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THE VICTORY BANK STATEMENT OF PURPOSE

We exist to optimize the financial lives of our clients.
The Victory Bank Client Experience
is defined by fairness and good advice, by convenience, speed and responsiveness,
and by integrity and respect.

VALUES

The Victory Bank Team achieves success through high personal and corporate character, by sharing
valuable experience and knowledge, and by exhibiting consistent, daily behavior that benefits our clients.

We value:

* Extraordinary Personal Service — Every ¢ Planning, Efficiency and Systematic

client contact is an opportunity to better our
clients’ lives, leaving them feeling valued,
important and satisfied. Perfection of

The Victory Bank Client Experience
is our inspiration.

Ethical Behavior - We always strive to do
what is right and best for the long-term interests
of our clients, team members and shareholders.

Personal and Corporate Integrity — Our
values stand the challenges of business, and the
tests of time. We do not compromise our values
for personal or corporate gain.

Candor - Open, honest and direct communica-
tion is expected throughout the organization
regardless of title or position. Pollution of our
work environment with gossip and negativity is
not acceptable.

Respect for All - We conduct business so
that all constituencies are served, regardless of
age, gender, race, sexual preference, disability,
religious or political views, and in a way

that benefits our team members, our local
communities and our shareholders.

Credibility - We do what we promise.

Consistency and Excellence — We love
doing things right the first time, and are
relentlessly committed to excellence.

Thinking — We establish clear plans and goals,
designed to ensure the success of the bank.

We carefully consider the long-term implications
of our decisions, and operate efficiently and
without waste.

A Learning Organization - We are

committed to the never-ending improvement of
our systems and technology, and to constantly
bettering our individual knowledge and skills.

Creativity and Innovation - We recognize
and reward those team members who find better
ways to do things. Change and experimentation
are encouraged, and mistakes are viewed as
opportunities o learn and improve. When things
go wrong, we focus on solutions and learning
rather than blame.

A Great Working Environment - The safety
and satisfaction of our team members is
fundamental to meeting our goals. Our longterm
goal is to make The Victory Bank the employer
of choice.

Teamwork — We recognize and celebrate the
importance and power of teamwork, of working
in a collaborative way where individual
recognition is secondary to accomplishing the
common good.

Ultimately, we measure our success through the outlook of our clients, whose total satisfaction assures
corporate growth and financial success. Perfection is our inspiration.
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Introduction

Thousands of years ago, merchants using pack animals and
the strength of their own backs set out on long expeditions,
carrying spices, exotic foods, silks and oils, navigating along
river valleys and over mountain ranges, through ever-changing
weather and treacherous conditions, in the hopes of selling
these goods for a small profit. While they sometimes used
the sun, moon, and stars to guide their travels, they more
commonly followed the simple dirt paths that lay before
them, trodden into recognition over time by their predeces-
sors, knowing that these proven paths led to their chosen
destinations.

In our modern world, trucks, railroads, airplanes and gigantic
ships laden with raw materials, clothing, produce, automobiles
and every kind of consumer goods are in constant motion,
guided by satellites and computers, able to avoid the worst
kinds of weather and travel at high speeds across many
thousands of miles from continent to continent and deliver
billions of dollars of goods each day.

Despite these many technological changes, | would argue
that in the most important way, nothing about the merchant
business has changed! The value created to others by these
modern merchants is not at all about available tonnage,
modern navigation systems or the cost of fuel. The value of
the business is still about delivering the goods! In other
words, nobody on the receiving end thinks much about the
logistics required in getting fresh blueberries to the market all
the way from Chile — they just want to go in the market and
buy berries of good quality at a fair price.

And so it is in banking.

Our customers are not looking for a fancy marketing slogan,
technology so slick they don’t know how to use it, or some
kind of clever “brand,” filled with promises we don’t intend
to keep. What they need is good advice, convenience,
consistency, accuracy, and most importantly, the peace of
mind they achieve banking with experienced local bankers
they know and trust.

That is why The Victory Bank is here.

Great advice, consistent personal service and impeccable
credibility are the goods we strive to deliver.



Like the time-worn trails followed by those ancient traders, the
path we chose when we founded this bank was clear and
straightforward - to build a local banking company focused
on the needs of local businesses and professionals, and to do
everything within our power to create a banking relationship
molded around their needs and preferences, instead of what
was convenient or easy for us as bankers. The path we chose
obligates us to always consider the long term best interests of
every client, in everything that we do.

We believe that if we do this in a most consistent way, if we
stay the course we have chosen, our business will grow
and prosper, and our shareholders will benefit from such
growth and prosperity.

Key Success Factors

The Victory Bank focuses its efforts on these Key Success
Factors:

e Clear Strategic Focus

* Management by Values

* Hiring, Training and Keeping Better Bankers
* “Golden Rule” Service

* State of the Art Technology

e Efficiency

e Our Clear Strategic Focus directs us to efficiently
deliver loans, deposit products, cash management
services and merchant services to small and medium
sized businesses and professional practices, and to avoid
the distraction of trying to be all things to all people.
Management by Values means that we hire team
members for whom the values listed in our Statement of
Purpose resonate in a profound way, and that we use
these values to govern our behavior and to lead us to
making good decisions.

Hiring, Training and Keeping Better Bankers is
the foundation of our strategic approach to banking, and
our most important differentiator.

“Golden Rule” Service creates a strategic advantage
for our bank as compared with many other financial
services companies. Our focus is to always do what is
right for our customers and treat them the way we wish
to be treated.

Joseph W. Major
Chairman and CEO

e Our application of State of the Art Technology
allows the bank to provide our clients with unmatched
convenience and service, and to control costs.

¢ Our commitment to Efficiency drives us to operate in a
careful, frugal manner, and to consider the revenue gain
to be derived from any proposed expenditure.

Financial Results and Key Milestones

It is self-evident that the operating environment experienced by
the bank has been far different than what we had expected
during the planning phases for the bank in 2006,/2007, with
overall loan and deposit rates much lower than our forecasts,
overall credit demand and credit quality extraordinarily lower
than in the past, and yields on alternative investments also at
historic lows. Given the reality of the fixed overhead required
to run any bank (think buildings, computer systems, qualified
people, legal fees, etc.), we had no choice but to grow

the balance sheet in a manner designed to reach sustained
profitability, all without taking dangerous risks in making
loans, a challenging undertaking indeed given the treacherous
external operating environment. The core of our success

thus far is the creation of valuable relationships with local
businesses and professionals, based upon knowing the
marketplace and holding ourselves to traditional underwriting
standards.

We are pleased to report that the bank enjoyed its first
profitable month in October of 2010, and generated an
overall profit of over $200,000 during the fourth quarter
consisting of core profits and tax benefits generated through
the recapture of losses as offset against projected 2011
earnings. This was the 11" full quarter of operations, a point
in time almost exactly in line with the original projections for
reaching profitability. For the year 2010, we had budgeted
a loss of $613,562, but the actual loss was smaller at
$499,067.

We believe the bank has reached a size where it can be
sustainably profitable, in essence to have “grown into” the
fixed overhead burden, while maintaining overall quality in its
credit and interest rate risk profiles. Please note the following
financial highlights:
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e Total Assets grew from $55.6 million at December 31,
2009 to $84.9 million at yearend 2010.

e Total Loans, net of the allowance for loan losses,
increased $27.0 million during 2010 to $73.4 million.
® Deposit Growth of $27.3 million to $75.4 million during

2010.

e Growth in Net Interest Margin from 2.82% in 2009 to
3.74% during 2010.

® Net Interest Income more than doubled from $1.1 million
in 2009 to $2.6 million in 2010.

* Non-Interest Income increased from $134 thousand in
2009 to $310 thousand in 2010.

e Asset Quality — The Bank’s allowance for loan losses to
total loans increased slightly from 1.23% at December
31, 2009 to 1.26% a year later.

® The Bank’s Capital Ratios remain well in excess of
regulatory requirements for Capital Adequacy Purposes
and also to be considered Well Capitalized under
Prompt Corrective Action Provisions.

Capital Raise

Banking is a highly regulated industry, perhaps more today
than ever before. A common misconception is that banks can
use their deposits and borrowings to fund all of their lending
and investment activities; however, like all banks, The Victory
Bank is required to keep a certain amount of capital on the
balance sheet, usually derived from investors and from
earnings retained over time. These various capital ratios are
absolute limitations on the overall asset size of the company,
and on how much risk it can take.

The Victory Bancorp conducted a smalll, private-placement
stock offering in the fourth quarter of 2010, issuing a new
class of convertible/preferred stock that is expected to pay a
7%, non-cumulative dividend, subject to quarterly regulatory
approval and approval of the board. Prior to year-end, the
company received additional capital of $1.2 million from
this offering. The Victory Bancorp retained approximately
$138 thousand of this raise at the holding company level,
down-streaming the rest of the capital to the bank, to allow
the bank to continue to follow its business plan and grow its
overall asset size.

Because of market conditions and valuations on all bank
stocks, it was necessary to establish a conversion price and
dividend payout that would attract new capital into the bank,
a valuation that was ultimately somewhat dilutive to the
original investors. However, with this new capital on the
balance sheet, we believe that the bank is well-positioned to
continue its growth path well into the future.

Plans for 2011 and Beyond - Staying the Course

Fundamentally, the company plans to grow the balance sheet
at a steady pace, remaining committed to its core strategy
and values. Our budgets call for adding experienced
commercial bankers and support staff so that we can provide
our existing client base with excellent service and good
advice, while adding new clients in a consistent pattern of

growth. Boiled down to its essence, we intend to “stay the
course,” and use the recent infusion of capital to do “more of
the same.”

We also believe there is great value in expanding our use

of technology; many of our clients make almost all of their
deposits using one of the Remote Capture Services available
from our bank, sometimes supplemented with our courier
service. They take advantage of our on-line banking products
to pay bills, and our highly competitive merchant services
program so that they can accept credit card payments from
their customers.

Our plans also call for greater efficiency than ever. In part
because of new legislation passed by Congress during 2010
in response fo the financial crisis of the past few years, and in
part because of the overall banking regulatory climate, the
burden on our company to comply with laws and regulations
is greater than ever, and is expected to become even more
difficult in the future. Crying about it won't help - part of our
solution is to systematize our practices in this regard, making
sure that this company is both compliant and efficient. We
also plan to drive our growth using our existing banking
facility in Limerick, and have no plans for additional bank
branches in the immediate future.

Conclusion

Certainly 2010 was a crucial year in the history of The
Victory Bank, a year that will always be remembered as the
time when we achieved sufficient growth to start generating
a profit, and were able to attract a significant amount of new
capital to facilitate growth and stability. In closing, | would
offer our most sincere thanks and appreciation to all of you
who have invested into the bank, to those who have joined
our team and helped us build our business, and to those who
have chosen to bank with us. Thanks to all of you for your
support and referrals, as we look forward to a successful
2011 and beyond.

Sincerely Yours,

LI

Joseph W. Major
Chairman and CEO

The Victory Bank
The Victory Bancorp






THE VICTORY BANCORP INC

Consolidated Balance Sheet
December 31, 2010 and 2009

2010 2004
Assels
Cash and due from banks § 1, 642, 452 3 FED 655
Fedaral lunds sokd 1,013,000 3,905 Q0
Cash andd cash equivalents 2 B85 452 4 BERBS 655
Securities available-for-zaks E,67E,813 2,341,334
Laans recenvable, ned of allowancs lor loan osses
of 8932831 and £579, 844 F3.391 444 48,350 661
Pramisaes and equipmaent, ned 1,037,740 1,193 065
FReatricted inveatmeant in banlk stocks 461,600 452 800
Acoreed inMeras] resosy ks 218,026 147 223
Federal Deposit Inswance Corporation prepaid assessmient 158,462 263,899
Crier assets 341,839 130,149
Total asseis £ B, 942 376 5 55,654,790
Liabilities and Stockholders’ Equity
Liabilithes
Deposits:
MNon-interest beanng 5 E,931,322 = 4 130170
Interest-bearng H6,457,718 43,574,374
Total deposins 75,395,040 48,104 544
Secured borrowings 1,151,034 -
Accrued inleres! payvable 6,408 3,266
rthear liabilities 343,220 213,359
Total liahilities 76,915,732 48,341,169
Stockhaoldars' Equity
Prefarred stock, $1 par value; authorized 2 000 000
Sarigs A - Series D cumulative, non-convaribha,
£1,000 liguidation valua, 2,107 shares issued and outstanding 2 107,000 2107 000
Series E non-cumulative, comegrtible, 100 liquidation value
13,208 shares isswed and outstanding 1,247,785 -
Camman slock, $1 par value, awiharized 10,000,000
shares; issued and cutstanding 1,025,464 shares 1,025 464 1,025, 464
Surplus 0 253 580 0 ZE1 324
Sccumulated deficit [5,6681,231) 15,060,030
Accumulated othar comprehensive income 9,995 9,863
Total stock holders’ equity B 022 594 7,313 621
Todal liakilities and stockholders' aguity £ 84 042376 5 BREhLq Tod

See nofes to consolidated fnancia! slatements



THE VICTORY BANCORP INC

Consolidated Statement of Operations
Years Ended December 31, 2010 and 2009

2010 2005
Interast Incoma
Interesl and 1eas on lnans 5 3514132 5 1. 858,145
Inkgrest on Invastmient securiies 49,555 i BhE
Interest on federad funds sold T.438 7,183
Inkgrest on deposss inoiher banks 526 1,628
Tatal infgrast income 357,355 1.961,513
Interest Experises
D posits HEL Han B4 B2
Shart-tarm boerowings 3,478 1,704
Talal imeras] aspensa Qg 023 48 E9E
Ml irlerast insamea 2 E0a3, 158 1,113,217
Prowvigion for Loan Losses 352 BH2 A0, 717
Mal imaraal incama gitar provigion o kKan kegas 2250, 354 T2, 500
Hon-Interast Incomsa
Senraca chargas and achwity 1ass 76,828 19,633
“al galns on sales ol lnans 201,208 97,673
Other mcome 37,423 16,725
Tatal mgn-nbarest incoms 10,457 134 0a1
Hon-interest Expenses
Salaries and employes benefis 1 583,128 1 . BES BES
Ceoupancy and equipmaenl 588,721 541,745
Legal and professiomal fees 181,091 283 ZER
Aohvertising and promotion B, 00 173,614
LOEN axpanses a5,147 25,644
Diala procaessing cosis A0, 031 A0, fd
Sugphas, prirting amnd pOElEge SiG, 482 57.516
Talapghone 18,717 15,147
Erlestainmanl a4, 392 33,702
ileage and 1ok 19,622 13,582
INEuranca 34,148 o6 408
Faderal Depogit Insurence Comporabion premiums 114,746 BB 432
Dues and subscripions 5018 7 447
Shares tax 2. T4A20
Other 12,363 6, BSE
Tatal ngn-nbarest EEEANEES 3.159,B78 3225 B1F
Loss belos incorme lax banalil 1639, ET {2350, A
Incame Tax Beanalil 14501, B
Mel loaa 1499, 067 {2350, 588
Praferrad Stock Dividends 102,134 21,128
Met lass avallabka 3 comman stockhoklars 5 a1, 201 5 pe B0, 4 1E)

Sl ROeR 10 consohdabad Inancial slalements



THE VICTORY BANCORP INC

Consolidated Statement of Stockholders’ Equity

Years Ended December 31, 2010 and 2009

Balanes, Jasuary 1, 2009

Compreranehe lnes:
et boss
Lirrssa bzl Magees on
saounas avalaso

bor - st

Tolal comprehenave
[[.11.]

ssuancs ol prebered siock,

Enarcise ol warrans
Cash dideraie Gn prefarmed sl

Sharg-tased fompensalion
L= =

Batence, December 11, 2005

Comperanshe luss
et boscs
Urreakzed losses on
sopuries avalabio

lor - scithin

Tkl camips b Shwi
loss

srnnpews ol pealerend gicok
rwil ol cifiring et ol

f-pisRalh]
Cash dividerds on prafamed siock

Siara-as e [EE TR b
O e e

Ecaumidalad
Citcher
Preferred Cosrenan Ancamulsed Comprehanalve
Stock Foch Surphus Dl it Incams (Loss] Talal
L £ 10846 § 9BAMIZ % [RATRENA| L i, LI EY
2355.238)| 2:255,254)
18,564 i &, e
2,380, T24]
2040, 000 = 2 080, [Cd)
B1,000 (B4 005
. j21,128] 21, 1308
123 612 123612
2.0orngn 1025 4G4 9.231.224 |5 0| 863 T AL G2
(A0 DET| {0, DET)
133 133
i ] |
1,247,708 : 1,247, 788
IOz 134) A0E, 134)
G230 GE, 290
g 3,354,735 - ] 1025 464 § 9,293 58] 8 [5861.2M] -] 0 908 L] B037 B

Balance, Decamber 31, 2010

Sed nofes o consolidaled inancia! slatements




Cash Flows from Operating Activities
Mot loss
Adjusiments o reconcile nel loss o ned cash
provided by (used in) opsrating activities:
Provision for loan losses
Drapresciatian
Share-based compensation
Defarred income taxes (baneafit)
Mat accration of immestment securities
Mal realized gain on sale of lbang ek Tor Sale
Oirgination of loans held for sale
Proceads from sale of loans hekd for sale
Increase in accrusd interest receivabla
(Increase) decrease in Federal Deposit
Ingurance Conporation prepald assessment
Increase in other assets
Increase in accrued inberest payable
Ingrease in olhes lahilities

Met cash provided by (used in) oparating actvities

Cash Flows from Investing Activities

Activity im availabde-for-sake securities

Purchases

Proeceeds from malurities, calls and principal paydowns
Met increase in loans
Redemption of restricted investmend in bank stocks
Purchase of restricted investmant in bank stocks
Purchaseas of pramises and equiprm ant
Disposition of premises and aguipmant

Met cash uasd in Fvasting activities
Cash Flows Irem Financing fActivities
Met increase in deposits
Met proceeds from Esweance of preferred stock
Cash dividends on prefarred stock
Procends from secured borrawing
Met cash provided by financing aclivities
Met increase (decrease) in cash and cash equivalents

Cash and Cash Equivalents, Beginning

Cash and Cash Equivalents, Ending

Supplementary Cash Flows Iinformation
Exprcise ol warrants

Interest paid

THE VICTORY BANCORP INC

Consolidated Statement of Cash Flows
Years Ended December 31, 2010 and 2009

2010 2009
& (489,067 % (2950201
A5 g 350,
212,723 200 430
82 256 123,512
{140,000) -
2.318 5,266
{201 .206) (97 673)
[3,285.075) (B30, 688)
3,620,115 913,758
{70,803 (98,109)
104437 (PR3, &00)
{71 6a0) (55,025)
220 17,778
129 BE1 87,156
220,173 {1.947.015)
[36,099,301) (33,500 664)
32,710,731 33,613,933
(27 616 699) (28, BE3, 040)
21,200 -
- {388,100}
{77073 (568, BB6)
19,681
(31,841 557) (29715 B57)
27,294,408 32 584,030
1,247,785 2 046,000
('Iﬂ?_ﬂ-l-l] 121 I;’H:l
1,151,034
29,591,181 34,608,911
(2,030,203 2 B4R, 030
4, GES 655 1.739,616

5 2,655 452 ] 4 665,655

5 ] 61,000

5 S84 601 E B30.e17

Sew nofas lo consovdaled Tnancial stafemenis



THE VICTORY BANCORP INC

Notes to Consolidated Financial Statements
December 31, 2010 and 2009

1. Summary of Significant Accounting Policies

Principles of Consolidation

The consolidated financial statements of The Victory Bancorp, Inc. (the “Corporation”) are prepared
an tha accrual basis and included in the accouwnis of The Victory Bancorp, Inc. and its wholly-ownaed
subgidiary, The Victory Bank {the “Bank™. Al significant accounts and transactions have been
aliminated from the accompamang consolidated hnancaal statemeantis.

Organization and Nature of Operations

Tha Victary Bancorp, Inc. is a registered bank holding company, which awns 100% of the outstanding
capital stock of The Viciory Bank, The Corporation was incorporated under the laws of the State of
Pannsylvania in 2009 for the purpose af serving as Tha Victary Bank's holding comparny. The holding
company structure provides flexibility for growth through expansicn of our businesses and access 1o
varied capital raising operations. The Corporalion’s primary business aclivily consisls ol ownership of
all of the ouistanding siock of The Victory Bank. As of December 31, 2010, we had 308 stockhalders
aof recard.

The Bank is a Pennsylvania chartered commercial bank which was chartered in January 2008, The
Bank operates a full-service commaercial and consumer banking business in Momgomery County,
Pennsylvania. Qur focus is on small- and middle-market commercial and retail customers, The Bank
ariginatas securad and unsecurad commarcial loans, commearcial morlgage leans, consumer loans
and construction loans. We do not make subprime loans, We also offer revalving credit loans, small
businass leans and automobile leans. The Bank offers a vamely of deposit products, incleding
demand and savings deposits, megular savings accounts, invesiment cerificates and fixed-rate
cerlificates of deposit. As a state-charered bank, the Bank is subject ta regulation of the
Pennsylvania Departiment of Banking and Federal Deposit Insurance Corporation, The area served
by the Bank is primarily Monigomery County, Pennsylvania.

Basis of Financial Statement Presentation

Accounting Standards Codification [(ASC) 855 astablishes general standards for accounting for and
disclosure of events that occur after the balance sheet date bul before financial statements are
issuad. ASC B55 sals forth the period after the balance shest dale during which managemant of an
entity should evaluate evenis or transactions that may occur for potential recognition in the financial
slatements, dantihes the arcumstances uwnder which an entity should recognize avenls o
transactions occurring after the balance sheet date in its financial statements, and the disclosures
that should be made about events or transactions thal occcur aller the balance shest date. In
preparing these consolidated financial statements, the Bank evaluated the events and transactions
that eccurred belwaen December 31, 20010 and April &, 2011, the dale thess linancial slatements
were issued,

Estimales

The preparation of financial statements in conformity with accounting principles generally accepted in
the United States of America reguires management o make esfimates and assumptions that affect
the reported amounts of assels and liabilities and disclosure of contingent assets and liabikties at the
date of the financial statements and the reportad amounts of revenues and expenses during the
reparting year. Actual results could difier from those estimates. Material estimates that are particularly
susceplible to significant changa in the near term relate to the determination of the allowance for lean
losses, ather than temporary impairment of securities, and the valuaiion of deferred tax assets.




THE VICTORY BANCORP INC

Notes to Consolidated Financial Statements
December 31, 2010 and 2009

1. Summary of Significant Accounting Policles {(Continued)
Significant Group Concentrations of Credit Risk

Most of the Bank's acliviies are with customers localed within Montgoemery Counly, Pennsylvania.
Mote 4 discusses the types of lending that the Bank engages in. Although the Bank has a diversified
lean portiolio, its deblors’ ability to honor thelr contracts is influenced by the region’s econamy.

Cash and Cash Equivalents

For purposes of reporting cash flows, cash and cash equivalents include cash on hand, amounts due
from banks and federal funds sold, all of which mature within ninety days. Generally, federal funds
are sokd for one day perods,

Securities

Management detarmines the appropriate classification of debt investment securities at the time of
purchase and reevalustes such designation as of each balance sheet date. Securities that
management has the positive intent and ability to hosd until maturity are classified as helkd-to-maturity
and are carried &t their remaining unpaid principal balance, net of unamorized premivms, or
unaccreted discounts, Al December 31, 2010 and 2003, the Bank had ne imvesiment securilies
classified as held-io-maturity.

Securities thal will be held for indefinite pericds of time, including securiies thal may be sold in
response 1o changes in market interest or prepayment rates, needs for liquidity and changes in the
availability of and the yield of allernative imsesiments are classified as avallable-for-sale. These
securities are carried at fair valug, which is determined by obtaining quoted markst prices or matrix
pricing. Unrealized gains and |losses are excleded from earnings and are reporlted in olher
comprehensive income, Realized gains and kosses are recorded on the trade date and are
determined wsing the specific identification method. Premiums are amortized and discounts are
accreted using the interest method over the estimated remaining term of the underlying security,

Managemenl evaluales secunlies lor ather-than-lemporary impaisment on al leasl an annual basis,
amnd more frequently when economic or market concerns warrant such evaluation. Declines in fair
value of securities below their cost that are deemed 1o be olher-than-lemporary are separaled inlo {a)
the amount of the tatal other-than-tempaorary impairment related to & decrease in cash flows expected
to be collected from the debt security (the credit boss) and (b) the amount of the total other-than-
temporary impairment related to all other factors, Tha amount of the total other-than-temporary
impairmeant related to the credit loss |s recognized in earnings. The amount of the total othar-than-
temporary impairment related to all other factors is recognized in other comprehansive income (loss).
In estimating other-than-temporary impairment losses, management considers (1) the length of time
and the extent to which the fair value has been less than cost, (2) the financial condition and near-
term prospects of the issueer, and (3) whether or not management inlends to sell or expects that it is
mare likely than not that it will be reguired to sell the dett security priar to any anticipated recovery in
fair vale

U.5. Small Business Association (SEA) Lending Activities

Tha Bank orginates loans o customers in its primary markel area under an SBA program that
generally providas for SBA guarantees of up to 80 parcant of each koan. The Bank generally sells the
guarantesd portion of its SBA loans to a third party and retains the servicing, holding the
nonguaranteed portion in s portfolio. When the guarantesd portion of 3 SBA lban is sold, the
pramium received on the sale and the present value of fulure cash flows of the servicing assets are
recognized in income, Howewver, new authoritative accounting guidance effective January 1, 2010,
under Financial Accounting Standards Board ASC BBD, Transfers and Servicing, requires that the
gains on sales of SBA Via) bhans be deferred for a 30-day period after the sale, which coincides with

the buyback or warranty period required by the SBA for all secondary markel sales. r



THE VICTORY BANCORP INC

Notes to Consolidated Financial Statements
December 31, 2010 and 2009

1. Summary of Significant Accounting Policies (Continued)

At December 1, 2010, the Bank had committed to sell thres loans totaling appraximately $1.2 millicn,
which are presented as secured hnrrt:-wings on the balance sheel.

On January 28, 2011, the SBA released notice of a change in the Secondary Participation and
Guaranty Agreaments removing the warranly period of 90 days for all loan sales made under he new
agreement after February 15, 2011,

SBA sericing assats are recognized separately when rights are acquired through the sale of the SBA
guaranteed portion. These servicing rights are initially measured at fair value at the date of sale and
included in the gain on sake. Te determine the fair value of Morigage Servicing Bights (MSRs), the
Bank uses market prices for comparable morigage servicing contracts, when available, or
allematively, uses a valuation model that calculates the present valug of estimated luture net
serviging ingome. In using this valuation method, the Bank incorporates assumplions that market
parficipants would use in estimating fulure net servicing income, which includes estimates of the cost
to service, the discount rate, custadial earnings rate, an inflation rate, ancillary income, prepayment
speads and defaull rates, late fees and losses.

These M5Rs are amortized in proportion to and over the period of estimated net servicing income or
nal servicing koss and measured for impairment or increased obligation based on fair value atl each
reporting date. The amorization of the MS3Rs is analyzed pericdically and is adjusted to reflect
changes in prepayment rates and other astimates.

Serviced kans sold o others are not included in the accompanying consolidated balance sheei.
Income {lossas) and fees collected for [oan samacing ara Included in non-imanesl income.

Loans Receivable

Loans receivable that management has the intent and the ability to hold for the foreseeable future o
urtil matwrity or payoff are stated at their outstanding unpaid principal balances, nat of an allowance
for loan losses and any delerred fees or cosis. Interest income s accrued on e unpaid principal
balance, Loan crigination fees, net of certain direct crigination costs, are deferred and recognized as
an adjustment of the yvield {interest income) of the relaled bans. The Bank is generally amorlizing
these amounis over the contractual life of the loan.

The accrual of interest is discontinued when the coniractual payment of principal or interest has
become 20 days past duwe or managemeant has serious doubts about furihar collectibility of principal or
interest, evien though the lan is currently performing. A loan may remain on accrual status if it s in
the process of collection and is either guaranteed or well secured. When 3 lkoan is placed on
nonaccrual status, unpaid interest credited to income in the current year & reversed and unpaid
interest accrued in pricr yaars is charged against the allowance for loan losses. Interest received on
nonaccrual loans generally is either applied against principal or reported as inferest income,
according to management’s judgmeant as ta the collectibility af principal. Generally, loans ara restared
to accreal stalus when the obligation is brought current, has performed in accordance with the
contraciual terms for a reasonable period of time and the ultimate collectibility of the total contractual
principal and interest is no longer in doubt,

Allowance for Loan Losses

The allowance for loan losses is eslablished through provisiens for loan losses charged against
income. Loans deemed to be uncollectiblea are charged against the allowancs for loan lossas, and
subsequent recoveries, if any, are credited to the allowance

12



THE VICTORY BANCORP INC

Notes to Consolidated Financial Statements
December 31, 2010 and 2009

1. Summary of Significant Accounting Policies (Continued)

Tha allowance far loan losses is mamtained at a leveal considered adaguate to provide for losses that
can be reasonably anticipated, Management's periodic evaluation of the adequacy of the allowance iz
baszed on known and inharant risks in the portfolic, adverse situations that may attect the borrowar's
ability 1o repay, the estimated value of any underiyving collateral, composition of the loan portfalio,
current aconemic conditions and olher redevant factors. This evaluation s mbharantly subjective as it
requires material estimates that may be susceptible to significant revisions as more information
bacomes available.

The allowance consists of specific, general and unallocated compaonents, The specific component
relates 1o laans that are classified as either doubiful, subsiandard, or spacial mention. For such leans
that are also classified as impaired, an allowance is established when the dizcounted cash flows (or
callateral value or ohservable markel price) of tha impaired lean is lowar han the carrying value of
that koan. The general compenent covers non-impaired loans and is based on historical loss
axperience adjusted for gqualitative factors. An unallocated component B maintained o cover
uncertainties that could affect managements estimate of probable losses. The unallocated
componeani ol the allowance redlects the margen of imprecision inherent in the undarlying assumpbans
used in the methodologies for estimating specific and general lesses in the porticlio,

A lpan is considered impaired when, based on current information and evenls, it is probable that the
Bank will be unable to collect the scheduled payments of principal or interest when due according to
the contraciual terms of the lban agreemeni. Factors considered by management in determining
impairmeant include payment staius, collateral value and the probability of callecting scheduled
principal and inferest payments when dusa. Loans that expernience insignificant payment delays and
payment shortfalls generally are not classified as impaired. Management determines the significance
ol payment dalays and payment shortlalls on a case-by-casa basis, taking inte consideration all of the
circumstances surrounding the loan and the borrower, including the length of the delay, the reasons
for 1he delay, the bormower's prior paymen! record and the amount of the shortfall in relation 1o the
principal and interest owed, Impairment s measured on a loan by loan basis for commercial and
canstruction loans by either the present value of axpacted lutura cash Nows discounted al the loan's
effective interest rate or the fair value of the collateral if the loan is colateral dependent,

Large groups of smaller balance homogensous loans are collectively evaluated for impairment.
Accordingly, the Bank does not separately identify individual consumer and home equity loans for
impairment disclosures, unless such loans are the subject ol a restruciuring agreement.

Transfers of Financial Assets

Translers of linancial assels, including loan and loan participation sales, are accounted lor as sales,
when control over the assets has been surrendered. Control over transferred assets is deemed io be
surrendered when (1) the assels have been isolated from the Bank, pul presumplively beyond the
reach of the transferor and its credilors, even in bankrupicy or other receivership; (2] the transferes
oblaing the right (free of conditions thal constrain it from taking advantage of that right) 1o pledge or
exchange the transferred @sssts, and (3) the Bank doss not mainfzin effective comtrol ower the
transferred assets through an agreement 1o repurchase them before their matusity,

Bank Premises and Equipmant

Bank premises and equipment are staled at cost less accumulaled depreciation, Depreciation is
computed on the straight-line methad owver the estimated usetul lives of the related assets.




THE VICTORY BANCORP INC

Notes to Consolidated Financial Statements
December 31, 2010 and 2009

1. Summary of Significant Accounting Policies [Continued)
Restricted Investment in Bank Stocks

Restricted investment in bank stocks, which represents required investments in the commaon stock of
correspondent banks, is carried al cost, and consists of common stock af the Allantic Central Bankers
Bank and Federal Home Loan Bank (FHLE) stocks tofaling 461,600 and 482,800 at December 31,
2010 and 2009, respectively. In December 2008, the FHLB of Pittsburgh notified member banks that
it was suspending dividend payments and the repurchase of capital stock and as of December 31,
2010 has not changed its position regarding dividend payments. During 2010, the FHLB ol Piltsburgh
did perform a limited excess capital stock repurchase based upon positive third guarter net incame,
Any lulure capilal stock repurchases will be made on a quarterly basis il conditions warrani such
repurchases,

Management's determination of whether these investmenls are impaired is based on lheir
assessment of the ultimate recoverability of their cost rather than by recognizing temporary declines
in value, The determination of whelher a decline affects the ullimale recoverabdlity of their cost is
influgnced by criteria such as (1) the significance of the decline in net asseis of the FHLE as
compared to the capital stock amount for the FHLB and the length of time this siuation has persisted,
(2} commitments by the FHLB to make payments required by law or regulation and the level of such
payments in relation to the operaling perormance of the FHLE, and (3] the impact of legistative and
regulatory changes on institutions and, accordingly, on the customer base of the FHLE.

Advertising Costs

Tha Bank follows the policy of charging the costs of advertising to expense as incurred. Advartising
axpense incurred for the years ended December 31, 2010 and 2009 totaled approximalely $16,309
and $8,133, respectivaly.

Income Taxes

Tha income fax accounting guidance resulls in two components of income tax expansa: currant and
deferred. Gurrent income tax expense reflects taxes to e paid or refunded for current period by
applving the provisions of the anacied tax law o tha taxable income o excess of deductions over
revenues, The Bank determines deferred income taxes using the lability {or balance sheet) method.
Under this method, tha net deferred fax asset or liability is based on tha fax effecits of the differences
between the book and tax basis of assets and liabiliies, and enacted changes in fax rates and laws
are recognized in the parod in which they ocour,

Deferred income lax expense results from changes in deferred tax assets and liabilities between
pariods. Deferred tax asssts are reduced by a waluation allowance if, based on the weight of the
evidence available, it is more likely than not that some portion or all of a deferred tax asset will not be
realizad.

The Bank accounts for uncertain 1ax positions if it is more likely than not, based on the technical
merifs, that the fax position will be realized ar sustained upon examimnation. Thea term mara likaly than
not means a likelihood of more than 50 percent; the terms examined and upon examination also
include resolution of the related appears or litigaton processas, it any. A tax position that meels the
more-likely-than-not recognition threshabd is initially and subsequently measured as the largest
amount of tax banefit that has a greater than 50 percent likelihood of being realized upon settlement
with a taxing authorty that has full knowledge of all relevant information, The determination of
wheather or not a tax position has meat the more-likely-than-nol recognilion threshold considers the
facts, circumstances, and information available at the reporting date and is subject 1o management's
judgment.
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Notes to Consolidated Financial Statements
December 31, 2010 and 2009

1. Summary of Significant Accounting Policies (Continued)

Tha Bank recognizes inferest and penalbes on incomea taxas, if any, as a component of the provision
for income taxes, There were no interest and penalties recognized in 2010 or 2009,

Federal and state tax returns for the years 2008 through 2010 are open for examination as of
December 31, 2010,

Comprehensive Income (Loss)

Comprehensive income congisis of net income and other comprehensive income. Other
camprahensive income meledes unraalized gains on secunlias availlable-for-sale which = recognized
A3 a separate component of aguily

Fair Value of Financial Instruments

Fair values of financial instruments are estimated using relevant market information and other
assumplions, as more fully disclosad in Mote 16. Fair value estimatas involve uncertainties and
matters of significant judgment. Changes in assumptions or in market conditions could significantly
alfecl tha astimales.

Ofi-Balance Sheet Financial Instruments

In the ardinary course of business, the Bank has entered into off-balance sheeat financial instruments
congisting of commitments o exiend credit. Such financial instruments are recorded in the
consabdated balance sheat when they are fundad.

Employes Benefit Plan

During 2008, the Bank esltablished a 401(k) plan ("the Plan™). Under the Plan, all employees are
eligible to contribute the maximum allowed by the Internal Revenue Code of 1986, as amendad, The
Bank may make discrebonary matching contributions. Far he years endad Decamber 31, 2010 and
2009, expense atiributable to the Plan amounted to $30,299 and $29,779, respectively.

Share-Based Compensation

Tha Bank adopted the provisions of ASC 71810, Share-Based Paymendt. This standard requires the
Bank to recognize the cost of employes and crganizer services received in share-based payment
transactions and measure the cost based on the grant-date fair value of the award, The cost will be
recognized over tha parod during which the employas or arganizar is regquirad 1o provida service in
exchange for the award

The stock compensation accounting guidance requires thal compeansation cost lor all sleck awards be
calculated and recognized over the employee’s service period, generally defined as the vesting
period. For awards with graded-vesling, compensation cost is recognized on a siraighl-line basis over
the requisite service period for the enfire award. A Black-Sholes model is used to estimate the fair
value of stock options, while the market price of the Corporation’s commaon stock at the date of grant
is used for restricted stock awards,

2. Restrictions on Cash and Dues from Banks
In raturn lor sarncas oolamead thrnugh Cﬂfrﬂiﬂﬂﬂﬁ&ﬁt banks, tha Bank is r&qmre-::l to maintain non-ntarast

bearing cash balances in those correspondent banks, At December 31, 2010 and 2008, compensating
balances approximated $150,000.
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Notes to Consolidated Financial Statements
December 31, 2010 and 2009

3. Securities Avallable-for-Sale

The amorized cost and approximate fair value of securties as of December 31, 2010 and 2009 is

summarized as follows:

2010
Gross Gross
dmortized Unrealized Unrealized Fair
Cast Gains Losses Value
LS. Gavernmeant agency deabd
securities 3 5,999,633 5 - 3 % 5,959,633
Residential morigage-backed
securities 857,164 8,996 E7T, 180
% B G866 817 £ I 3 b 66764813
2008
L3, Government agency debd
securilies 3 1,495,200 5 z k] 1,485 200
Residential mongage-backed
sacurilies 888,275 0,843 B2E138
3 2,381,475 5 8,853 -3 % 2,381,338

Tha amortized cost and fair value of securities as of December 31, 2010 and 20089, by contractual
maturity, are shown below. Expected matusities may differ from confractual maturities because the

spcurifies may be called without any penalties.

2010 2009
Amaortized Fair Amuortized Fair
Cost Valwe Cost Value
Dus inona year or undear 2 5,999,633 ] 5,900,833 2 F
Due after one year through five
yaars - 1,495,200 1,455,200
Due after five years through ten
yaars - - - -
Due after ten years 857,184 BT, 180 885,275 BOE 133
] G866.817 ] 6,676,813 3 2381 475 b 2 351,334

All L3S, Government agency and mortgage backed securities at December 31, 2010 and 2009 have been
pladged to collateralizea municipal deposits. There weare no individual securities in an unrealized |oss
position as of December 31, 2010 and 2002,
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Notes to Consolidated Financial Statements
December 31, 2010 and 2009

4. Loans Receivable

The composition of lsans receivable al December 31, 2010 and 2009 is as follows:

2010 2009
Commearcial tarm £ 15996943 5 10,704,245
Commearcial morgage 26,952 a1 11,711,151
Commearcial line 11,687 328 10,3865 675
Construction 1,326,006 1.0:0, 440
Home equity 9,639,770 11,726,941
ConSmer 4,738 600 2.016,507
Total loans 74,340 908 46 995,159
Deferrad fees, nat (16.723) [E4, 549
BAllowance for lban losses (932,631 [378,849)
Met loans & 73391 4dd $ 46,360 661

The Bank originates and sells kans secured by the SBA. The Bank retains he unguaranieed portion of
the loan and the servicing on the loans sold and receives a fee based upon the principal balance
oulstanding. During the years ended Decamber 31, 2010 and 2009, ihe Bank sold loans held lor sale for
total proceeds of 3,620,115 and $913,758 respectively, The lean sales resulied in realized gaing of
£201,206 and 397 673 for the years ended December 31, 2010 and 2003, respectively. Loans held for
sale at December 31, 2010 and 2009 amounted fo $1,151,034 and $-0-, respectively,

Loans serviced for olhers are nol included in the accompanying consolidated balance sheel. The risks
inherent in the servicing assets relate primarily to changes in prepayments that result from shifts in
inleresl rates. The unpaid principal balances of lsans senviced for othars were 54,054, 5899 and $830,689
at December 31, 2010 and 2009, respectively. The following summarizes the activity pertaining to
sarvicing rights using the amortization method for the years ended Decamber 31, 2010 and 2009:

2010 2009
Balance, beginning § 17 484 E
Additians 63,543 17,484
Disposals
Amortization (2157 -
Balance, ending 3 TA.B70 % 17,484
The changes in the allowance for loan losses for the year ended December 31, 2010 and 2009 are as
fallows:
2010 2009
Balance, beginning of year - 579,649 % 198,132
Provisian far loan lossas 352 OR2 IR0 71T

Balance, end of year i 932 B31 % 570,849
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Notes to Consolidated Financial Statements
December 31, 2010 and 2009

4. Loans Receivable (Continued)

Tha lallowing tlabla presants the Bank's impairad loans al December 31, 2010 and 2009:

2010 2009
Impaired loans without a valuation alowancs 5 - k] .
Impalred loans with a valuation allowanca 210,488 28 965
Tetal impaired loans i 210,489 b S48 965
Valualion allowance related to impaired loans S 78,915 k] £2,918
Total loans past-due ninety days or more and still accruing - -
Avarage invastment in impaired kbans 241,340 48,993

Interest income recognized on impaired loans
Interest income recognized on a cash basis on impaired loans

Al Decembar 31, 2010 and 2009, the Bank had non-accrual loans of $210.49% and $249 965,
respectively
5. Bank Premises and Equipment

Tha componanis of premises and equipmeant al Decamber 31, 2010 and 2009 are as lollows:

Eslirmaled
Useful Livas 2010 20045

Leasehald improvements 10-20 years % 707, a1 % EOE 661
Computer aguipment and saftwara 3 -5 years 383 508 73,879
Automabiles 3 years 85 506 85572
Bank unique equipment 5 yoars 165,201 145 445
Furniture, fixtures and equipmernt 3 - 10 vears 161 663 15 454
1,495 829 1,460,012

Accumulated depreciation (462 080} (266,047
3 1,037 740 ¥ 1,183,065

Depreciation expense charged to operations amounted o $212,723 and $229 490 for the years ended
Cecamber A1, 2010 and 2009, respeciively.
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6. Deposils

The components of deposits at December 31, 2010 and 2009 are as follows;

2010 2008
Demand, non-inlarast bearing %  B931.322 % 4,130,170
Demand interest bearing 2,261,348 1,584,907
Meney markel accounts 10,114,285 11,601,503
Savings accounis 27,354 506G 18,021,145
Tirna, $100,000 and over 14,494 601 5,142 219
Tima, ather 12,202 77 7414 600

75,393,040 $ 48,104,544

At December 31, 2010, the schaeduled maturities of time deposits are as follows:

2011 £ 14735419
20312 6473510
2013 4,373,084
2014 992 500
2015 120,955

% 26697578

Incleded in time deposits are brokered deposits of $1.548667 and $B0B.E30 for the years ended
Decamber 31, 2010 and 2009, respectively.

7. Lines of Credit

Tha Bank has a §1,500,000 unsecured lederal funds overnight Bne of cradit with a correspondent bank.
Theare were na borrowings an the line of credit at December 31, 2010 and 2009,

B. Leass Commitments and Tolal Rental Expensa

The Bank has an cperating lease agreement for its main banking office. Future minimum lease payments
by year under the non-cancellable lease agreements for the Bank's facilitias are as follows:

2011 i 226,000
2012 226,000
2013 227 457
2014 243 250
2015 243 250
Thareafier 3454 417

£ 4,520,354

Rent expensa for the leasa for the years ended December 31, 2010 and 2008 was 3274060 and
E2VE 147, respectively.
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10

Stockholders’ Equity

During 2008, the Bank was incorporated as a one-bank holding company undar tha laws of the state of
Pennsylvania. Pursuant to the creation of the holding company, all outstanding shares of the Bank's class
of cofmimon stock wene axchanged one-lo-ona lon shares af The Viclory Bancorp, Inc. common slock.

Cn February 27, 2009, purseant to the .S, Department of Treasury's Troubled Asset Relief Program
[('TARF") Capital Purchase Program, the Bank issued the following securities to the initial =elling security
holdar for an aggregate consideration of 53541 000: (i) 541 shares of fixed-rate non-cumulative perpetual
preferred stock, Series A, having par valoee of $1 per share, and (i) 27 shares of liced-rale non-
cumulative perpetual preferred stock, Series B, having a per valee of $1 per share, pursuant to the
exercisa of a preferred stock warrant. All warrants were exercised immediately in exchange for 1,000
shares of preferred stock each, The proceeds from this fransaction count as Tier 1 capital and the warrant
quakfies as tangible equity.

Cn Dacember 8, 2008, pursuant to the U.5. Department of Treasury's TARF Capital Purchase Program,
the Corporation Esued the following securties o the initial seling secunty holder for an aggregate
consideration of 1,505 ,000: (i} 1,505 shares of fixed-rate non-cumulative perpetual preferred stock,
Senes C, having par value of 51 per share; and (i) 34 shares of fixed-rale non-cumulative perpetual
preferred stock, Seres O, having a8 par value of $1 per share, pursuant o the exerciss of a8 preferred
stock warrant. All warrants were exercised immediately in exchange for 1,000 shares of preferred stock
gach. The proceeds from this fransaction count as Tier 1 capital and the warrant gualifies as tangibls
Uity

Saries A Preferred Stock and Series C Preferrad Siock pay cumulative dividends at a rate of 5% per yaar
for the first five years and, thereafler, at a rate of 95 per year,

Sarias B Prefarred Stock and Saraes O Preferred Stock pay cumulative dividends at & rate of 9% par year.

The Bank is authorized o issue 50,000 shares of Preferred Seres E slock, par value of 31 per share
During 2010, the Corporation isswed 13,208 shares of Praferred Series E stock at $100 per share, which
resulted in gross proceeds of $1,320,800, net of offerings cosls of $73.015. Holders of the shares are
entitled to recaive a quarerly non-cumulative dividend at an annual rate of 7.0% ¥ and when declared by
the Company's board of directiors.

Tha Pennsyhlania Dapariment of Banking, in issuing its charter to the Bank, required an allocation of its
initeal capital to an Expense Fund in the amount of 31,000,000 to defray anticipated initial losses
Accordingly, $1,000,000 of the Bank's surplus is resarved for this purpose until the Bank becomes
profitable,

Federal Income Taxes

Tha componanis of incomsa tax expense for the yaars ended Decembar 31, 2010 and 2005 is as follows:

2010 2009

Currant L] .
Deferred 140, 000 =

5 140,000 3 -
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10. Federal Income Taxes (Continuead)

Tha componanis of tha net deterred tax asset (liability) at December 31, 2010 and 2009 are as lollows:

2010 2009
Defarred tax assets;

Allowance for lban losses 4 269,343 kS 149,329
Organization and star-up costs 212 354 220,929
Mongualified stock oplions 21,042 15,782
Met cperating boss carnforwards 1,317 521 1,258,768
Pramises and aguipmani 247 754 -
Deferred loan costs 15243 -
Deferred tax asset 2,083 257 1,653,805
Valuation allowance [1,884 8B4} (1,500,467]
Tetal delerred tax assats, net of valuation allowance 198 373 153,338

Detarmad lax liabiibes:
Premises and eguipment - {105,385)
Cash basis conversion 188.3r3) 119,301)
Deferred loan costs - (28,652
(58, 373) {153,338)
Met dalerred tax assal -] 140,000 £ .

Tha income fax provision for financial reporting purposes differs from the amount computed by apolying
the statutory income tax rate of 34% to income before income taxes. The difference relates primarily o
the impact of non-taxabls income offset by tha increase in deferred tax assei valuation allowance.

The Bank has net operating loss carnyforwards available for federal income fax purposes of
approximalely $3,875,062 which expira through 2030.

11. Transaclions with Execulive Oficers, Directors and Principal Steckholders

The Bank has had, and may be expected to hawve in the future, banking transactions in the ordinary
course of business with ils axeculive officars, direclors, principal stockholders, bair immediale familias
and affiliated companies (commonly referred 1o as related parties), on the same terms, incleding interest
rates and collateral, as those prevailing at the time for comparable transactions with others. There were
loans receivable from related parties totaling $1,440,464 and $1,523.511 al December 31, 2010 and
2009, respectively. Loans originated for related parties tolaled 5224317 and 241,300 and payments
received were $307 364 and $117 968 for the years ended December 31, 2010 and 2003, respactivaly
Deposits of relalad parties totaled 31,500,740 and 51,825,748 as of Decamber 31, 2010 and 2008,
reEspectively
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12, Share-Based Compensation

Organizars of the Bank wera issued a total ol 100,000 “arganizer warrants”™ lor thair elforts during the
arganization and start-up of the Bank. These warrants are immediately exercisable, expire in 10 years
and will enable the warrant holder to purchase one share of common stock at $10.00 per share for each
warrant exercised,

In 2008, the Board of Directors adopted the 2008 Steck Option Plan {*2008 Plan™, which was approved
by the Board of Directors on March 18, 2008, and was approved by the shareheldars on May 28, 2008,

Tha 2008 Plan enables the Board of Directors 1o grant stock options to employaes, diractors, consuliants,
and ather individuals who provide services o the Bank. The shares subject to or related o options under
the Plan are authorizad and unssued shares of the Carporation. The maximum number of shares that
may be subject to options under the Plan is 205,082, all of which may be issued as Incentive Stock
Options and as Mon-Cualilied Siock Oplons, Incenlive Siock Oplons are subjact o imilatons under
Section 422 of the Internal Revenue Code, The Bank has reserved, for the purposes of the Plan, out of its
authorized and unissued shares, such number of shares. The 2008 Plan will terminata fen years from
stockholder approval. Options may not be granted with an exercise price that is less than 100% of the fair
market value of the Corporation’s commaon stock on the data of grant. Options may nof be granied with a
term longer than 10 years., However, any Incentive Stock Option granted fo any employee who, at the
time such Option s granted, owns more than 109 of the voling power ol all classas of sharas of the
Corporation, its parent or of a subsidiary may nat have a term of more than five years, Options will vest
ard be exercisable at such timea or times and subject o such lerms and condifions as detarmined by the
Board of Directors. Generally, options will vest over a vesting period of approximately equal percentages
each yaar ower an inifial term no shorfer than three (3) y=ars. In 2008, 4000 Incentive Sftock Ophons
were issued under the Plan and -0- Nen-Qualfied Stock Options were issued under the Plan. Mo options
were granfed in 2010. At Decembar 31, 2010 and 2009, thara are 30,679 shares available for grant under
thie 2008 Plan.

Tha following is a summary of the Corporation’s share-based compensabon activity and ralatad
information for the year ended December 31, 2000:

Welghted
Weighted Average
Warrants Average Ramaining Agaregate
amd Exercise Contractual intrinsic
Options Price Term Value
Cutstanding at January 1, 2009 274513 § 10,00
Steck aplions granled in 2009 4,000 10.00
Siock options forfeited in 2000 14,100) 10.00
Crutstanding at December 31, 2008 274,413 10,00 Gyears _§ -
Slock oplions granied in 2010 - -
Stock options forfeited in 2010 (105, 455) 10,00
Crutstanding at December 31, 2010 168,958 £ 10,00 Byears _§
Exercisable at December 31, 2010 168 958 £ 10.00 Bvears %

There were N organizer warranis granted in 2010 or 2009, The fair value of the warrants granted in 2008
was $2.96.
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12. Share-Based Compensation (Continued)
Mo oplions ware grantad during 2010.

The fair value of each oplion granted during 2009 is estimated on the date of grant using the Black-
Scholas option-pricing modal with the following weighted-average assumplions:

2009
Dividend yield - %
Expecled life 7 years
Expected volatility 32.50 %
Hisk-lraa inleres! rata pll

The wolatility percentage was based on the average expecled volatlity of similar public financial
institutions in the Bank's market area. The fair value of the options granted in 2009 was $3.91.

Durirg 2010, the direciors, senior managemant and employeas of the Sorporation loreited all non-vested
options as of July 1, 2010

Total share-based compensation cost for the year ended December 31, 2010 was 562,256 ralated 1o
stock options, There were no fax benefils recognized related to the share-based compensation expense
due o the net operaling (088 incurred.

Total share-based compensation cost for the year ended December 31, 2009 was $123.512 related to
stock options, There were no lax benefils recognized related to the share-based compensalion expenss
due to the net operating loss incurred,

13. Financial Instrumants with Off-Balance Sheet Risk

Tha Bank i a party to financial instrumeanis with off-balance sheet risk in tha normal course of business 1o
meet the financing needs of s customers. These financial instruments include commitments to extend
credit. Such commitments involve, 1o varying degrees, elements of credilt and interest rate risk in excess
af the amaunt recagnized in the balance shest,

The Bank's exposure to credit koss in the event of nonperdformance by the other party to the financial
instrument for cammitments o extend credit is represented by the condracieal amount of thaose
instruments. The Bank uses the same credit policles In making commitments and conditional cbligations
as it does for on-balance sheet instruments,

The Bank had the following off-balance sheet financial instruments whose confract amounls represent
credit risk at December 31, 2010 and 20:0%9:

2010 2009

Commitments 1o grant loans 3

Unfunded commiiments under linas of cradid 12,035, 805 8,555,000

£ 12035805 1 8,588 000




THE VICTORY BANCORP INC

Notes to Consolidated Financial Statements
December 31, 2010 and 2009

13. Financial Instrumants with Off-Balance Sheet Risk (Continued)

Commitments to extend credit ane agreements o lend to a customer as long as there Is no violation of
any condition establishad in the confract. Since many of the commilments are axpacted to expire without
Deng drawn upon, the total commitment amounts do mot FEEEEEEI'"}' represent tutune cash FEC L mEnts.
Commitments generally have fised expirafion dates or other termination clauses and may require
payment of a fee. The Bank evaluates each customer's credit warthiness on a case-by-case basls. The
amount of collateral obtained, if deemed necessary by the Bank upon exiension of credd, is basad on
management's credit evaluation, Collateral held vares bul may include personal or commercial real
aesfate, accounts receivable, inventory and eguipmeant. The liability assaciated with thase commitmeants is
not material at December 31, 2010,

14, Regulatory Matiers

Tha Bank is subject to various regulatory capital requirements administered by the federal banking
agencies, Failure 1o meet the minimum capital requirements can initiate certain mandatory and possibly
addititanal discrationary-actions by regulators that, it undertaken, could have a direct material effect on the
Bank's consolidated financial statements. Under capital adequacy guidelines and the regulatory
tramework. for prompl cormective action, the Bank must meat spacific capital guidelinas that invalve
quantitative measures of the Bank's assets, Babiliies and certain off-balance sheet tems as calkulated
urder requlalory accounting practices. The Bank's capilal amounls and classificabon are also subject 1o
qualitative judgments by the regulaiors about components, risk-weightings and other factors,

Cruantitativa meaasuras establishad by regulation 1o ensure capital adequacy raquirg the Bank 1o maintain
minimum amaunts and ratios (set forth below) of tatal and Tier 1 capital (as defined in the regulations) to
risk-weighted assals, and of Tier 1 capital 1o average assets. Managemenl belioves, as ol December 31,
2010, that the Bank meets all capital adequacy requirements to which it is subject

Tha Faderal Deposil Insurancs Gorporalion reguires hal the Bank maintain a ralio af Tier 1 leverage
capital to to1al assets of at least &% during the first seven years of operation. Under these guidelines, the
Bank is considered well capilalized as of Decembear 31, 201 0.

The Bank's actual capital amownts and ratios at December 31, 2010 and 2009 are presented below:

2010
To be Well Capitalized
For Capital Adeguacy under Prompt Cormective
Aiiual Purposes Action Provisions
Amauni Ralio Arnaunt Raiio Amouni Ralio
(Dallar Armousis in TROuUSANGS)
Tatal cepital (ta risk-waighted
ALSRIs) 5 B 74 nanw % =5 8i8 MO w 3 273 210,00 %%
Tiar 1 capital (1o risk-waighted
a5eels) TATS 10065 =2 958 =400 =4, 437 = §.00
Tier T capital (le sverage assels) 7875 968 23,255 =40 24,068 = 500
2009
Total capilal (o risk-waighied
a5ssls) 5 T BG4 16.7E % 3 =3,762 =a.00 3 P =4703 =10.00 %
Tier 1 capital (o risk-welghted
BE3815) ¥ 04 1553 =161 =4,[x] =2 2z = .00
Tiar 1 capital (i avarags assets) 7304 1315 =0 23T 4 O] =2, 778 = 5.00

The Bank is subject to certain restrictions on the amaunt of dividends that it may declare due to regulatary
considarations.
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15. Fair Value Measurements

Managemeani wses s best judgment in estimating the fair value of the Banks financial instrumenis;
howewver, there are inherent weaknesses in any estimation technigue, Therefore, for substantially all
financial instrumeants, tha fair value estimales herain are not nacessarily indicative of the amounts the
Corporation could have realized in a sales transaction on the dates indicated, The estimated fair value
amaunis have been measured as ol their respective year-ends and hawve nol bean re-evalualed or
updated for purposes of these financial statements subsequent 1o those respective dates. As such, the
astimated fair values of thesa linancial instrumeants subsagquent 1o the respeclive reporting dates may be
different than the amounts reported at each year end

Determination of Fair Value

The Corporation uses fair valee measurements to record fair value adjustments 1o certain assets and
liabiliies and to determing fair value disclosures. In accordance with the Topic 820 Far Value
Measurements and Disclosures fair value of a financial instrument is the price that would be received
la sall an assel or paid o transler a lability in an arderly ransacton babwaeen marke! paricipants al
the measurement date, Fair value is best determined based upon quoted market prices. However, in
many inslances, there ara no guobed markel prices Tor the Corporalion’s various financial
instruments. In cases where quoted market prices are not available, fair values are based on
eslimales using present value or olher valualion techniques. Those techniques are significantly
affected by the assumptions wsed, incleding the discount rate and estimales of future cash flows,
Accordingly, the fair value estimates may nolt be realized in an immediate seftlement of the
instruments.

The recent fair value guidance provides a consistent definition of fair value, which focuses on exit
price in an orderly fransaction (that is, not & forced liquidation or disiressed sale) between market
participants al the measurement date under current marke! conditions. If there has been a signilicant
decrease in the volumea and level of activity for the asset or lability, a change in valuation technique
or the use of multiple valuation lechnigues may be appropriate. In such instances, determinng the
price at which willing market paricipants would transact at the measurement date under current
markel condibions depends on the lacls and circumelances and reguiras the use of signdicant
judgmeni. The fair value s a reasonable point within the range that is most representative of fair
value under current marke conditions.

Fair Value Hierarchy

In accordance with this guidance, the Corporation groups its inancial assels and financial liabdlities
generally measurad at fair value in threa levels, basaed on the markets in which the asseis and
liabilities are raded and the reliability of the assumplions vsed 1o determine falr value.

Lewval T - Valuation is based on unadjusted guotad prices in aclive markats far idantical assels or
liabilities that the reporting entity has the ability 10 access at the measurement date. Level 1
assats and lighilities generally include debt and equilty securities that ara traded in an active
exchange markel. Valuations are obfained from readily available pricing sources for market
transactions nvohling identical assets or liabilities.,

Level 2- Valuation is based on inpuls other than queted prices included within Level 1 that are
observable for the asset ar hability, either directly ar indirectly. The valuation may be basad on
quoted prices for similar assets or llabdities; quoled prices in markets thal are not active or other
inputs that are obsarvable or can be corroborated by observabla market data for substantially the
full term of the: asset or liability
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15. Fair Value Measurements (Continued)

Level 3 - Valuation i based on unobservable inputs thal are supported by little or no market
aciivity and that are significant to the fair value of the assets or liabilities, Level 3 assats and
liabilities include financial instrumants whose value is delermined using pricing models,
discounted cash flow methodologies, or similar techniques, as well as instruments for which
determination of fair value requires significant management jedgment or astimation.

A financial instrument’s categorization within the valuafion hisrarchy is based upon the lowest level of
input that is sigaificant 1o the far value maasuremant

For financial assets measured at fair value on a recurring basis, the fair value measurements by level
within the fair value hierarchy used al December 31, 2010 and 2002 are as lollows:

2010
Quoted Prices
in Active Significant
Markels lor O s Significant
Identical Observable Unobservable
Assels Inputs inputs
Tailal {Level 1) {Level 2] [Level T)
L5, Government agency dabi
securities ¥ 5,999,633 5 - 5 5,999,633 % -
Residential morigage-backed
securities &77,180 - 677,180 -
£ 6,878,813 - . g 6676813 ]
2009
U.S. Government agency debt
sacurlies % 1,495,200 L - i 1,495,200 - -
Residential morigage-backed
securities 896,138 - 896,136 -
¥ 2,331,338 5 . 3 2,331 338 ] -

The Victory Bancorp, Ing.'s available-for-sale invesiment securities, which generally include U5,
government agencies and morigage-backed securibes, are reported al fair value, These secunfies are
valued by an independeni third party (“preparer”). The preparer's evaluations are based on market data,
They ulilize evaluated pricing models that vary by assel and incorporale available frade, bid and olhar
market information. For securities that do not trade on & daily basis, their evaluated pricing applications
apply available information such as benchmarking and maltrix pricing. The market inputs normally sought
in the evaluation of securities include benchmark yields, reported trades, brokeridealer quoies (only
obtained from markel makers or brokerdealers recognized as market participants), issuer spreads, wo-
sided markels, benchmark securities, bid, offers and reference data. For cerain securifies additional
inpuls may be used or some market inputs may nol be applicabla. Inputs are prioritized differently an any
given day based on market conditions.

Impairad loans are thosa that the Bank has measurad impairmant genarally based on the tar value al the
loan's collataral. Fair value is generally defermined based upon independent third-party appraisals of the
proparties, of discounted cash flows based upon the expecied procesds. These assets are included as
Level 3 fair values, based upon the lowest level of input that is significant o the fair valug measurements.,
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15. Fair Value Measurements (Continuead)

Azzats and labilities measured at fair value on a non-recurring basis ane summanzad bekow:

_ _ 2010
Guated Prices
in Active Slgnific-ant
Markeds for Other Significant
Idantical Observable Unobsarvabla
Aszgels Inputs Inputs
Tatal (Ll 1) {Level 2) (Lewvel 3)
Impaired loans 3 133,564 5 3 - % 133,584
200G
Impaired loans 3 147,050 5 - - % &7 050

MNon-accrual loans are evaluated for impairment on an individual basis under FASE ASC Tepic 310,
Receivabies. The impairment analysis includes current collateral values, known ralevant faciors that may
alfect loan collectibility, and rsks inherent in different kinds of lending. When the collateral value or
discounted cash flows less cosis fo sell is less than the carrying value of the loan a specific reserve

[walualion allowance] i astablished.
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