensitivity, stock 
liquidity, asset quality trends 

October 16, 2008 



 National Bankshares Inc., page 2 October 16, 2008 
 

Investment Thesis and Current Valuation 
 
We believe that National Bankshares offers an attractive investment opportunity at current levels given its currently depressed 
valuation. In addition, we are comfortable with NKSH’s capital position, balance sheet composition and relatively strong asset 
quality metrics. NKSH shares are currently trading at 1.4 times tangible book value (PTBV) compared to its average PTBV multiple 
of 1.9x over the past eight years. Over this time period, NKSH shares have traded at a PTBV peak of 2.72x and a trough of 0.94x, 
presenting what we feel is an attractive risk/reward scenario. Compared to its peers, NKSH shares are currently trading at a 
premium to the group on a PTBV basis (1.4x versus 1.1x 
median for the peer group), which we feel is warranted 
given its superior performance. On a price to earnings 
basis, NKSH shares are trading at approximately 9.9 
times our 2009 EPS estimate of $2.00, compared to the 
peer group median of 10.0x. On a trailing twelve month 
EPS basis, NKSH shares are trading at 10.2x, compared 
to its eight year average multiple of 12.1x and the SNL 
Bank $500 million to $1 Billion Index average multiple of 
16.3x over the same time period.  
 
Any way you look at it, we feel that NKSH shares offer 
the potential for solid returns over the next several years, 
supplemented by its above average dividend (current 
dividend yield of 4.0%). The bank’s strong capital levels 
and market share should enable NKSH to move its way 
through the current cycle in relatively good fashion, 
positioning investors for above average returns once the 
sector rebounds.  
 

 
Investment Positives 
 

• History of Strong Returns. National has historically posted very strong returns relative to its peers, which we feel 
supports its premium valuation on a price to book value basis. In 2007, NKSH’s ROAE (12.60%) exceeded its peer group 
average by 259 basis points and over the past seven years has exceeded its peer group average by an average of 122 
basis points. We believe that NKSH’s strong core deposit base should enable the bank to continue to generate above 
average returns going forward.  

 
 
 
 
 
 
 
 
 
 

• Excellent Market Share in Stable Markets. National has either a number one or number two market share position in its 
top four markets, which represent approximately 76% of National’s total deposits. In each of these markets, NKSH has at 
least 20% deposit market share. However, these markets lag both the state of Virginia and the entire country in terms of 
expected population growth and household income levels. The presence of two universities, Virginia Tech and Radford, 
helps to support the local economy.  See Exhibit 2.  

 
• Above Average Dividend. National’s current dividend yield of 4.0% exceeds its peer group average dividend yield of 

3.3%. National pays a semi-annual dividend and, with the exception of 2001, has increased its dividend every year since 
1995. We believe that NKSH’s dividend is well-covered given its strong capital position, above average returns, and fairly 
modest payout ratio (forecasted to be 39.9% in 2008).  

 
• Ample Capital Position. One of the primary concerns for many banks currently is capital adequacy; however, this is not 

a major concern for NKSH. If asset quality holds up, we believe that National should be able to comfortably move through 
this cycle without a need for additional capital. Given the bank’s strong returns and modest balance sheet growth, on top 
of the already strong capital position, we feel that National’s capital levels should enable the bank to take advantage of 
the opportunity created by the current market turmoil to enhance its market share. See Capital Position section below.  

 

2002 2003 2004 2005 2006 2007 Q3 2008

ROAA 1.53% 1.64% 1.62% 1.52% 1.50% 1.46% 1.61%

ROAE 14.33% 14.77% 14.48% 13.73% 13.41% 12.60% 13.20%

NIM 4.74% 4.82% 4.69% 4.45% 4.14% 3.98% 4.34%

Efficiency ratio 46.78% 46.22% 47.59% 48.69% 49.96% 48.20% 49.18%

Source: Company Reports

NKSH Performance Ratio Trends
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Investment Concerns  
 
• Asset Quality Trends. At quarter-end, NKSH’s asset quality remained strong relative to most others in the industry. Non-

performing assets (NPAs) as a percentage of total assets was 0.34% and third quarter annualized charge-offs were only 
0.08% of average loans. While these ratios are low compared to peers, we expect asset quality will likely deteriorate over 
the next few quarters as economic conditions remain weak. That said, NKSH’s markets, by and large, did not participate 
in the large run up in real estate values and speculative building has been fairly muted compared to other regions. In sum, 
while we expect asset quality to weaken further, it appears that NKSH is positioned to weather the economic storm better 
than most.  

 
• General Banking Environment. The general banking environment remains tough as asset quality deteriorates across 

the board. Additionally, deposit competition remains high, pressuring margins, and access to attractive capital is non-
existent. While we feel that NKSH is well positioned to emerge from the current cycle in good shape, the current market 
conditions do not lend themselves to a favorable banking environment. Again, while Virginia has not experienced the 
magnitude of decline in real estate values that has occurred in other states, the risk is still apparent. The weak economy 
will also likely weigh on loan growth rates over the next several quarters, as well. 

 

Recent Results 
 
National Bankshares recently reported third quarter earnings of $0.52 per share, which was up from last year’s third quarter 
earnings of $0.46. The bank continues to maintain tight underwriting standards during these tough economic times, which drove a 
sequential decline in average earning assets in the quarter (down 5.6% annualized). As we mentioned earlier, we believe the 
company is benefitting from the fallout created by the larger institutions’ issues and, therefore, we expect the balance sheet to 
expand in the fourth quarter and in 2009. The third quarter net interest margin of 4.34% was materially higher than the second 
quarter NIM (up 29 basis points) due to the timing of certain assets and liabilities repricing. The company mentioned that at 
September 30th, the NIM had reverted back to 4.11% and we are modeling for Q4 NIM of 4.10%. The third quarter loan loss 
provision was $280 thousand, which was approximately double the second quarter provision. As expected, asset quality continued 
to deteriorate in the third quarter, although the company’s non-performing assets and net charge-offs remain below peer group 
averages (See Asset Quality section). All in all, a good quarter for NKSH, especially when considering that many of its peers are 
struggling.  
 

Balance Sheet  
 
National’s balance sheet has grown modestly over the past several years. From 2002 to 2007, NKSH’s net loans grew at a 5.1% 
compounded rate, bolstered by the 2004 acquisition of Community National Bank ($67.8 million in assets). We are forecasting 
fourth quarter 2008 average earning asset growth of 4.0% annualized with 3.0% growth in 2009. The relatively modest asset 
growth over the past few years provides a degree of comfort in the current environment, as it indicates that more aggressive or 
speculative credits were not chased, reducing the overall risk of the loan portfolio.  
 
We are also comfortable with the overall composition of the loan portfolio, as construction loans make up only 10.0% of total loans. 
Construction loans have increased as a percentage of total loans over the past three and a half years, up from 5.2% in 2004. 
Residential 1-4 family loans have remained fairly steady at 25%-27% of loans over the past several years, as has commercial real 
estate exposure at 39%-42%. Consumer loans have declined in percentage terms over the last four years, from 13.4% in 2003 to 
10.0% at quarter end. Again, given the modest 
loan growth and relatively low exposure to riskier 
credits, we are comfortable with NKSH’s loan 
portfolio. At quarter end, total CDs were 
approximately 45.5% of total deposits, with jumbo 
(over $100,000) CDs making up only 16.2% of 
total deposits. Transaction accounts have steadily 
grown as a percentage of total deposits since 
2003, from 27.3% to 37.9% at quarter’s end. 
NKSH’s strong core deposit base enhances the 
bank’s franchise value and should support margins 
going forward. Lastly, NKSH’s investment portfolio 
carries, in our opinion, below average risk. In the 
available for sale securities portfolio, state and 
political debt made up nearly 53% of the total fair 
value at quarter-end. Also, National does not hold 
any of the GSE preferred securities in their 
investment portfolio.  
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Capital Position 
 
NKSH’s capital position has strengthened over the past several years due to its modest balance sheet growth and strong 
profitability. At quarter-end, National’ s tangible equity to assets ratio was a healthy 10.75%. National does have the majority of a 
100 thousand share repurchase authorization available and we expect that management will likely deploy some of its excess 
capital into the repurchase program over the next few quarters. In addition, NKSH pays an attractive dividend, which currently 
yields 4.0%. All in all, NKSH’s strong capital position should enable the bank to ramp earnings growth as we eventually exit this 
part of the cycle.  
 

 
 
 
 
 
 
 

Asset Quality 
 
National has historically posted excellent asset quality metrics, although they are not immune from the current economic downturn. 
Total non-accrual loans at quarter-end were $2.0 million, up from $1.2 million at year-end, and loans 90 days past due were $1.3 
million, up slightly versus year-end levels. Total non-performing assets (excluding 90 days past due and still accruing) were $3.0 
million, or 0.34% of total assets, at quarter-end, which compares favorably to most of its peers. In addition, net charge-offs remain 
very manageable at 0.08% of loans. While we expect non-performers to increase over the next couple of quarters as a result of 
the weak economy, we expect NKSH’s strict underwriting standards to keep NPAs at manageable levels. Lastly, NKSH’s primary 
markets did not, by and large, participate in the tremendous run up in real estate values and excessive speculative construction 
that many markets experienced; therefore, we do not expect the downside to be as severe as other areas.  
 

 
 
 
 
 
 

Management 
 
Mr. James (Jim) G. Rakes serves as NKSH’s Chairman, President and CEO. Mr. Rakes has been President of the Bank since 
1983 and also serves as Chairman and President of National Bankshares Financial Services. Mr. F. Brad Denardo serves as 
National’s interim CFO and has been COO of the National Bank of Blacksburg since 2002. National’s management team has been 
with the company for an extensive period of time, which has certainly helped in the bank’s efforts to navigate the current tough 
banking conditions successfully.  
 

Risks 
 

• Interest rates. Income derived from interest-earning assets and interest paid on interest-bearing liabilities are sensitive to 
general economic conditions and changes in monetary policy. While NKSH attempts to manage this sensitivity, the 
business may be impacted either positively or negatively as yields and costs shift during times of fluctuating interest rates.  

 
• The company offers loans secured by real estate, the value of which can fluctuate and adversely affect the company’s 

ability to collect payment on the loans.  
 

• Asset quality could deteriorate and hurt earnings from the need to increase loan loss provisions. 
 

• Regulatory/Legal environment. National Bankshares is in a heavily regulated industry. The Bank is a national association 
and is subject to supervision and regulation by the Office of the Comptroller of Currency. The Bank is also subject to 
supervision and regulation by the FDIC and the Federal Reserve.  

 
• NKSH is a very thinly traded stock. Orders should be placed with care.   

2002 2003 2004 2005 2006 2007 Q3 2008

Tier 1 risk-based capital 12.73% 13.93% 12.36% 13.10% 14.16% 14.82% 15.23%*

Total risk-based capital 13.80% 15.01% 13.39% 14.10% 15.04% 15.67% 16.07%*

Leverage capital ratio 9.02% 9.95% 9.00% 9.35% 10.01% 10.63% 10.77%*

Tangible Equity to Assets 9.23% 10.12% 9.00% 9.08% 9.48% 10.31% 10.75%

*Period end Q2 2008 (Q3 2008 data not available) Source: Company Reports

NKSH Capital Ratio Trends

2002 2003 2004 2005 2006 2007 Q3 2008

Net C/Os to Avg. Loans 0.35% 0.34% 0.30% 0.17% 0.07% 0.07% 0.08%

NPAs to Assets 0.12% 0.28% 0.16% 0.07% 0.04% 0.16% 0.34%

LLR to Loans 1.24% 1.32% 1.20% 1.11% 1.03% 1.00% 0.99%

Source: Company Reports

NKSH Asset Quality Trends
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National Bankshares Inc. 

 
 
Disclosure Section 
As of 10/01/08, Davenport’s ratings of covered companies were distributed as follows: 52.1% Buy, 43.1% Neutral, 4.8% Sell 
As of 10/01/08, Davenport’s percentages of covered companies that were investment banking clients within the past 12 months by 
rating were: 5.7% Buy, 8.3% Neutral, 0.0% 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  
A1 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.  
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I Davenport or its affiliates received compensation for investment banking services from the subject company in the past 12 

months.  
I2 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/F 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.  
O 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, I 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, I 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 


