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Earnings Push Higher in Q2; Dividend Increased Again

Second quarter results for F & M Bank Corp. were quite strong and built upon
the positive first quarter momentum, resulting in record quarterly and first half
earnings. In the company’s press release, the words that management used to
describe the bank’s local economy and real estate sales were “strong” and
“robust”, respectively, which certainly caught our eye. The tone from
management has been more on the cautiously optimistic side in recent years;
therefore, the positive comments following second quarter results give us
confidence that the momentum should continue in the second half of the year.

Our 2016 earnings per share estimate moves higher by a nickel to $2.55 from
$2.50, previously. The strong second quarter results combined with
management’s positive comments about the state of the local market supports
the increase, which could still ultimately prove to be on the conservative side if
credit expenses remain low.

F & M Bank Corp.’s strong first half results gave the Board of Directors the
confidence to boost the quarterly dividend to $0.20 per share from $0.19
previously. The dividend now yields an attractive 3.2%.

FMBM shares have held steady in recent months as investors continue to take a
neutral stance towards the community banking sector. As has been the case for
some time now, investors are concerned about the sector’s ability to generate
above average returns given the heightened regulatory environment and low
growth economic conditions. Throw in the persistent low interest rate
environment, which has a pronounced impact on banks of all sizes, and the
result is a confusing situation that has resulted in tepid interest from investors.
Positively for FMBM shareholders, the company has delivered consistent
earnings, which has supported the dividend growth discussed above. In
addition, the stock’s valuation levels remain unassuming, which would most
likely provide some level of support (relative to other sectors) if the broader
market were to weaken.

Company Overview

F & M Bank Corp. is the holding company for Farmers & Merchants Bank.
The bank operates twelve branches throughout Western Virginia, including
Augusta County, Rockingham County, Shenandoah County and Page County.
The bank provides a full suite of commercial and consumer banking products,
as well as financial services through Farmers & Merchants Financial Services,
mortgage banking services through VBS Mortgage and insurance products
through TEB Life Insurance Company. At quarter-end, the bank had $730.0
million in assets.

F & M Bank Corp.’s common stock trades on the OTCQX exchange under the
ticker FMBM.




F & M Bank Corp. reported second quarter earnings
per share of $0.68, which improved upon the $0.60
earned in the first quarter and $0.62 earned in last
year’s second quarter. For the first half of 2016, F & M
Bank Corp. posted earnings to common shareholders
of nearly $4.2 million, or $1.28 per share, which was
up from $3.8 million, or $1.15 per share, during the
same period last year.

In typical F & M Bank Corp. fashion, the company’s
second quarter and first half earnings were driven by a
strong net interest margin and cost controls. An uptick
in loan growth in the second quarter helped to push net
interest income higher, which, when combined with the
margin strength and low efficiency ratio (a good thing),
resulted in record earnings for the bank.

Management indicated earlier in the year that they
expected some activity in nonperforming assets in the
coming months and that is what we got in the second
quarter. Net charge-offs totaled $713 thousand in the
second quarter from de minimus amounts in recent
quarters. Management has patiently worked with
troubled borrowers to remedy past due loan situations,
so the uptick in net charge-offs in the second quarter
could be an indication that the bank will look to take
advantage of the improving real estate conditions to
more aggressively work problem loan levels lower.
Total nonperforming assets declined by nearly $1.2
million in the second quarter to $8.3 million, which
represents 1.14% of total assets. Past due loans
declined by a similar amount.

F & M Bank Corp.’s loan growth over the past year
has pushed the company’s equity to assets ratio to
11.8% from 12.4% a year ago. At June 30", the bank’s
Tier 1 capital ratio stood at a healthy 12.95% and all
regulatory capital ratios remain in well-capitalized
territory. We expect the bank’s healthy capital levels to
support growth for the foreseeable future.

Over the past year, loans held for investment
increased by $33.2 million, or 6.2%, which includes
the $9.1 million increase in the second quarter alone.
The second quarter growth rate was a bit higher than
what we have seen in recent quarters, so it seems that
the bank took advantage of the stronger market
conditions. Looking forward to the second half of the
year, we anticipate quarterly loan growth in the $7.0-
$9.0 million range, fairly consistent with what F & M
Bank Corp. has delivered recently.

As F & M Bank Corp.’s newer branches and the
Dealer Finance division mature over the next six to
twelve months, we would not be surprised if
management began to look for other avenues for
growth. The most likely sources of growth could
come through the relatively lower risk options of
hiring experienced lenders in new markets and setting
up a loan production office or by acquiring branches
from other banks. While less likely, we could see
F & M look to acquire a smaller institution that is
struggling with the low growth and higher regulatory
cost environments. F & M Bank Corp. has
traditionally made conservative growth investments,
so we would only expect a deal that made clear sense
and come in low on the risk spectrum.

F & M Bank Corp.’s net interest margin remains at
the high end of the industry and continues to underpin
the company’s strong earnings. The margin has ticked
lower by a few basis points in recent quarters, but we
expect it to remain in the 4.30%-4.40% range during
the second half of the year. That said, the longer
interest rates stay at rock-bottom levels the harder it
will be for F & M Bank Corp. and other banks to
maintain yields on assets (loans and securities) as new
investments are likely to be priced lower than
maturing investments. For the second quarter, the
margin came in at 4.37% compared to 4.39% in the
first quarter and 4.46% a year ago.

Important Disclosures and Information about Dogwood Research

Copyright 2016 Dogwood Research LLC. All rights reserved. Dogwood Research LLC is an equity research
firm that provides third-party research and investor relations services to community banks in the Mid-Atlantic
region. This report is deemed an investor relations report and Dogwood Research LLC receives a fee from the
company discussed in this report to prepare the material. The report is for informational purposes only and is not
an offer to purchase or sell any securities; nor is it a recommendation to purchase or sell any securities.
Information included in this report is compiled from sources that we believe are reliable, but is not guaranteed
by Dogwood Research LLC. The report includes forward-looking statements, including estimates, that may
differ materially from those listed in the report. Any opinions, estimates or forward-looking statements are
subject to change without notification. Neither the analyst nor a member of the analyst’s household owns shares
of the subject company. The analyst is separately employed by Virginia Community Development Corporation.

For more information, please visit www.dogwoodresearch.com.
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