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UNITED STATES
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Washington, D.C. 20549
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ANNUAL REPORT UNDER SECTION 13 OR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934
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  (I.R.S. Employer
                                                                                i n c o r p o r a t i o n  o r
organization)                                                                               Identification No.)

                                                     15521 Midlothian Turnpike, Suite 200, Midlothian, Virginia                           23113
     (Address of principal executive offices)                                                                          (Zip Code)

Issuer’s telephone number 804-897-3900

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

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

Securities registered under Section 12(g) of the Exchange Act:
None

Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities
Act.  Yes o No x

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

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Exchange Act 
during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2)
has been
subject to such filing requirements for the past 90 days.  Yes x  No o
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Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained
herein, and will not
be contained, to the best of registrant’s knowledge, in definitive proxy or information statements incorporated by
reference in Part III
of this Form10-K or any amendment to this Form 10-K. o

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

Large Accelerated Filer o                                                                                              Accelerated Filer o
Non-Accelerated Filer o (Do not check if smaller reporting company)                                                Smaller Reporting
Company x

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act).
Yes o  No  x

The aggregate market value of common stock held by non-affiliates of the registrant as of June 30, 2009 was
approximately $19,884,000

The number of shares of common stock outstanding as of March 5, 2010 was 4,230,628.

   DOCUMENTS INCORPORATED BY REFERENCE

Portions of the definitive Proxy Statement to be used in conjunction with the 2010 Annual Meeting of Shareholders
are incorporated
by reference into Part III of this Form 10-K.

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

3



Village Bank and Trust Financial Corp.
Form 10-K

TABLE OF CONTENTS

Part I
    Item 1. Business 3
    Item 1A. Risk Factors 16
    Item 1B. Unresolved Staff Comments 24
    Item 2. Properties 24
    Item 3. Legal Proceedings 24
    Item 4. Reserved 24

Part II
    Item 5. Market for Registrant’s Common Equity, Related Stockholder

Matters and Issuer Purchases of Equity Securities
25

    Item 6. Selected Financial Data 27
    Item 7. Management’s Discussion and Analysis of Financial Condition

And Results of Operations 28
    Item 8. Financial Statements and Supplementary Data 52
    Item 9. Changes In and Disagreements with Accountants

on Accounting and Financial Disclosure 88
    Item 9A. Controls and Procedures 88
    Item 9B. Other Information 89

Part III
    Item 10. Directors, Executive Officers, and Corporate Governance 90
    Item 11. Executive Compensation 90
    Item 12. Security Ownership of Certain Beneficial Owners and

Management and Related Stockholder Matters 90
    Item 13. Certain Relationships and Related Transactions,

and Director Independence 90
    Item 14. Principal Accounting Fees and Services 90

Part IV
    Item 15. Exhibits, Financial Statement Schedules 91

Signatures 94

2

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

4



PART I

ITEM 1.  BUSINESS

The disclosures set forth in this item are qualified by ITEM 1A. RISK FACTORS on pages 17 to 24 and the section
captioned “Caution About Forward-Looking Statements” on page 29 and other cautionary statements set forth elsewhere
in this report.

General

Village Bank and Trust Financial Corp. (the “Company”) was incorporated in January 2003 and was organized under
the laws of the Commonwealth of Virginia as a bank holding company whose activities consist of investment in its
wholly-owned subsidiary, Village Bank (the “Bank”).  The Bank opened to the public on December 13, 1999 as a
traditional community bank offering deposit and loan services to individuals and businesses in the Richmond, Virginia
metropolitan area.  During 2003, the Company acquired or formed three wholly owned subsidiaries of the Bank,
Village Bank Mortgage Corporation (“Village Bank Mortgage”), a full service mortgage banking company, Village
Insurance Agency, Inc. (“Village Insurance”), a full service property and casualty insurance agency, and Village
Financial Services Corporation (“Village Financial Services”), a financial services company.  Currently, Village
Insurance and Village Financial Services have no ongoing operations.

The Company is the holding company of and successor to the Bank.  Effective April 30, 2004, the Company acquired
all of the outstanding stock of the Bank in a statutory share exchange transaction.  In the transaction, the shares of the
Bank’s common stock were exchanged for shares of the Company’s common stock, par value $4.00 per share
(“Common Stock”), on a one-for-one basis.  As a result, the Bank became a wholly-owned subsidiary of the Company,
the Company became the holding company for the Bank and the shareholders of the Bank became shareholders of the
Company.  All references to the Company in this annual report for dates or periods prior to April 30, 2004 are
references to the Bank.

We offer a wide range of banking and related financial services, including checking, savings, certificates of deposit
and other depository services, and commercial, real estate and consumer loans.  We are a community-oriented and
locally managed financial institution focusing on providing a high level of responsive and personalized services to our
customers, delivered in the context of a strong direct relationship with our customers.  We conduct our operations
from our main office/corporate headquarters location in Chesterfield County, and we have fifteen branch offices.

On October 14, 2008, Village Bank and Trust Financial Corp. and Village Bank completed its merger with River City
Bank pursuant to an Agreement and Plan of Reorganization and Merger (the “Merger Agreement”) dated as of March 9,
2008 by and among the Company, the Bank and River City Bank.  The merger had previously been approved by both
companies’ shareholders at their respective annual meetings on September 30, 2008 as well as the banking
regulators.  The Merger Agreement sets forth the terms and conditions of the Company’s merger with River City Bank
through the merger of River City Bank with and into Village Bank.  Under the terms of the Merger Agreement,
Village Bank acquired all of the outstanding shares of River City Bank.  The shareholders of River City Bank
received, for each share of River City Bank common stock that they owned immediately prior to the effective time of
the merger, either $11 per share in cash or one share of common stock of the Company.  Pursuant to the terms of the
Merger Agreement, shareholders of River City Bank elected to receive cash, shares of common stock of the Company,
or a combination of both, subject to allocation and proration procedures which ensured that 20% of the total merger
consideration was in cash and 80% was in common stock of the Company.  In addition, at the effective time of the
merger, each outstanding option to purchase shares of River City Bank common stock under any stock plans vested
pursuant to its terms and was converted into an option to acquire the number of shares of the Company’s common
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stock equal to the number of shares of River City Bank common stock underlying the option.  The Company issued
approximately 1,440,000 shares in the Merger.
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Business Strategy

Our current business strategies include the following:

●To be a full service financial services provider enabling us to establish and maintain relationships with our
customers.

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

●To increase net income and return to shareholders through moderate loan growth, while controlling the cost of our
deposits and noninterest expenses.

●To reduce the level of our nonperforming assets.  Nonperforming assets, consisting of nonaccrual loans and real
estate acquired through foreclosure, reached record highs in 2009 and are having a negative affect on
profitability.  We have committed significant resources to reduce the level of nonperforming assets.

●To expand our capacity to generate noninterest income through the sale of mortgage loans.  In 2009 our mortgage
company hired additional mortgage loan officers which should expand our ability to originate mortgage loans.

●To continue to emphasize commercial banking products and services.  Small-business commercial customers are a
source of prime-based loans, fee income from cash management services, and low cost deposits, which we need to
fund our growth.  We have been able to build a commercial business base because our staff of commercial bankers
seeks opportunities to network within the local business community.  Significant additional growth in this banking
area will depend on expanding our lending staff.

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

We provide customers with high quality, responsive and technologically advanced banking services.  These services
include loans that are priced on a deposit-based relationship, easy access to our decision makers, and quick and
innovative action necessary to meet a customer’s banking needs.

Location and Market Area

Our overall strategy is to become the premier financial institution serving the Richmond metropolitan area.  We
recognized early on that to be successful with this strategy, we needed to grow aggressively, expanding our branch
network to reach the most people possible.  Initially, we focused our operations in Chesterfield County, Virginia,
which, despite its potential for business development and population growth, has been underserved by community
banks.  Chesterfield’s resources are very favorable for businesses seeking a profitable and stable environment.  The
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county offers superb commercial and industrial sites, an educated work force, well-designed and developed
infrastructure and a competitive tax structure.  Chesterfield has been awarded the U.S. Senate Gold Medallion for
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Productivity and Quality.  The county has the highest bond rating from three rating agencies - Standard and Poors,
Moody’s and Fitch.

Once we established a strong banking presence in the lucrative Chesterfield County market with eight branches, we
continued the implementation of our strategy by expanding our franchise into other counties in the Richmond
Metropolitan area.  In addition to Chesterfield County, we have now opened three branches in both Hanover and
Henrico Counties and one in Powhatan County, all three along with Chesterfield have seen strong population growth
in recent years.

At December 31, 2009, we had fifteen full service banking offices, which were staffed by 54 full-time
employees.  Our senior staff averages more than 25 years of professional or banking experience.  Our principal office,
which houses our executive officers and loan department, was opened in August 2008 and is located at 15521
Midlothian Turnpike, Midlothian, Virginia 23113.  Our main telephone number is (804) 897-3900.  Our main office
which includes a branch facility and seven of our branch offices are located in Chesterfield County, with three branch
offices in Hanover County, three in Henrico County and one in Powhatan County.  Each branch office has been
strategically located to be convenient to business and retail customers in the growth sectors of each County.

Historically the Richmond Metropolitan area has been a favorable market for us to provide banking
services.  However with the depressed economy that started in late 2008 and was prevalent throughout 2009, this
market area was negatively impacted by the decline in the housing market, especially in Chesterfield County where
residential housing has been an economic driver in the past.  Because a substantial part of our loan portfolio is
collateralized by residential real estate primarily in Chesterfield County, this decline in the housing market has had a
negative impact on our asset quality.  The result has been a substantial increase in nonperforming assets, and in turn, a
negative impact on profitability.  See further discussion of nonperforming assets under Asset Quality in Management’s
Discussion and Analysis of Financial Condition and Results of Operations following.

Banking Services

We receive deposits, make consumer and commercial loans, and provide other services customarily offered by a
commercial banking institution, such as business and personal checking and savings accounts, drive-up windows, and
24-hour automated teller machines.  We have not applied for permission to establish a trust department and offer trust
services.  We are not a member of the Federal Reserve System.  Our deposits are insured under the Federal Deposit
Insurance Act to the limits provided thereunder.

We offer a full range of short-to-medium term commercial and personal loans.  Commercial loans include both
secured and unsecured loans for working capital (including inventory and receivables), business expansion (including
acquisition of real estate and improvements) and purchase of equipment and machinery.  Consumer loans include
secured and unsecured loans for financing automobiles, home improvements, education and personal
investments.  We also originate fixed and variable rate mortgage loans and real estate construction and acquisition
loans.  Residential loans originated by our mortgage company are usually sold in the secondary mortgage market.

Our lending activities are subject to a variety of lending limits imposed by federal and state law.  While differing
limits apply in certain circumstances based on the type of loan or the nature of the borrower (including the borrower’s
relationship to the bank), in general, for loans that are not secured by readily marketable or other permissible
collateral, we are subject to a loans-to-one borrower limit of an amount equal to 15% of our capital and surplus.  We
may voluntarily choose to impose a policy limit on loans to a single borrower that is less than the legal lending
limit.  We are a member of the Community Bankers’ Bank and may participate out portions of loans when loan
amounts exceed our legal lending limits or internal lending policies.
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Lending Activities

Our primary focus is on making loans to small businesses and consumers in our local market area.  In addition, we
also provide a select range of real estate finance services.  Our primary lending
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activities are principally directed to our market area.

Loan Portfolio.  The net loan portfolio was $457,047,000 at December 31, 2009, which compares to $464,663,000 at
December 31, 2008.  The Company saw a decline in loan growth for the first time in several years.  Loans declined by
1.6% in 2009 while loans grew by 44% in 2008 and 36% in 2007.  The decline in loan growth in 2009 is a direct result
of the prolonged economic downturn while the majority of the loan growth in 2008 came as a result of our merger
with River City Bank.  Our loan customers are generally located in the Richmond metropolitan area.  We do not have
any subprime loans in our loan portfolio.

Commercial Real Estate Lending.  We finance commercial real estate for our clients and commercial real estate loans
represent the largest segment of our loan portfolio.  This segment of our loan portfolio has been the largest segment
since 2004 due to the significant real estate opportunities in our market area.  We generally will finance
owner-occupied commercial real estate at an 80% loan-to-value ratio or less.  In many cases our loan-to-value ratio is
less than 80%, which provides us with a higher level of collateral security.  Our underwriting policies and procedures
focus on the borrower’s ability to repay the loan as well as assessment of the underlying real estate.  Risks inherent in
managing a commercial real estate loan portfolio relate to sudden or gradual drops in property values as well as
changes in the economic climate.  We attempt to mitigate those risks by carefully underwriting loans of this type as
well as following appropriate loan-to-value standards.  Commercial real estate loans (generally owner occupied) at
December 31, 2009 were $240,829,000, or 51.5% of the total loan portfolio.

Residential Mortgage Lending.  We make permanent residential mortgage loans for inclusion in the loan
portfolio.  We seek to retain in our portfolio variable rate loans secured by one-to-four-family residences.  However,
the majority of permanent residential loans are made by the Bank’s subsidiary, Village Bank Mortgage, which sells
them to investors in the secondary mortgage market on a pre-sold basis.  Given the low fixed rate residential loan
market in recent years, this allows us to offer this service to our customers without retaining a significant low rate
residential loan portfolio which would be detrimental to earnings as interest rates increase.  We originate both
conforming and non-conforming single-family loans.

Before we make a loan we evaluate both the borrower’s ability to make principal and interest payments and the value
of the property that will secure the loan.  We make first mortgage loans in amounts up to 90% of the appraised value
of the underlying real estate.  We retain some second mortgage loans secured by property in our market area, as long
as the loan-to-value ratio combined with the first mortgage does not exceed 90%.  For conventional loans in excess of
80% loan-to-value, private mortgage insurance is required.

Our current one-to-four-family residential adjustable rate mortgage loans have interest rates that adjust annually after
a fixed period of 1, 3 and 5 years, generally in accordance with the rates on comparable U.S. Treasury bills plus a
margin.  Our adjustable rate mortgage loans generally limit interest rate increases to 2% each rate adjustment period
and have an established ceiling rate at the time the loans are made of up to 6% over the original interest rate.  There
are risks resulting from increased costs to a borrower as a result of the periodic repricing mechanisms of these
loans.  Despite the benefits of adjustable rate mortgage loans to our asset/liability management, they pose additional
risks, primarily because as interest rates rise; the underlying payments by the borrowers rise, increasing the potential
for default.  At the same time, the marketability of the underlying property may be adversely affected by higher
interest rates.  At December 31, 2009, $93,657,000, or 20.0% of our loan portfolio, consisted of residential mortgage
loans.

Real Estate Construction Lending.  This segment of our loan portfolio is predominately residential in nature and
comprised of loans with short duration, meaning maturities of twelve months or less.  Residential houses under
construction and the underlying land for which the loan was obtained secure the construction loans.  Construction
lending entails significant risks compared with residential mortgage lending.  These risks involve larger loan balances
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concentrated with single borrowers with funds advanced upon the security of the land and home under construction,
which is estimated prior to the completion of the home.  Thus it is more difficult to evaluate accurately the
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total loan funds required to complete a project and related loan-to-value ratios.  To mitigate these risks we generally
limit loan amounts to 80% of appraised values on pre-sold homes and 75% on speculative homes, and obtain first lien
positions on the property taken as security.  Additionally, we offer real estate construction financing to individuals
who have demonstrated the ability to obtain a permanent loan.  At December 31, 2009, construction loans totaled
$81,688,000, or 17.5% of the total loan portfolio.

Commercial Business Lending.  Our commercial business lending consists of lines of credit, revolving credit
facilities, term loans, equipment loans, stand-by letters of credit and unsecured loans.  Commercial loans are written
for any business purpose including the financing of plant and equipment, carrying accounts receivable, general
working capital, contract administration and acquisition activities.  Our client base is diverse, and we do not have a
concentration of loans in any specific industry segment.  Commercial business loans are generally secured by accounts
receivable, equipment, inventory and other collateral such as marketable securities, cash value of life insurance, and
time deposits.  Commercial business loans have a higher degree of risk than residential mortgage loans, but have
higher yields.  To manage these risks, we generally obtain appropriate collateral and personal guarantees from the
borrower’s principal owners and monitor the financial condition of business borrowers.  The availability of funds for
the repayment of commercial business loans may substantially depend on the success of the business itself.  Further,
the collateral for commercial business loans may depreciate over time and cannot be appraised with as much precision
as residential real estate.  All commercial loans we make have recourse under the terms of a promissory note.  At
December 31, 2009, commercial loans totaled $39,576,000, or 8.5% of the total loan portfolio.

Consumer Installment Lending.  We offer various types of secured and unsecured consumer loans.  We make
consumer loans primarily for personal, family or household purposes as a convenience to our customer base since
these loans are not the primary focus of our lending activities.  Our general guideline is that a consumer’s total debt
service should not exceed 40% of the consumer’s gross income.  Our underwriting standards for consumer loans
include making a determination of the applicant’s payment history on other debts and an assessment of his or her
ability to meet existing obligations and payments on the proposed loan.  The stability of an applicant’s monthly income
may be determined by verification of gross monthly income from primary employment and additionally from any
verifiable secondary income.  Consumer loans totaled $11,609,000 at December 31, 2009, which was 2.5% of the total
loan portfolio.

Loan Commitments and Contingent Liabilities.  In the normal course of business, the Company makes various
commitments and incurs certain contingent liabilities which are disclosed in the footnotes of our annual financial
statements, including commitments to extend credit.  At December 31, 2009, undisbursed credit lines, standby letters
of credit and commitments to extend credit totaled $72,876,000.

Credit Policies and Administration.  We have adopted a comprehensive lending policy, which includes stringent
underwriting standards for all types of loans.  Our lending staff follows pricing guidelines established periodically by
our management team.  In an effort to manage risk, all credit decisions in excess of the officers’ lending authority must
be approved prior to funding by a management loan committee and/or a board of directors-level loan committee.  Any
loans above $5,000,000 require full board of directors’ approval.  Management believes that it employs experienced
lending officers, secures appropriate collateral and carefully monitors the financial conditions of our borrowers and
the concentration of such loans in the portfolio.

In addition to the normal repayment risks, all loans in our portfolio are subject to the state of the economy and the
related effects on the borrower and/or the real estate market.  Generally, longer-term loans have periodic interest rate
adjustments and/or call provisions.  Our senior management monitors the loan portfolio closely to ensure that past due
loans are minimized and that potential problem loans are swiftly dealt with.  In addition to the internal business
processes employed in the credit administration area, the Company utilizes an outside consulting firm to review the
loan portfolio.  A detailed annual review is performed, with an interim update occurring at least once a year.  Results
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of the report are used to validate our internal loan ratings and to provide independent
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commentary on specific loans and loan administration activities.

Lending Limit.  As of December 31, 2009, our legal lending limit for loans to one borrower was approximately
$8,059,000.  However, we generally will not extend credit to any one individual or entity in excess of $5,000,000,
and, as noted above, any amount over that must be approved by the full Board of Directors.

Investments and Funding

We balance our liquidity needs based on loan and deposit growth via the investment portfolio, purchased federal
funds, and Federal Home Loan Bank advances.  It is our goal to provide adequate liquidity to support our loan
growth.  Should we have excess liquidity, investments are used to generate positive earnings.  In the event deposit
growth does not fully support our loan growth, a combination of investment sales, federal funds and Federal Home
Loan Bank advances will be used to augment our funding position.  However, we believe that due to a continued
depressed economy as well as capital limitations, we will not see any significant growth in our loan portfolio in
2010.  Accordingly, any growth in our deposits will be used to increase our investment portfolio or reduce higher cost
borrowings.

Our investment portfolio is actively monitored and is classified as “available for sale.”  Under such a classification,
investment instruments may be sold as deemed appropriate by management.  On a monthly basis, the investment
portfolio is marked to market via equity as required by generally accepted accounting principles.  Additionally, we use
the investment portfolio to balance our asset and liability position.  We will invest in fixed rate or floating rate
instruments as necessary to reduce our interest rate risk exposure.

For securities classified as available-for-sale securities, we will evaluate whether a decline in fair value below the
amortized cost basis is other than temporary.  If the decline in fair value is judged to be other than temporary, the cost
basis of the individual security is written down to fair value as a new cost basis and the amount of the write-down is
included in earnings.  There were no securities at December 31, 2009 where a decline in market value was considered
other than temporary.

Competition

We encounter strong competition from other local commercial banks, savings and loan associations, credit unions,
mortgage banking firms, consumer finance companies, securities brokerage firms, insurance companies, money
ma r k e t  mu t u a l  f u nd s  a nd  o t h e r  f i n a n c i a l  i n s t i t u t i o n s .   A  numbe r  o f  t h e s e  c ompe t i t o r s  a r e
well-established.  Competition for loans is keen, and pricing is important.  Most of our competitors have substantially
greater resources and higher lending limits than ours and offer certain services, such as extensive and established
branch networks and trust services, which we do not provide at the present time.  Deposit competition also is strong,
and we may have to pay higher interest rates to attract deposits.  Nationwide banking institutions and their branches
have increased competition in our markets, and federal legislation adopted in 1999 allows non-banking companies,
such as insurance and investment firms, to establish or acquire banks.

The greater Richmond metropolitan market has experienced several significant mergers or acquisitions involving all
four regional banks formerly headquartered in central Virginia over the past fifteen years.  Additionally, other larger
banks from outside Virginia have acquired local banks.  We believe that the Company can capitalize on the recent
merger activity and attract customers from those who are dissatisfied with the recently acquired banks.

At June 30, 2009, the latest date such information is available from the FDIC, the Bank’s deposit market share in
Chesterfield County was 7.36% and 0.91% in the Richmond MSA.
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Regulation

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

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

Bank Holding Company.  The Company is a bank holding company under the Federal Bank Holding Company Act of
1956, as amended, and is subject to supervision and regulation by the Board of Governors of the Federal Reserve
System (the “Federal Reserve Board”) and Virginia State Corporation Commission (“SCC”).  As a bank holding company,
the Company is required to furnish to the Federal Reserve Board an annual report of its operations at the end of each
fiscal year and to furnish such additional information as the Federal Reserve Board may require pursuant to the Bank
Holding Company Act.  The Federal Reserve Board, FDIC and SCC also may conduct examinations of the Company
and/or its subsidiary bank.

Gramm-Leach-Bliley Act.  On November 12, 1999, the Gramm-Leach-Bliley Act was signed into law.
Gramm-Leach-Bliley permits commercial banks to affiliate with investment banks.  It also permits bank holding
companies which elect financial holding company status to engage in any type of financial activity, including
securities, insurance, merchant banking/equity investment and other activities that are financial in nature.  The
merchant banking provisions allow a bank holding company to make a controlling investment in any kind of
company, financial or commercial.  These new powers allow a bank to engage in virtually every type of activity
currently recognized as financial or incidental or complementary to a financial activity.  A commercial bank that
wishes to engage in these activities is required to be well capitalized, well managed and have a satisfactory or better
Community Reinvestment Act rating.  Gramm-Leach-Bliley also allows subsidiaries of banks to engage in a broad
range of financial activities that are not permitted for banks themselves.

Sarbanes-Oxley Act of 2002. The Sarbanes-Oxley Act of 2002 implemented a broad range of corporate governance,
accounting and reporting measures for companies, like the Company, that have securities registered under the
Securities Exchange Act of 1934.  Specifically, the Sarbanes-Oxley Act and the various regulations promulgated
under the Act, established, among other things: (i) new requirements for audit committees, including independence,
expertise, and responsibilities; (ii) additional responsibilities regarding financial statements for the Chief Executive
Officer and Chief Financial Officer of the reporting company; (iii) new standards for auditors and regulation of audits,
including independence provisions that restrict non-audit services that accountants may provide to their audit clients;
(iv) increased disclosure and reporting obligations for the reporting company and their directors and executive
officers, including accelerated reporting of stock transactions and a prohibition on trading during pension blackout
periods; and (v) a range of new and increased civil and criminal penalties for fraud and other violations of the
securities laws.  In addition, Sarbanes-Oxley required stock exchanges, such as NASDAQ, to institute additional
requirements relating to corporate governance in their listing rules.

Section 404 of the Sarbanes-Oxley Act requires the Company to include in its Annual Report on Form 10-K a report
by management.  Management’s internal control report must, among other things, set forth management’s assessment of
the effectiveness of the Company’s internal control over financial reporting.

Emergency Economic Stabilization Act of 2008. In response to unprecedented market turmoil during the third quarter
of 2008, the Emergency Economic Stabilization Act (“EESA”) of 2008 was enacted on October 3, 2008.  EESA
authorizes the U.S. Treasury to provide up to $700 billion to support the financial services industry.  Pursuant to the
EESA, the U.S. Treasury was initially authorized to use $350 billion for the Troubled Asset Relief Program
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(“TARP”).  Of this amount, the U.S. Treasury allocated $250 billion to the TARP Capital Purchase Program.  On
January 15, 2009, the second $350 billion of TARP monies was released to the U.S. Treasury.  The Secretary’s
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authority under TARP was to expire on December 31, 2009, unless the Secretary certifies to Congress that extension
is necessary provided that his authority may not extend beyond October 3, 2010.  On December 9, 2009, the Secretary
sent such a letter to the Congress, extending his authority under the TARP through October 3, 2010.

On May 1, 2009, the Company issued preferred shares and a warrant to purchase its common shares to the U.S.
Treasury as a participant in the TARP Capital Purchase Program.  The amount of capital raised in that transaction was
$14.7 million, approximately three percent of the Company’s risk-weighted assets.  Prior to May 1, 2012, unless the
parent company has redeemed all such preferred shares or the U.S. Treasury has transferred all such preferred shares
to a third party, the consent of the U.S. Treasury will be required for us to, among other things, pay a dividend on
the   Company’s common shares or repurchase our common shares or outstanding preferred shares except in limited
circumstances.  No dividends may be paid on common stock unless dividends have been paid on the senior preferred
stock.  The senior preferred will not have voting rights other than the right to vote as a class on the issuance of any
preferred stock ranking senior, any change in its terms or any merger, exchange or similar transaction that would
adversely affect its rights.  The senior preferred will also have the right to elect two directors if dividends have not
been paid for six periods.  The Company filed a registration statement on Form S-3 covering the warrant as required
under the terms of the TARP investment, on May 29, 2009.  The registration statement was declared effective by the
SEC on June 16, 2009.

In addition, until the U.S. Treasury ceases to own any of the Company’s securities sold under the TARP Capital
Purchase Program, the compensation arrangements for our senior executive officers must comply in all respects with
EESA and the rules and regulations there under.  In compliance with such requirements, each of our senior executive
officers agreed in writing to accept the compensation standards in existence at that time under the TARP Capital
Purchase Program and thereby cap or eliminate some of their contractual or legal rights.

American Recovery and Reinvestment Act of 2009.  On February 17, 2009, President Obama signed the American
Recovery and Reinvestment Act of 2009 (“ARRA”) into law.  ARRA modified the compensation-related limitations
contained in the TARP Capital Purchase Program (the “CPP”), created additional compensation-related limitations and
directed the Secretary of the Treasury to establish standards for executive compensation applicable to participants in
TARP.  Thus, the newly enacted compensation-related limitations are applicable to the Company which have been
added or modified by ARRA are as follows, which provisions must be included in standards established by the U.S.
Treasury:

●No Severance Payments.  Under ARRA “golden parachutes” were redefined as any severance payment resulting from
involuntary termination of employment, or from bankruptcy of the employer, except for payments for services
performed or benefits accrued. Consequently under ARRA the Company is prohibited from making any severance
payment to our “senior executive officers” (defined in ARRA as the five highest paid executive officers) and our next
five most highly compensated employees during the CPP Covered Period.

●Recovery of Incentive Compensation if Based on Certain Material Inaccuracies.  ARRA also contains the “clawback
provision” discussed above but extends its application to any bonus or retention awards and other incentive
compensation paid to any of our senior executive officers or next 20 most highly compensated employees during the
CPP Covered Period that is later found to have been based on materially inaccurate financial statements or other
materially inaccurate measurements of performance

●No Compensation Arrangements That Encourage Earnings Manipulation.  Under ARRA, during the CPP Covered
Period, the Company is not allowed to enter into compensation arrangements that encourage manipulation of the
reported earnings of the Company to enhance the compensation of any of our employees.
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●Limits on Incentive Compensation.  ARRA contains a provision that prohibits the payment or accrual of any bonus,
retention award or incentive compensation to any of our 5 most highly compensated employees during the CPP
Covered Period other than awards of long-term
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restricted stock that (i) do not fully vest during the CPP Coverage Period, (ii) have a value not greater than one-third
of the total annual compensation of the awardee and (iii) are subject to such other restrictions as determined by the
Secretary of the Treasury.  The prohibition on bonus, incentive compensation and retention awards does not preclude
payments required under written employment contracts entered into on or prior to February 11, 2009.

●Compensation Committee Functions.  ARRA requires that our Compensation Committee be comprised solely of
independent directors and that it meet at least semiannually to discuss and evaluate our employee compensation plans
in light of an assessment of any risk posed to us from such compensation plans.

●Compliance Certifications.  ARRA also requires a written certification by our Chief Executive Officer and Chief
Financial Officer of our compliance with the provisions of ARRA.  These certifications must be contained in the
Company’s Annual Report on Form 10-K for the year ended December 31, 2009 and any subsequent year during the
Capital Purchase Plan Covered Period the relevant U.S. Treasury regulations are issued.

●Treasury Review of Excessive Bonuses Previously Paid.  ARRA directs the Secretary of the Treasury to review all
compensation paid to our senior executive officers and our next 20 most highly compensated employees to determine
whether any such payments were inconsistent with the purposes of ARRA or were otherwise contrary to the public
interest.  If the Secretary of the Treasury makes such a finding, the Secretary of the Treasury is directed to negotiate
with the TARP Capital Purchase Program recipient and the subject employee for appropriate reimbursements to the
federal government with respect to the compensation and bonuses.

●Say on Pay.  Under ARRA the SEC promulgated rules requiring a non-binding say on pay vote by the shareholders
on executive compensation at the annual meeting during the CPP Covered Period.

ARRA also provides that the U.S. Treasury, after consultation with the Company’s federal regulator, permit the
Company at any time to redeem our Series A Preferred Shares at liquidation value.  Upon such redemption, the
warrant to purchase the parent company’s common stock that was issued to the U.S. Treasury would also be
repurchased at its then current fair value.

On June 10, 2009, the U.S. Treasury issued guidance on the compensation and corporate governance standards that
apply to TARP recipients, as summarized below:

●Bonuses accrued or paid before the effective date of the rule adopted by the U.S. Treasury are not subject to the rule’s
bonus payment limitation.  In addition, separation pay for departures that occurred before receipt of TARP assistance
also is not subject to the limits of the rule (even if payments continue to be made after effectiveness).

●The term “most highly compensated employees” covers all employees, not only executive officers or other policy
makers.  The determination of the most highly compensated employees is based on annual compensation for the prior
year calculated in accordance with SEC disclosure rules.

●The rule permits salary paid in property, including stock, so long as it is based on a dollar amount (not a number of
shares), is fully vested and accrues as cash salary would.  The rule also permits salary paid in stock units in respect of
shares of the TARP recipient, or subsidiaries or divisions of the TARP recipient (though not below the subsidiary or
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division for which the employee directly provides services).  Holding periods also are permitted.

●Commission payments for sales, brokerage and asset management services for unrelated customers will not be
subject to the bonus restrictions, but only if they are consistent with an existing plan of the TARP recipient in effect
before February 17, 2009.
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●The rule imposes a restrictive set of “best practices” on TARP recipients: (i) the five senior executive officers and the
next 20 most highly compensated employees may not receive any tax “gross-up” payment of any kind, including
payments to cover taxes due on company-provided benefits or separation payments; (ii) the prohibition on separation
payments to the five senior executive officers and the next five most highly compensated employees is extended to
payments in connection with a change in control; (iii) the compensation committee must review all employee
compensation plans every six months for unnecessary risk and provide an expanded certification including narrative
disclosure of its analysis and conclusions; (iv) TARP recipients must exercise their clawback rights unless doing so
would be unreasonable; and (v) TARP recipients must adopt a policy reasonably designed to eliminate excessive or
luxury expenditures.

●An institution will not become subject to the compensation standards merely as a result of acquiring a TARP
recipient. In addition, if an acquiror is not subject to the standards immediately after the transaction, any employees
of the acquiror (including former employees of the TARP recipient who become acquiror employees as a result of the
transaction) will not be subject to the standards.

●The “TARP period” during which the compensation standards apply ceases when the obligations arising from financial
assistance cease and specifically excludes any period when the only outstanding obligation of a TARP recipient
consists of U.S. Treasury warrants to purchase common stock.

Comprehensive Financial Stability Plan of 2009.  On February 10, 2009, the Treasury Secretary announced a new
comprehensive financial stability plan (the “Financial Stability Plan”), which earmarked the second $350 billion of
unused funds originally authorized under the EESA.   The major elements of the Financial Stability Plan included: (i)
a capital assistance program that has invested in convertible preferred stock of certain qualifying institutions, (ii) a
consumer and business lending initiative to fund new consumer loans, small business loans and commercial mortgage
asset-backed securities issuances, (iii) a public/private investment fund intended to leverage public and private capital
with public financing to purchase up to $500 billion to $1 trillion of legacy “toxic assets” from financial institutions, and
(iv) assistance for homeowners by providing up to $75 billion to reduce mortgage payments and interest rates and
establishing loan modification guidelines for government and private programs.

Regulatory Reform.  In June 2009, the Obama administration proposed a wide range of regulatory reforms that, if
enacted, may have significant effects on the financial services industry in the United States.  Significant aspects of the
Obama administration’s proposals included, among other things, proposals (i) that any financial firm whose
combination of size, leverage and interconnectedness could pose a threat to financial stability be subject to certain
enhanced regulatory requirements, (ii) that federal bank regulators require loan originators or sponsors to retain part of
the credit risk of securitized exposures, (iii) that there be increased regulation of broker-dealers and investment
advisers, (iv) for the creation of a federal consumer financial protection agency that would, among other things, be
charged with applying consistent regulations to similar products (such as imposing certain notice and consent
requirements on consumer overdraft lines of credit), (v) that there be comprehensive regulation of OTC derivatives,
(vi) that the controls on the ability of banking institutions to engage in transactions with affiliates be tightened, and
(vii) that financial holding companies be required to be “well-capitalized” and “well-managed” on a consolidated basis.

The Congress, state lawmaking bodies and federal and state regulatory agencies continue to consider a number of
wide-ranging and comprehensive proposals for altering the structure, regulation and competitive relationships of the
nation’s financial institutions, including rules and regulations related to the broad range of reform proposals set forth
by the Obama administration described above.  Separate comprehensive financial reform bills intended to address the
proposals set forth by the Obama administration were introduced in both houses of Congress in the second half of
2009 and remain under review by both the U.S. House of Representatives and the U.S. Senate.  In addition, both the
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Supervision (the “Basel Committee”) have issued policy statements regarding proposed significant changes to the
regulatory capital framework applicable to banking organizations.

We cannot predict whether or in what form further legislation and/or regulations may be adopted or the extent to
which the Company’s business may be affected thereby.

Incentive Compensation.  On October 22, 2009, the Federal Reserve Board issued a comprehensive proposal on
incentive compensation policies (the “Incentive Compensation Proposal”) intended to ensure that the incentive
compensation policies of banking organizations do not undermine the safety and soundness of such organizations by
encouraging excessive risk-taking.  The Incentive Compensation Proposal, which covers all employees that have the
ability to materially affect the risk profile of an organization, either individually or as part of a group, is based upon
the key principles that a banking organization’s incentive compensation arrangements should (i) provide incentives that
do not encourage risk-taking beyond the organization’s ability to effectively identify and manage risks, (ii) be
compatible with effective internal controls and risk management, and (iii) be supported by strong corporate
governance, including active and effective oversight by the organization’s board of directors.  The Incentive
Compensation Proposal also contemplates a detailed review by the Federal Reserve Board of the incentive
compensation policies and practices of a number of “large, complex banking organizations”.  Any deficiencies in
compensation practices that are identified may be incorporated into the organization’s supervisory ratings, which can
affect its ability to make acquisitions or perform other actions.  The Incentive Compensation Proposal provides that
enforcement actions may be taken against a banking organization if its incentive compensation arrangements or
related risk-management control or governance processes pose a risk to the organization’s safety and soundness and the
organization is not taking prompt and effective measures to correct the deficiencies.  In addition, on January 12, 2010,
the FDIC announced that it would seek public comment on whether banks with compensation plans that encourage
risky behavior should be charged at higher deposit assessment rates than such banks would otherwise be charged.

The scope and content of the U.S. banking regulators’ policies on executive compensation are continuing to develop
and are likely to continue evolving in the near future.  It cannot be determined at this time whether compliance with
such policies will adversely affect the ability of the Company to hire, retain and motivate its and their key employees

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

Insurance of Accounts, Assessments and Regulation by the FDIC.  Our deposits are insured by the FDIC up to the
limits set forth under applicable law, currently $250,000.  Deposits are subject to the deposit insurance assessments of
the Bank Insurance Fund (“BIF”) of the FDIC.  The FDIC is authorized to prohibit any BIF-insured institution from
engaging in any activity that the FDIC determines by regulation or order to pose a serious threat to the respective
insurance fund.  Also, the FDIC may initiate enforcement actions against banks, after first giving the institution’s
primary regulatory authority an opportunity to take such action.  The FDIC may terminate the deposit insurance of any
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engaged or is engaging in unsafe or unsound practices, is in an unsafe or unsound condition to continue operations, or
has violated any applicable law, regulation, order or any condition imposed in writing by the FDIC.  It also may
suspend deposit insurance temporarily during the hearing process for the permanent termination of insurance if the
institution has no tangible capital.  If deposit insurance is terminated, the deposits at the institution at the time of
termination, less subsequent withdrawals, shall continue to be insured for a period from six months to two years, as
determined by the FDIC.  We are aware of no existing circumstances that could result in termination of our deposit
insurance.

Additionally, on October 14, 2008, after receiving a recommendation from the boards of the FDIC and the Federal
Reserve, and consulting with the President, the Secretary of the Treasury signed the systemic risk exception to the
FDIC Act, enabling the FDIC to establish its Temporary Liquidity Guarantee Program (“TLGP”). Under one component
of this program, the Transaction Account Guarantee Program (“TAGP”), the FDIC temporarily provided a full guarantee
on all non-interest bearing transaction accounts held by any depositor, regardless of dollar amount, through December
31, 2009.  The $250,000 deposit insurance coverage limit was scheduled to return to $100,000 on January 1, 2010, but
was extended by congressional action until December 31, 2013.  The TLGP has been extended to cover debt of
FDIC-insured institutions issued through April 30, 2010, and the TAGP has been extended through June 30,
2010.  The TLGP also guarantees all senior unsecured debt of insured depository institutions or their qualified holding
companies issued between October 14, 2008 and June 30, 2009 with a stated maturity greater than 30 days. All
eligible institutions were permitted to participate in both of the components of the TLGP without cost for the first 30
days of the program. Following the initial 30 day grace period, institutions were assessed at the rate of ten basis points
for transaction account balances in excess of $250,000 for the transaction account guarantee program and at the rate of
either 50, 75, or 100 basis points of the amount of debt issued, depending on the maturity date of the guaranteed debt,
for the debt guarantee program. Institutions were required to opt-out of the TLGP if they did not wish to participate.
The Company and its applicable subsidiaries elected to participate in both of these programs.

Capital.  The FDIC has issued risk-based and leverage capital guidelines applicable to banking organizations they
supervise.  Under the risk-based capital requirements, we are generally required to maintain a minimum ratio of total
capital to risk-weighted assets (including certain off-balance sheet activities, such as standby letters of credit), of
8%.  At least half of the total capital is to be composed of common equity, retained earnings and qualifying perpetual
preferred stock, less certain intangibles (“Tier 1 capital”).  The remainder may consist of certain subordinated debt,
certain hybrid capital instruments and other qualifying preferred stock and a limited amount of the loan loss allowance
(“Tier 2 capital” and, together with Tier 1 capital, “total capital”).  In addition, each of the Federal bank regulatory
agencies has established minimum leverage capital ratio requirements for banking organizations.  These requirements
provide for a minimum leverage ratio of Tier 1 capital to adjusted average quarterly assets equal to 4% for banks and
bank holding companies that meet certain specified criteria.  All other banks and bank holding companies will
generally be required to maintain a leverage ratio of at least 100 to 200 basis points above the stated minimum.  The
risk-based capital standards of the FDIC explicitly identify concentrations of credit risk and the risk arising from
non-traditional activities, as well as an institution’s ability to manage these risks, as important factors to be taken into
account by the agency in assessing an institution’s overall capital adequacy.  The capital guidelines also provide that an
institution’s exposure to a decline in the economic value of its capital due to changes in interest rates be considered by
the agency as a factor in evaluating a bank’s capital adequacy.

USA Patriot Act. The USA Patriot Act became effective on October 26, 2001 and provides for the facilitation of
information sharing among governmental entities and financial institutions for the purpose of combating terrorism and
money laundering. Among other provisions, the USA Patriot Act permits financial institutions, upon providing notice
to the United States Treasury, to share information with one another in order to better identify and report to the federal
government concerning activities that may involve money laundering or terrorists’ activities. The USA Patriot Act is
considered a significant banking law in terms of information disclosure regarding certain customer transactions.
Certain provisions of the USA Patriot Act impose the obligation to establish anti-money
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laundering programs, including the development of a customer identification program, and the screening of all
customers against any government lists of known or suspected terrorists. Although it
does create a reporting obligation and compliance costs, the USA Patriot Act has not materially affected the Bank’s
products, services or other business activities.

Reporting Terrorist Activities. The Office of Foreign Assets Control (OFAC), which is a division of the Department
of the Treasury, is responsible for helping to insure that United States entities do not engage in transactions with
“enemies” of the United States, as defined by various Executive Orders and Acts of Congress.  OFAC has sent, and will
send, our banking regulatory agencies lists of names of persons and organizations suspected of aiding, harboring or
engaging in terrorist acts. If the Bank finds a name on any transaction, account or wire transfer that is on an OFAC
list, it must freeze such account, file a suspicious activity report and notify the FBI. The Bank has appointed an OFAC
compliance officer to oversee the inspection of its accounts and the filing of any notifications. The Bank actively
checks high-risk OFAC areas such as new accounts, wire transfers and customer files. The Bank performs these
checks utilizing software, which is updated each time a modification is made to the lists provided by OFAC and other
agencies of Specially Designated Nationals and Blocked Persons.

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

Loans-to-One Borrower. Under applicable laws and regulations the amount of loans and extensions of credit which
may be extended by a bank to any one borrower, including related entities, generally may not exceed 15% of the
unimpaired capital and unimpaired surplus of the institution.  Loans in an amount equal to an additional 10% of
unimpaired capital and unimpaired surplus also may be made to a borrower if the loans are fully secured by readily
marketable securities.  An institution’s “unimpaired capital and unimpaired surplus” includes, among other things, the
amount of its core capital and supplementary capital included in its total capital under Federal regulations.

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

Economic and Monetary Policies.  Our operations are affected not only by general economic conditions, but also by
the economic and monetary policies of various regulatory authorities.  In particular, the Federal Reserve regulates
money, credit and interest rates in order to influence general economic conditions. These policies have a significant
influence on overall growth and distribution of loans, investments and deposits and affect interest rates charged on
loans or paid for time and savings deposits.  Federal Reserve monetary policies have had a significant effect on the
operating results of commercial banks in the past and are expected to continue to do so in the future.
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Employees

As of December 31, 2009, the Company and its subsidiaries had a total of 194 full-time employees and 13 part-time
employees.  None of the Company’s employees are covered by a collective bargaining agreement.  The Company
considers its relations with its employees to be good.

Control by Certain Shareholders

The Company has one shareholder who owns 8.38% of its outstanding Common Stock.  As a group, the Board of
Directors and the Company’s Executive Officers control 16.42% of the outstanding Common Stock of the Company as
of March 1, 2009.  Accordingly, such persons, if they were to act in concert, would not have majority control of the
Bank and would not have the ability to approve certain fundamental corporate transactions or the election of the Board
of Directors.

Additional Information

The Company files annual, quarterly and current reports, proxy statements and other information with the Securities
and Exchange Commission.  You may read and copy any reports, statements and other information we file at the
SEC’s Public Reference Room at 450 Fifth Street, N.W., Washington, D.C. 20549. Please call the SEC at
1-800-SEC-0330 for further information on the operations of the Public Reference Room. Our SEC filings are also
available on the SEC’s Internet site (http://www.sec.gov).

The Company’s common stock trades under the symbol “VBFC” on the Nasdaq Capital Market.  You may also read
reports, proxy statements and other information we file at the offices of the National Association of Securities Dealers,
Inc., 1735 K Street, N.W., Washington, DC 20006.

The Company’s Internet address is www.villagebank.com.  At that address, we make available, free of charge, the
Company’s annual report on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K, and
amendments to those reports filed or furnished pursuant to Section 13(a) or 15(d) of the Exchange Act (see “Investor
Relations” section of website), as soon as reasonably practicable after we electronically file such material with, or
furnish it to, the SEC.

In addition, we will provide, at no cost, paper or electronic copies of our reports and other filings made with the SEC
(except for exhibits). Requests should be directed to C. Harril Whitehurst, Jr., Chief Financial Officer, Village Bank
and Trust Financial Corp., PO Box 330, Midlothian, VA 23113.

The information on the websites listed above is not and should not be considered to be part of this annual report on
Form 10-K and is not incorporated by reference in this document.

ITEM 1A.  RISK FACTORS

An investment in the parent company’s common stock is subject to risks inherent to the Company’s business, including
the material risks and uncertainties that are described below.  Before making an investment decision, you should
carefully consider the risks and uncertainties described below together with all of the other information included or
incorporated by reference in this report.  The risks and uncertainties described below are not the only ones facing the
Company.  Additional risks and uncertainties that management is not aware of or focused on, or that management
currently deems immaterial, may also impair the Company’s business operations.  This report is qualified in its entirety
by these risk factors.  If any of the following risks adversely affect the Company’s business, financial condition or
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The Company’s business may be adversely affected by conditions in the financial markets and economic conditions
generally.

Since December 2007, the United States has experienced a recession and a slowing of economic activity.  Business
activity across a wide range of industries and regions is greatly reduced, and local governments and many businesses
are in serious difficulty, due to the lack of consumer spending and the lack of liquidity in the credit
markets.  Unemployment has increased significantly.

The financial services industry and the securities markets generally were materially and adversely affected by
significant declines in the values of nearly all asset classes and by a serious lack of liquidity.  This was initially
triggered by declines in home prices and the values of subprime mortgages, but spread to all mortgage and real estate
asset classes, to leveraged bank loans and to nearly all asset classes, including equities.  The global markets have been
characterized by substantially increased volatility and short selling and an overall loss of investor confidence, initially
in financial institutions, but more recently in companies in a number of other industries and in the broader markets.

Market conditions have also led to the failure or merger of a number of prominent financial institutions.  Financial
institution failures or near-failures have resulted in further losses as a consequence of defaults on securities issued by
them and defaults under contracts entered into with such entities as counterparties.  Furthermore, declining asset
values, defaults on mortgages and consumer loans, and the lack of market and investor confidence, as well as other
factors, have all combined to increase credit default swap spreads, to cause rating agencies to lower credit ratings, and
to otherwise increase the cost of and decrease the availability of liquidity, despite very significant declines in Federal
Reserve borrowing rates and other government actions.  Some banks and other lenders have suffered significant losses
and have become reluctant to lend, even on a secured basis, due to the increased risk of default and the impact of
declining asset values on the value of collateral.  The foregoing has significantly weakened the strength and liquidity
of some financial institutions worldwide.  In 2008 and 2009, the U.S. Government, the Federal Reserve and other
regulators took numerous steps to increase liquidity and to restore investor confidence, including investing
approximately $200 billion in the equity of other banking organizations, but asset values have continued to decline
and access to liquidity continues to be very limited.

Although the rate of increase in unemployment and the rate of decline in housing prices have slowed and the
consumer spending and liquidity in the credit markets have been somewhat improved towards the end of 2009, the
economic slowdown generally continues and there can be no assurance such indicia of recovery would herald any
prolonged period of economic recovery and growth in 2010.

The Company’s financial performance generally, and in particular the ability of borrowers to pay interest on and repay
the principal of outstanding loans and the value of collateral securing those loans, is highly dependent upon the
business environment in the market where the Company operates, the Richmond Metropolitan area.  A favorable
business environment is generally characterized by, among other factors, economic growth, efficient capital markets,
low inflation, high business and investor confidence, and strong business earnings.  Unfavorable or uncertain
economic and market conditions can be caused by: declines in economic growth, business activity, or investor or
business confidence; limitations on the availability or increases in the cost of credit and capital; increases in inflation
or interest rates; natural disasters; or a combination of these or other factors.  Overall, during 2009, the business
environment was adverse for many households and businesses in the United States and worldwide. The business
environment in the Richmond Metropolitan area, the United States and worldwide may continue to deteriorate for the
foreseeable future.  There can be no assurance that these conditions will improve in the near term.  Such conditions
could adversely affect the credit quality of the Company’s loans, results of operations and financial condition.
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Improvements in economic indicators disproportionately affecting the financial services industry may lag
improvements in the general economy.

Should the stabilization of the U.S. economy lead to a general economic recovery, the improvement of certain
economic indicators, such as unemployment and real estate asset values and rents, may nevertheless continue to lag
behind the overall economy.  These economic indicators typically affect certain industries, such as real estate and
financial services, more significantly.  For example, improvements in commercial real estate fundamentals typically
lag broad economic recovery by 12 to 18 months.  The Company’s clients include entities active in these
industries.  Furthermore, financial services companies with a substantial lending business are dependent upon the
ability of their borrowers to make debt service payments on loans.  Should unemployment or real estate asset values
fail to recover for an extended period of time, the Company could be adversely affected.

Our results of operations are significantly affected by the ability of our borrowers to repay their loans.

A significant source of risk is the possibility that losses will be sustained because borrowers, guarantors and related
parties may fail to perform in accordance with the terms of their loan agreements.  Most of the Company’s loans are
secured but some loans are unsecured.  With respect to the secured loans, the collateral securing the repayment of
these loans may be insufficient to cover the obligations owed under such loans.  Collateral values may be adversely
affected by changes in economic, environmental and other conditions, including declines in the value of real estate,
changes in interest rates, changes in monetary and fiscal policies of the federal government, widespread disease,
terrorist activity, environmental contamination and other external events.  In addition, collateral appraisals that are out
of date or that do not meet industry recognized standards may create the impression that a loan is adequately
collateralized when it is not.  The Company has adopted underwriting and credit monitoring procedures and policies,
including regular reviews of appraisals and borrower financial statements, that management believes are appropriate
to mitigate the risk of loss.

As of December 31, 2009, approximately 77.5% of the Company’s loan portfolio consisted of commercial and
industrial, construction and commercial real estate loans. These types of loans are generally viewed as having more
risk of default than residential real estate loans or consumer loans.  These types of loans are also typically larger than
residential real estate loans and consumer loans.  Because the Company’s loan portfolio contains a significant number
of commercial and industrial, construction and commercial real estate loans with relatively large balances, the
deterioration of one or a few of these loans could cause a significant increase in non-performing loans.  An increase in
nonperforming loans could result in a net loss of earnings from these loans, an increase in the provision for loan losses
and an increase in loan charge-offs, all of which could have a material adverse effect on the Company’s financial
condition and results of operations.  Further, if repurchase and indemnity demands with respect to the Company’s loan
portfolio increase, its liquidity, results of operations and financial condition will be adversely affected.

The Company’s allowance for loan losses may be insufficient.

The Company maintains an allowance for loan losses, which is a reserve established through a provision for loan
losses charged to expense, that represents management’s best estimate of probable losses that have been incurred
within the existing portfolio of loans.  The allowance, in the judgment of management, is necessary to reserve for
estimated loan losses and risks inherent in the loan portfolio.

The level of the allowance reflects management’s continuing evaluation of industry concentrations; specific credit
risks; loan loss experience; current loan portfolio quality; present economic, political and regulatory conditions and
unidentified losses inherent in the current loan portfolio.  The determination of the appropriate level of the allowance
for loan losses inherently involves a high degree of subjectivity and requires the Company to make significant
estimates of current credit risks and future trends, all of which may undergo material changes.  Continuing
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problem loans and other factors, both within and outside the Company’s control, may require an increase in the
allowance for loan losses.  In addition, bank regulatory agencies periodically review the Company’s allowance for loan
losses and may require an increase in the provision for loan
losses or the recognition of further loan charge-offs, based on judgments different than those of management.  Further,
if charge-offs in future periods exceed the allowance for loan losses, the Company will need additional provisions to
increase the allowance for loan losses.  Any increases in the allowance for loan losses will result in a decrease in net
income and, possibly, capital, and may have a material adverse effect on the Company’s financial condition and results
of operations.

Changes in interest rates may have an adverse effect on the Company’s profitability.

The operations of financial institutions such as the Company are dependent to a large degree on net interest income,
which is the difference between interest income from loans and investments and interest expense on deposits and
borrowings.  An institution’s net interest income is significantly affected by market rates of interest that in turn are
affected by prevailing economic conditions, by the fiscal and monetary policies of the federal government and by the
policies of various regulatory agencies.  The Federal Reserve Board (FRB) regulates the national money supply in
order to manage recessionary and inflationary pressures.  In doing so, the FRB may use techniques such as engaging
in open market transactions of U.S. Government securities, changing the discount rate and changing reserve
requirements against bank deposits.  The use of these techniques may also affect interest rates charged on loans and
paid on deposits.  The interest rate environment, which includes both the level of interest rates and the shape of the
U.S. Treasury yield curve, has a significant impact on net interest income.  Like all financial institutions, the
Company’s balance sheet is affected by fluctuations in interest rates.  Volatility in interest rates can also result in
disintermediation, which is the flow of deposits away from financial institutions into direct investments, such as US
Government and corporate securities and other investment vehicles, including mutual funds, which, because of the
absence of federal insurance premiums and reserve requirements, generally pay higher rates of return than bank
deposit products.  See “Item 7: Management’s Discussion of Financial Condition and Results of Operations” and
“Item 7A: Quantitative and Qualitative Disclosure about Market Risk”.

Declines in value may adversely impact the investment portfolio.

We have not realized any non-cash, other-than-temporary impairment charges during 2009 as a result of reductions in
fair value below original cost of any investments in our investment portfolio.  However, we could be required to
record future impairment charges on our investment securities if they suffer any declines in value that are considered
other-than-temporary.  Considerations used to determine other-than-temporary impairment status to individual
holdings include the length of time the stock has remained in an unrealized loss position, and the percentage of
unrealized loss compared to the carrying cost of the stock, dividend reduction or suspension, market analyst reviews
and expectations, and other pertinent news that would affect expectations for recovery or further decline.

The Company may not be able to meet the cash flow requirements of its depositors and borrowers or meet its
operating cash needs.

Liquidity is the ability to meet cash flow needs on a timely basis at a reasonable cost.  The liquidity of the Company is
used to service its debt.  The liquidity of the Bank is used to make loans and leases and to repay deposit liabilities as
they become due or are demanded by customers.  Liquidity policies and limits are established by the board of
directors.  The overall liquidity position of the Company and the Bank are regularly monitored to ensure that various
alternative strategies exist to cover unanticipated events that could affect liquidity.  Funding sources include Federal
funds purchased, securities sold under repurchase agreements and non-core deposits. The Bank is a member of the
Federal Home Loan Bank of Atlanta, which provides funding through advances to members that are collateralized
with mortgage-related assets.
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If the Company is unable to access any of these funding sources when needed, we might be unable to meet customers’
needs, which could adversely impact our financial condition, results of operations, cash flows, and level of
regulatory-qualifying capital

Negative perceptions associated with the Company’s continued participation in the U.S. Treasury’s Capital Purchase
Program may adversely affect its ability to retain customers, attract investors and compete for new business
opportunities.

Several financial institutions which participated in the TARP Capital Purchase Program received approval from the
U.S. Treasury to exit the program during the second half of 2009.  These institutions have, or are in the process of,
repurchasing the preferred stock and repurchasing or auctioning the warrant issued to the U.S. Treasury as part of the
program.  The Company has not yet requested the U.S. Treasury’s approval to repurchase the preferred stock and
warrant from the U.S. Treasury.  In order to repurchase one or both securities, in whole or in part, the Company must
establish that it has satisfied all of the conditions to repurchase and must obtain the approval of the U.S.
Treasury.  There can be no assurance that the Company will be able to repurchase these securities from the U.S.
Treasury.  The Company’s customers, employees and counterparties in its current and future business relationships
may draw negative implications regarding the strength of the Company as a financial institution based on its continued
participation in the program following the exit of one or more of its competitors or other financial institutions.  Any
such negative perceptions may impair the Company’s ability to effectively compete with other financial institutions for
business or to retain high performing employees.  If this were to occur, the Company’s business, financial condition
and results of operations may be adversely affected, perhaps materially.

The soundness of other financial institutions could adversely affect us.

Our ability to engage in routine funding transactions could be adversely affected by the actions and commercial
soundness of other financial institutions. Financial services institutions are interrelated as a result of trading, clearing,
counterparty or other relationships. We have exposure to many different industries and counterparties, and we
routinely execute transactions with counterparties in the financial industry. As a result, defaults by, or even rumors or
questions about, one or more financial services institutions, or the financial services industry generally, have led to
market-wide liquidity problems and could lead to losses or defaults by us or by other institutions. Many of these
transactions expose us to credit risk in the event of default of our counterparty or client. In addition, our credit risk
may be exacerbated when the collateral held by us cannot be realized upon or is liquidated at prices not sufficient to
recover the full amount of the financial instrument exposure due us. There is no assurance that any such losses would
not materially and adversely affect our results of operations.

Changes in economic conditions and related uncertainties may have an adverse affect on the Company’s profitability.

Commercial banking is affected, directly and indirectly, by local, domestic, and international economic and political
conditions, and by governmental monetary and fiscal policies.  Conditions such as inflation, recession, unemployment,
volatile interest rates, tight money supply, real estate values, international conflicts and other factors beyond the
Company’s control may adversely affect the potential profitability of the Company.  Any future rises in interest rates,
while increasing the income yield on the Company’s earnings assets, may adversely affect loan demand and the cost of
funds and, consequently, the profitability of the Company.  Any future decreases in interest rates may adversely affect
the Company’s profitability because such decreases may reduce the amounts that the Company may earn on its
assets.  A continued recessionary climate could result in the delinquency of outstanding loans. Management does not
expect any one particular factor to have a material effect on the Company’s results of operations.  However,
downtrends in several areas, including real estate, construction and consumer spending, could have a material adverse
impact on the Company’s profitability.
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The supervision and regulation to which the Company is subject can be a competitive disadvantage.

The operations of the Company and the Bank are heavily regulated and will be affected by present
and future legislation and by the policies established from time to time by various federal and state regulatory
authorities.  In particular, the monetary policies of the Federal Reserve have had a significant effect on the operating
results of banks in the past, and are expected to continue to do so in the future.  Among the instruments of monetary
policy used by the Federal Reserve to implement its objectives are changes in the discount rate charged on bank
borrowings and changes in the reserve requirements on bank deposits.  It is not possible to predict what changes, if
any, will be made to the monetary polices of the Federal Reserve or to existing federal and state legislation or the
effect that such changes may have on the future business and earnings prospects of the Company.

The Company is subject to changes in federal and state tax laws as well as changes in banking and credit regulations,
accounting principles and governmental economic and monetary policies.

During the past several years, significant legislative attention has been focused on the regulation and deregulation of
the financial services industry.  Non-bank financial institutions, such as securities brokerage firms, insurance
companies and money market funds, have been permitted to engage in activities that compete directly with traditional
bank business.

Regulation of the financial services industry is undergoing major changes, and future legislation could increase our
cost of doing business or harm our competitive position.

In 2009, many emergency government programs enacted in 2008 in response to the financial crisis and the recession
slowed or wound down, and global regulatory and legislative focus has generally moved to a second phase of broader
reform and a restructuring of financial institution regulation. Legislators and regulators in the United States are
currently considering a wide range of proposals that, if enacted, could result in major changes to the way banking
operations are regulated. Some of these major changes may take effect as early as 2010, and could materially impact
the profitability of our business, the value of assets we hold or the collateral available for our loans, require changes to
business practices or force us to discontinue businesses and expose us to additional costs, taxes, liabilities,
enforcement actions and reputational risk.

Certain reform proposals under consideration could result in our becoming subject to stricter capital requirements and
leverage limits, and could also affect the scope, coverage, or calculation of capital, all of which could require us to
reduce business levels or to raise capital, including in ways that may adversely impact our shareholders or creditors. In
addition, we anticipate the enactment of certain reform proposals under consideration that would introduce stricter
substantive standards, oversight and enforcement of rules governing consumer financial products and services, with
particular emphasis on retail extensions of credit and other consumer-directed financial products or services. We
cannot predict whether new legislation will be enacted and, if enacted, the effect that it, or any regulations, would
have on our business, financial condition, or results of operations.

The competition the Company faces is increasing and may reduce our customer base and negatively impact the
Company’s results of operations.

There is significant competition among banks in the market areas served by the Company.  In addition, as a result of
deregulation of the financial industry, the Bank also competes with other providers of financial services such as
savings and loan associations, credit unions, consumer finance companies, securities firms, insurance companies, the
mutual funds industry, full service brokerage firms and discount brokerage firms, some of which are subject to less
extensive regulations than the Company with respect to the products and services they provide.  Some of the
Company’s competitors have greater resources than the Corporation and, as a result, may have higher lending limits
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Our deposit insurance premium could be substantially higher in the future which would have an adverse effect on our
future earnings.

The FDIC insures deposits at FDIC-insured financial institutions, including Village Bank.  The FDIC
charges the insured financial institutions premiums to maintain the Deposit Insurance Fund at a certain level.  Current
economic conditions have increased bank failures and expectations for further failures, which may result in the FDIC
making more payments from the Deposit Insurance Fund and, in connection therewith, raising deposit premiums.  In
addition, the FDIC instituted two temporary programs to further insure customer deposits at FDIC insured banks:
deposit accounts are currently insured up to $250,000 per customer (up from $100,000) and non-interest bearing
transactional accounts at institutions participating in the Transaction Account Guarantee Program are currently fully
insured (unlimited coverage).  These programs have placed additional stress on the Deposit Insurance Fund.

In February 2009, the FDIC finalized a rule that increases premiums paid by insured institutions and makes other
changes to the assessment system.  Due to mounting losses from failed banking institutions in 2009, the FDIC adopted
an interim rule that imposed an emergency special assessment in the second quarter of 2009 and further gave the
FDIC authority to impose additional emergency special assessments of up to 10 basis points in subsequent
quarters.  In addition, on November 12, 2009, the FDIC adopted a rule requiring banks to prepay three years’ worth of
premiums to replenish the depleted fund.  The Company is generally unable to control the amount of premiums that it
is required to pay for FDIC insurance.  If there are additional bank or financial institution failures the Company may
be required to pay even higher FDIC premiums than the recently increased levels.  Further, on January 12, 2010, the
FDIC requested comments on a proposed rule tying assessment rates of FDIC-insured institutions to the institution’s
employee compensation programs.  The exact requirements of such a rule are not yet known, but such a rule could
increase the amount of premiums the Company must pay for FDIC insurance.  These announced increases and any
future increases or required prepayments of FDIC insurance premiums may adversely impact its earnings.

Concern of customers over deposit insurance may cause a decrease in deposits.

With the continuing news about bank failures, customers are increasingly concerned about the extent to which their
deposits are insured by the FDIC.  Customers may withdraw deposits in an effort to ensure that the amount they have
on deposit with us is fully insured.  Decreases in deposits may adversely affect our funding costs and net income.

Fluctuations in the stock market could negatively affect the value of the Company’s common stock.

The Company’s common stock trades under the symbol “VBFC” on the Nasda

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

43


