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Indicate by check mark whether the registrant (1) has filed all reports required to be filed by section 13 or 15(d) of the Securities Exchange Act
of 1934 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

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

Large accelerated filer o Accelerated filer X Non-accelerated filer o

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b — 2 of the Exchange Act).
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Part 1
Financial Information

Item 1. Financial Statements

National Bankshares, Inc. and Subsidiaries

Consolidated Balance Sheets

($ In thousands, except share data)
Assets

Cash and due from banks
Interest-bearing deposits
Securities available for sale, at fair value

Securities held to maturity (fair value approximates $119,558 at June

30, 2007 and $115,561 at December 31, 2006)
Mortgage loans held for sale

Loans:

Real estate construction loans

Real estate mortgage loans

Commercial and industrial loans

Loans to individuals

Total loans

Less unearned income and deferred fees
Loans, net of unearned income and deferred fees
Less: allowance for loan losses

Loans, net

Bank premises and equipment, net
Accrued interest receivable

Other real estate owned, net

Intangible assets and goodwill, net
Other assets

Total assets

Liabilities and Stockholders' Equity
Noninterest-bearing demand deposits
Interest-bearing demand deposits
Savings deposits

Time deposits

(Unaudited)

June 30, December 31,

2007 2006

$ 16,937 $ 15,283
20,570 19,617
161,293 169,735
121,662 115,754
1,064 808
42,646 33,840
133,797 126,302
213,359 215,244
119,430 126,316
509,232 501,702
1,114 ) (1,059
508,118 500,643
(5,000 ) (5,157
503,118 495,486
12,340 12,702
6,005 5,682
306 390
15,407 15,976
18,396 16,770

$ 877,098 $ 868,203

$ 115,936 $ 101,167
232,039 233,023
47,956 47,988

375,388 382,514



Total deposits

Other borrowed funds
Accrued interest payable
Other liabilities

Total liabilities
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771,319
141
756
6,208
778,424

764,692
73

863
5,820
771,448

continued
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Stockholders' Equity

Preferred stock of no par value.

Authorized 5,000,000 shares; none issued and outstanding -
Common stock of $1.25 par value.

Authorized 10,000,000 shares; issued and outstanding 6,975,734

shares in 2007 and 6,980,234 in 2006 8,720 8,725
Retained earnings 94,576 91,123
Accumulated other comprehensive (loss), net (4,622 ) (3,093
Total stockholders' equity 98,674 96,755
Total liabilities and stockholders' equity $ 877,098 $ 868,203

See accompanying notes to the consolidated financial statements.
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National Bankshares, Inc. and Subsidiaries
Consolidated Statements of Income
Three Months Ended June 30, 2007 and 2006

(Unaudited)

($ In thousands, except share and per share data)
Interest income

Interest and fees on loans

Interest on interest-bearing deposits
Interest on securities — taxable
Interest on securities — nontaxable

Total interest income

Interest expense

Interest on time deposits $100,000 or more
Interest on other deposits

Interest on borrowed funds

Total interest expense

Net interest income

Provision for loan losses

Net interest income after provision for loan losses

Noninterest income

Service charges on deposit accounts
Other service charges and fees
Credit card fees

Trust income

Other income

Realized securities gains, net

Total noninterest income

Noninterest expense

Salaries and employee benefits
Occupancy, furniture and fixtures
Data processing and ATM

Credit card processing

Intangibles amortization

Net costs of other real estate owned
Other operating expenses

June 30,
2007

$ 9,341
110
1,910
1,334
12,695

1,596
3,743
31

5,370
7,325
13

7,312

843
79

720
360
257

2,259

2,778
412
322
579
285

1,125

June 30,
2006

$ 8,637
102
1,893
1,217
11,849

1,103
3,259
12

4,374
7,475

7,468

855
104
636
365
250

2,212

2,929
472
327
469
285

919
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Total noninterest expense

Income before income tax expense
Income tax expense

Net income

5,504

4,067

927
$ 3,140

5,401
4,279
1,052
3,227

continued
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Net income per share - basic $ 045

- diluted $ 045
Weighted average number of common

shares outstanding - basic 6,980,379
- diluted 6,995,903
Dividends declared per share $ 0.37

See accompanying notes to consolidated financial statements.

$ 0.46
$ 0.46

7,011,581
7,033,626
$ 0.36

10
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National Bankshares, Inc. and Subsidiaries
Consolidated Statements of Income

Six Months Ended June 30, 2007 and 2006

(Unaudited)

June 30, June 30,
($ In thousands, except share and per share data) 2007 2006
Interest income
Interest and fees on loans $ 18,378 $ 16,998
Interest on interest-bearing deposits 384 260
Interest on securities — taxable 3,806 3,696
Interest on securities — nontaxable 2,657 2,478
Total interest income 25,225 23,432
Interest expense
Interest on time deposits $100,000 or more 3,179 2,191
Interest on other deposits 7,575 6,407
Interest on borrowed funds 32 14
Total interest expense 10,786 8,612
Net interest income 14,439 14,820
Provision for loan losses 10 24
Net interest income after provision for loan losses 14,429 14,796
Noninterest income
Service charges on deposit accounts 1,653 1,670
Other service charges and fees 162 213
Credit card fees 1,318 1,160
Trust income 733 745
Other income 521 517
Realized securities gains (losses), net 51 34 )
Total noninterest income 4,438 4,271
Noninterest expense
Salaries and employee benefits 5,619 5,840
Occupancy, furniture and fixtures 897 1,005
Data processing and ATM 580 628
Credit card processing 1,026 382
Intangibles amortization 569 569
Net costs of other real estate owned 61 14
Other operating expenses 2,009 1,962

11
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Total noninterest expense
Income before income tax expense
Income tax expense

Net income

10,761

8,106

1,850
$ 6,256

10,900
8,167
1,937
6,230

continued
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Net income per share - basic $ 0.90

- diluted $ 0.89
Weighted average number of common

shares outstanding - basic 6,979,745
- diluted 6,998,302
Dividends declared per share $ 037

See accompanying notes to consolidated financial statements.

$ 0.89
$ 0.89

7,013,311
7,039,303
$ 0.36

13



Edgar Filing: NATIONAL BANKSHARES INC - Form 10-Q

National Bankshares, Inc. and Subsidiaries

Consolidated Statements of Changes in Stockholders’ Equity

Six Months Ended June 30, 2007 and 2006

(Unaudited)

($ In thousands, except per share
data)

Balances at December 31, 2005
Net income

Dividends ($0.36 per share)
Exercise of stock options

Other comprehensive loss, net of
tax:

Unrealized loss on securities
available for sale, net of income tax
$(1,011)

Reclass adjustment, net of tax $13
Other comprehensive loss, net of
tax ($998)

Comprehensive income

Stock repurchase

Balances at June 30, 2006

Balances at December 31, 2006
Net income

Dividends ($0.37 per share)
Exercise of stock options

Other comprehensive loss, net of
tax:

Unrealized loss on securities
available for sale, net of income tax
$(805)

Reclass adjustment, net of income
tax $(18)

Other comprehensive loss, net of
tax ($823)

Comprehensive income

Stock repurchase

Balances at June 30, 2007

Common
Stock

$ 8,775

13

(18
$ 8,720

Retained
Earnings

$ 84,610
6,230
(2,524
108

(701
$ 87,723

$ 91,123
6,256
(2,584
93

(312
$ 94,576

Accumulated
Other
Comprehensive
Income (Loss)

$ (1,446

)

)

)

)

)

)

Comprehensive

Income

(1,878
25

(1,853
$ 4377

(1,496
(33

(1,529
$ 4,727

)

)

)

)

Total

$ 91,939
6,230
(2,524
121

(1,853
(740
$ 93,173

$ 96,755
6,256
(2,584
106

(1,529
(330
$ 98,674

)

)

)

)

)

)

14
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See accompanying notes to consolidated financial statements.

15
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National Bankshares, Inc. and Subsidiaries
Consolidated Statements of Cash Flows
Six Months Ended June 30, 2007 and 2006

(Unaudited)

($In thousands)
Cash flows from operating activities

Net income

Adjustments to reconcile net income to net cash provided by operating activities:
Provision for loan losses

Depreciation of bank premises and equipment

Amortization of intangibles

Amortization of premiums and accretion of discount, net

Gains on disposal of fixed assets

(Gains) losses on sales and calls of securities available for sale, net
Gains on call of securities held to maturity

(Gains) losses and writedowns on other real estate owned

Net change in:

Mortgage loans held for sale

Accrued interest receivable

Other assets

Accrued interest payable

Other liabilities

Net cash provided by operating activities

Cash flows from investing activities
Net change interest-bearing deposits

Proceeds from calls, principal payments, sales and maturities of securities available for sale
Proceeds from calls, principal payments and maturities of securities held to maturity

Purchases of securities available for sale

Purchases of securities held to maturity

Purchases of loan participations

Collections of loan participations

Loan originations and principal collections, net
Proceeds from disposal of other real estate owned
Recoveries on loans charged off

Purchase of bank premises and equipment

Proceeds from disposal of bank premises and equipment
Net cash used in investing activities

June 30,
2007

$ 6,256

(256
(323
(803
(107
388
$ 6,222

$ (953
12,532
2,283
(6,461
(8,239
(1,928
2,048
(8,045
390
58
(140

$ (8,455

N

)

)

June 30,
2006

$ 6,230

24
506
569
124
2
40
@3
10

(222
(156
(376
(37
59

$ 6,766

$ (3,687
7,847
6,261
(10,798
(1,458
(2,232
4,084
(4,974
76
475
2

$ (5,354

~ O~ ~— —
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Cash flows from financing activities
Net change in other deposits

Net change in time deposits

Net change in other borrowed funds

Stock options exercised

10

$ 13,753
(7,126
68
106

)

$

10,873
(9,941
(279
121

continued

)
)

17
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Common stock repurchased

Cash dividends paid

Net cash provided (used) by financing activities
Net change in cash and due from banks

Cash and due from banks at beginning of period
Cash and due from banks at end of period

Supplemental disclosure of cash flow information
Cash paid for interest

Cash paid for income taxes

Loans charged to the allowance for loan losses
Loans transferred to other real estate owned
Unrealized (losses) on securities available for sale

See accompanying notes to consolidated financial statements.

11

@+ H HH P

(330
(2,584
3,887
1,654
15,283
16,937

10,893
1,782
225
225
2,352

L R R S R

(740

(2,524
(2,490
(1,078
20,115
19,037

8,649
1,741
209
24
(2,851
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National Bankshares, Inc. and Subsidiaries
Notes to Consolidated Financial Statements
June 30, 2007

(Unaudited)

($ In thousands, except share and per share data)

Note (1)

The consolidated financial statements of National Bankshares, Inc. (Bankshares) and its wholly-owned subsidiaries, The National Bank of
Blacksburg (NBB) and National Bankshares Financial Services, Inc. (NBES), (the Company), conform to accounting principles generally
accepted in the United States of America and to general practices within the banking industry. The accompanying interim period consolidated
financial statements are unaudited; however, in the opinion of management, all adjustments consisting of normal recurring adjustments, which
are necessary for a fair presentation of the consolidated financial statements, have been included. The results of operations for the six months
ended June 30, 2007 are not necessarily indicative of results of operations for the full year or any other interim period. The interim period
consolidated financial statements and financial information included in this Form 10-Q should be read in conjunction with the notes to
consolidated financial statements included in the Company's 2006 Form 10-K. The Company posts all reports required to be filed under the
Securities and Exchange Act of 1934 on its web site at www.nationalbankshares.com.

Note (2) Stock-Based Compensation

The Company adopted the National Bankshares, Inc. 1999 Stock Option Plan to give key employees of Bankshares and its subsidiaries an
opportunity to acquire shares of National Bankshares, Inc. common stock. The purpose of the 1999 Stock Option Plan is to promote the success
of Bankshares and its subsidiaries by providing an incentive to key employees that enhances the identification of their personal interest with the
long term financial success of the Company and with growth in stockholder value. Under the 1999 Stock Option Plan, up to 500,000 shares of
Bankshares common stock may be granted. The 1999 Stock Option Plan is administered by the Stock Option Committee, which is the NBI
Board of Directors’ Compensation Committee, made up entirely of independent directors of National Bankshares, Inc. The Stock Option
Committee may determine whether options are incentive stock options or nonqualified stock options and may determine the other terms of
grants, such as number of shares, term, a vesting schedule, and the exercise price. The 1999 Stock Option Plan limits the maximum term of any
option granted to ten years, states that options may be granted at not less than fair market value on the date of the grant and contains certain other
limitations on the exercisability of incentive stock options. The options generally vest 25% after one year, 50% after two years, 75% after three
years and 100% after four years. At the discretion of the Stock Option Committee options may be awarded with the provision that they may be
accelerated upon a change of control, merger, consolidation, sale or dissolution of National Bankshares, Inc. At June 30, 2007, there were
286,000 additional shares available for grant under the plan.

Compensation expense is calculated using the Black-Scholes model and is amortized over the requisite service period using the straight-line
method. Please refer to the Company’s Form 10-K dated December 31, 2006 for assumptions used. There have been no grants of stock options in
2007.

Options Shares

19



Outstanding at January 1, 2007
Granted

Exercised

Forfeited or expired
Outstanding at June 30, 2007
Exercisable at June 30, 2007

Because no options were granted in 2007 and all options were fully vested at December 31, 2006, there is no expense included in net income.
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161,790

(10,000

151,790
151,790

Weighted-
Average
Exercise
Price

20.46

10.55

21.12
21.12

Weighted
Average
Remaining
Contractual
Term

6.6
6.6

Aggregate
Intrinsic
Value
($000)

During the six months ended June 30, 2007, there were no stock options granted and 10,000 stock options were exercised with an intrinsic value

of $98,900. For the six months ended June 30, 2006 there were no stock options granted and 10,710 options were exercised with an intrinsic

value of $128,000.

12
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Note (3) Allowance for Loan Losses, Nonperforming Assets and Impaired Loans

($ In thousands, except % data)
Balance at beginning of period

Provision for loan losses
Loans charged off
Recoveries

Balance at the end of period

Ratio of allowance for loan losses to the end of period loans, net of unearned income and
deferred fees
Ratio of net charge-offs to average loans, net of unearned income and deferred fees'

Ratio of allowance for loan losses to nonperforming loans*

1. Net charge-offs are on an annualized basis.

For the periods ended

June 30,

2007 2006

$ 5,157 $ 5,449
10 24
225 ) (209 )
58 76

$ 5,000 $ 5,340
098 % 1.08 %
007 % 005 %
440.14 %  --- %

December 31,

2006

$ 5449
49
459 )
118

$ 5,157
103 %
007 %
%

2. The Company defines nonperforming loans as total nonaccrual and restructured loans. Loans 90 days past due and still accruing are

excluded.

($ In thousands, except % data)
Nonperforming Assets:

Nonaccrual loans
Restructured loans

Total nonperforming loans
Foreclosed property

Total nonperforming assets

Ratio of nonperforming assets to loans, net of unearned income and deferred fees, plus other real
estate owned

($ In thousands, except % data)
Loans past due 90 days or more and still accruing

Ratio of loans past due 90 days or more and still accruing to loans, net of unearned income and
deferred fees
Impaired loans

Total impaired loans
Impaired loans with a valuation allowance
Valuation allowance

June 30, December 31,
2007 2006 2006
$ 1,136 $ - $ -

1,136 -—- -

306 390 390
$ 1,442 $ 390 $ 390

028 % 0.08 %  0.08 %
June 30, December 31,
2007 2006 2006
$ 583 $ 362 $ 681

011 % 007 % 0.14 %
$ 1,132 $ - $ -

21
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Impaired loans, net of allowance

Impaired loans with no valuation allowance
Average recorded investment in impaired loans
Income recognized on impaired loans

Amount of income recognized on a cash basis

: NATIONAL BANKSHARES INC - Form 10-Q

$ 1,132
$ 1,134
$ -
$ -

©@© BHB LA L

Nonaccrual loans exluded from impaired disclosure under SFAS114 at June 30, 2007 were $4. No income was recognized on these loans at June

30, 2007.

13
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Note (4) Securities

The amortized costs, gross unrealized gains, gross unrealized losses and fair values for securities available for the sale by major security type as

of June 30, 2007 are as follows:

($ In thousands)
Available for sale:

U.S. Treasury

U.S. Government Agencies and Corporations
State and political subdivisions
Mortgage-backed securities

Corporate debt securities

Federal Reserve Bank stock-restricted
Federal Home Loan Bank stock-restricted
Other securities

Total securities available for sale

June 30, 2007

Amortized

Costs

$ 3,031
21,818
76,114
28,855
31,490
92
1,659
1,614

$ 164,673

Gross

Unrealized

Gains

$ -

133
$ 564

Gross
Unrealized

Losses

$ 158
376
1,328
765
1,317

$ 3,944

Fair
Values

$ 2,873
21,442
75,184
28,093
30,203
92
1,659
1,747

$ 161,293

The amortized costs, gross unrealized gains, gross unrealized losses and fair values for securities held to maturity by major security type as of

June 30, 2007 are as follows:

($ In thousands)
Held to Maturity:

U.S. Government Agencies and Corporations
State and political subdivisions
Mortgage-backed securities

Corporate securities

Total securities held to maturity

June 30, 2007

Amortized
Costs

$ 42,460
61,570
2,219
15,413

$ 121,662

Gross
Unrealized
Gains

312

101
$ 414

Gross
Unrealized
Losses

$ 1,061
823
59
575

$ 2,518

Fair
Values

$ 41,399
61,059
2,161
14,939

$ 119,558

23



Edgar Filing: NATIONAL BANKSHARES INC - Form 10-Q

Information pertaining to securities with gross unrealized losses at June 30, 2007 and December 31, 2006, aggregated by investment category
and length of time that individual securities have been in a continuous loss position, follows:

June 30, 2007

Less Than 12 Months 12 Months or More

Fair Unrealized Fair Unrealized
($ In thousands) Value Loss Value Loss
U.S. Government agencies and corporations $ 21,501 $ (333 )y $ 44211 $ (1,261
State and political subdivisions 37,493 (1,005 ) 32,972 (1,146
Mortgage-backed securities 10,808 (279 ) 18,945 (547
Corporate debt securities 994 (11 ) 35,022 (1,880
Total temporarily impaired securities $ 70,796 $ (1,628 ) $ 131,150 $ (4,834

14

~ O~ ~— ~— —
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December 31, 2006

Less Than 12 Months 12 Months or More

Fair Unrealized Fair Unrealized
($ In thousands) Value Loss Value Loss
U.S. Government agencies and corporations $ 22,734 $ 83 $ 38,234 831
State and political subdivisions 14,449 91 30,503 587
Mortgage-backed securities 13,533 46 16,268 206
Corporate debt securities — o 35,462 1,495
Total temporarily impaired securities $ 50,716 $ 220 $ 120,467 $ 3,209

The Company had 314 securities with a fair value of $201,946 which were temporarily impaired at June 30, 2007. The total unrealized loss on
these securities was $6,462. Losses are attributed to interest rate movements. Credit quality of the securities portfolio is continuously monitored
by management. The Company has the ability and intent to hold these securities until maturity. Therefore, the losses associated with these
securities are considered temporary at June 30, 2007. All securities shown are above investment grade.

Note (5) Recent Accounting Pronouncements

In September 2006, the Financial Accounting Standards Board (FASB) issued Statement of Financial Accounting Standards No. 157, “Fair Value
Measurements” (SFAS 157). SFAS 157 defines fair value, establishes a framework for measuring fair value in generally accepted accounting
principles, and expands disclosures about fair value measurements. SFAS 157 does not require any new fair value measurements but may

change current practice for some entities. This Statement is effective for financial statements issued for fiscal years beginning after November

15, 2007 and interim periods within those years. The Company does not expect the implementation of SFAS 157 to have a material impact on its
consolidated financial statements.

In February 2007, the FASB issued Statement of Financial Accounting Standards No. 159, “The Fair Value Option for Financial Assets and
Financial Liabilities” (SFAS 159). This statement permits entities to choose to measure many financial instruments and certain other items at fair
value. The objective of this Statement is to improve financial reporting by providing entities with the opportunity to mitigate volatility in
reported earnings caused by measuring related assets and liabilities differently without having to apply complex hedge accounting provisions.
The fair value option established by this Statement permits all entities to choose to measure eligible items at fair value at specified election dates.
A business entity shall report unrealized gains and losses on items for which the fair value option has been elected in earnings at each subsequent
reporting date. The fair value option may be applied instrument by instrument and is irrevocable. SFAS 159 is effective as of the beginning of an
entity’s first fiscal year that begins after November 15, 2007. The Company is in the process of evaluating the impact SFAS 159 may have on its
consolidated financial statements.

Note (6) Defined Benefit Plan

Components of Net Periodic Benefit Cost

Pension Benefits

25
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($ in Thousands)
Service cost

Interest cost

Expected return on plan assets
Amortization of prior service cost
Amortization of net obligation at transition
Recognized net actuarial loss

Net periodic benefit cost

15

Six Months Ended June 30,
2007
$ 304
350
(318
4
6
920
$ 424

2006
$ 286
322
) (286
6

106
$ 426

26
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Employer Contributions

Bankshares’ pension plan contribution for 2007 is $594. The contribution will be paid in quarterly installments.

National Bankshares, Inc. and Subsidiaries

(In thousands, except per share data)

Item 2.
Management's Discussion and Analysis of Financial Condition and

Results of Operations for the Six Months Ended June 30, 2007

The purpose of this discussion is to provide information about the financial condition and results of operations of National Bankshares, Inc. and
its wholly-owned subsidiaries (the Company), which are not otherwise apparent from the consolidated financial statements and other
information included in this report. Refer to the financial statements and other information included in this report as well as the 2006 Annual
Report on Form 10-K for an understanding of the following discussion and analysis.

This Quarterly Report on Form 10-Q contains forward-looking statements as described in the Securities Exchange Act of 1934. The Company's
actual results could differ materially from those set forth in the forward-looking statements.

Critical Accounting Policies

General

The Company’s financial statements are prepared in accordance with accounting principles generally accepted in the United States (GAAP). The
financial information contained within our statements is, to a significant extent, financial information that is based on measures of the financial
effects of transactions and events that have already occurred. A variety of factors could affect the ultimate value that is obtained when earning
income, recognizing an expense, recovering an asset or relieving a liability. We use historical loss factors as one element in determining the
inherent loss that may be present in our loan portfolio. Actual losses could differ significantly from the historical factors that we use. In addition,
GAAP itself may change from one previously acceptable method to another method. Although the economics of our transactions would be the
same, the timing of events that would impact our transactions could change.

Allowance for Loan Losses
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The allowance for loan losses is an estimate of the losses that may be sustained in our loan portfolio. The allowance is based on two basic
principles of accounting: (i) SFAS 5, Accounting for Contingencies, which requires that losses be accrued when they are probable of occurring

and estimable and (ii) SFAS 114, Accounting by Creditors for Impairment of a Loan, which requires that losses be accrued based on the
differences between the value of collateral, present value of future cash flows or values that are observable in the secondary market and the loan
balance.

Our allowance for loan losses has three basic components; the formula allowance, the specific allowance and the unallocated allowance. Each of
these components is determined based upon estimates that can and do change when actual events occur. The formula allowance uses a historical
loss view and certain qualitative factors as an indicator of future losses and, as a result, could differ from the loss incurred in the future.
However, since this history is updated with the most recent loss information, the errors that might otherwise occur are mitigated. The specific
allowance uses various techniques to atrive at an estimate of loss. Expected cash flows and fair market value of collateral are used to estimate
these losses. The use of these values is inherently subjective and our actual losses could be greater or less than the estimates. The unallocated
allowance captures losses that are attributable to various economic events, industry or geographic sectors, whose impact on the portfolio have
occurred but have yet to be recognized in either the formula or specific allowance.

Core deposit intangibles

Effective January 1, 2002, the Corporation adopted Financial Accounting Standards Board Statement No. 142, Goodwill and Other Intangible

Assets. Accordingly, goodwill is no longer subject to amortization over its estimated useful life, but is subject to at least an annual assessment
for impairment by applying a fair value based test. Additionally, Statement 142 requires that acquired intangible assets (such as core deposit
intangibles) be separately recognized if the benefit of the asset can be sold, transferred, licensed, rented, or exchanged and amortized over its
estimated useful life. Branch acquisition transactions were outside the scope of
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the Statement and therefore any intangible asset arising from such transactions remained subject to amortization over their estimated useful life.

In October 2002, the Financial Accounting Standards Board issued Statement No. 147, Acquisitions of Certain Financial Institutions. The
Statement amends previous interpretive guidance on the application of the purchase method of accounting to acquisitions of financial
institutions, and requires the application of Statement No. 141, Business Combinations, and Statement No. 142 to branch acquisitions if such
transactions meet the definition of a business combination. The provisions of the Statement do not apply to transactions between two or more

mutual enterprises. In addition, the Statement amends Statement No. 144, Accounting for the Impairment of Long-Lived Assets, to include in its
scope core deposit intangibles of financial institutions. Accordingly, such intangibles are subject to a recoverability test based on undiscounted
cash flows, and to the impairment recognition and measurement provisions required for other long-lived assets held and used. The Company has
determined that the acquisitions that generated the intangible assets on the consolidated balance sheets in the amount of $9,958 and $10,912 at
December 31, 2003 and 2002, respectively, did not constitute the acquisition of a business, and therefore will continue to be amortized.

Overview

National Bankshares, Inc. (NBI) is a financial holding company located in Southwest Virginia. It conducts operations primarily through its
full-service banking affiliate, the National Bank of Blacksburg, which does business as National Bank. National Bank has 26 locations in the
region. It also has a nonbanking affiliate, National Bankshares Financial Services, Inc., which offers investment and insurance products. Net
income derived from the nonbanking affiliate is not significant at this time or in the foreseeable future. NBI is a community bank operation.

Performance Summary

The following table shows NBI’s key performance ratios for the period ended June 30, 2007 and December 31, 2006. Per share data has been
adjusted to reflect the effects of a March 31, 2006 2-for-1 stock split.

June 30, December 31,

2007 2006
Return on average assets 1.46 % 1.50 %
Return on average equity 12.73 % 13.41 %
Net interest margin (1) 4.00 % 4.13 Y%
Noninterest margin (2) 1.48 % 1.54 Y%
Basic net earnings per share $ 0.90 $ 1.80
Fully diluted net earnings per share $ 0.89 $ 1.80

(1) Net Interest Margin: Year-to-date tax-equivalent net interest income divided by year-to-date average earning assets using a tax rate of
35%.

(2) Noninterest Margin: Noninterest income (including securities gains and losses) less noninterest expense (excluding the provision for
bad debts and income taxes) divided by average year-to-date assets. This is a non-GAAP financial measure of the level of noninterest
income and expense.
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The return on average assets for the first half of 2007 was 1.46%, down slightly from the 1.50% for the period ended December 31, 2006. The
return on average equity also experienced a decline.

The net interest margin declined by 13 basis points. This decrease was due to rising interest rates. Interest expense has continued to grow at a
faster pace than interest income.

Growth

The following table shows NBI's key growth indicators:

June 30, 2007 December 31, 2006 Percent Change

Securities $ 282,955 $ 285,489 (0.89 %)
Loans, net 503,118 495,486 1.54 %
Deposits 771,319 764,692 0.87 %
Total assets 877,098 868,203 1.02 %
17
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Key asset quality indicators are shown below:

Nonperforming loans
Loans past due over 90 days
Other real estate owned

Allowance for loan losses to loans

Net charge-off ratio

This data indicates that the level of nonperforming loans has increased, while the level of loans past due 90 days or more has declined. The
increase in nonperforming loans is concentrated in one credit. There has been no specific allocation to the allowance for loan losses for the

June 30, 2007

1,136
583
306
0.98
0.07

December 31,2006
$ .
681
390
% 1.03
% 0.07

%
%

single additional nonperforming loan, as management believes that this credit is well collateralized. Measures of asset quality remain good when
viewed from a historical perspective and when compared with peers. Other real estate owned continues to decline as properties foreclosed upon

are sold.

Net Interest Income

Net interest income for the first six months of 2007 was $14,439, a decrease of $381 or 2.57% over the same period in 2006.

There were regular and steady increases in interest rate levels until the third quarter of 2006. Due to the liability-sensitive nature of the
Company’s balance sheet, funding costs rose at a faster rate than asset yields. This caused the interest rate spread and the related net interest

spread to decrease.

Data in the table below, however, suggests that the net interest spread may have stabilized in the first half of 2007. If interest rates remain at

current levels, it is expected that a gradual improvement in the net interest spread will occur. However, should the Federal Reserve raise rates,

further deterioration in the interest rate spread would be likely.

Loans

Taxable securities
Non-taxable securities
Interest-bearing deposits
Total interest-bearing assets

Interest-bearing liabilities
Saving deposits
Time deposits

For the period ended

June 30, 2007

7.37
4.92
6.32
5.36
6.69

1.98
0.50
4.48

%
%
%
%
%

%
%
%

March 31, 2007

7.35 %
4.95 %
6.36 %
5.47 %
6.68 %
2.00 %
0.50 %
447 %

December 31, 2006
7.11
4.89
6.25
5.08
6.51

1.87
0.50
3.94

%
%
%
%
%

%

%
%
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Other borrowings 5.56 % 5.56 % 6.19 %
Total interest-bearing liabilities 3.32 % 3.33 % 2.94 %
Interest rate spread 3.37 % 3.35 9 3.57 %

From December 31, 2006 to June 30, 2007, the yield on loans has increased by 26 basis points. During the same period, the yield on taxable
securities has gone up by 3 basis points, with nontaxable securities increasing 7 basis points. Among the asset categories interest-bearing
deposits, which reprice daily, experienced the highest level of increase.

Among the categories of liabilities, interest-bearing demand deposit rates increased by 11 basis points from December 31, 2006 to June 30,
2007. Time deposit rates increased by 54 basis points. Saving deposit rates have been essentially flat throughout the period. Rate increases have
occurred in the other borrowings category. However because the dollar volume is not substantial, there is little impact on the net interest spread.
There is one additional factor which should be considered. During 2006, two time deposit promotions with special higher interest rates were
offered. Higher-rate deposits from the first promotion began to mature in the first quarter of 2007. Deposits obtained in the second promotion
will begin to mature in September of 2007. This should have the effect of decreasing the cost of time deposit costs, assuming that overall interest
rates remain stable and competitive factors allow these deposits to reprice downward.
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Provision and Allowance for L.oan Losses

The provision for loan losses for the six-month period ended June 30, 2007 was $10. The ratio of the allowance for loan losses to total loans at
the end of the first six months of 2007 was 0.98%, which compares to 1.03% at December 31, 2006. The net charge-off ratio was 0.07% at June
30, 2007 and at December 31, 2006.

The Company regularly reviews asset quality and re-evaluates the allowance for loan losses. Reviews are conducted and an appropriate
provision and allowance for loan losses is established depending upon factors that are unique to the subsidiary bank and the quality of its loan
portfolio.

At present, management does not anticipate any significant additions to the provision for loan losses. Management’s opinion of current asset
quality, evaluated in the context of historical experience, forms the basis of this position. Although there is an increase in nonperforming loans
totals, management believes the single loan in this category is well collateralized. (See “Allowance for Loan Losses” under “Critical Accounting
Policies™.)

Noninterest Income

June 30, 2007 June 30, 2006 Percent Change
Service charges on deposits $ 1,653 $ 1,670 (1.02 %)
Other service charges and fees 162 213 (23.94 %)
Credit card fees 1,318 1,160 13.62 %
Trust fees 733 745 (1.61 %)
Other income 521 517 0.77 Y0
Realized securities gains (losses) 51 34 ) -—- %

Noninterest income is made up of several categories. Following is a description of the catergories, as well as the factors that influence each.

Service charges on deposit accounts consist of a variety of charges imposed on demand deposits, interest-bearing deposits and savings deposit
accounts. These include, but are not limited to, the following:

e Demand deposit monthly activity fees

e Service charges for checks for which there are non-sufficient funds or overdraft charges

e ATM transaction fees

The principal factors affecting current or future levels of income from this category are:
e Internally generated growth

e Acquisitions of other banks/branches or de novo branches
e Adjustments to service charge structures

Service charges on deposits were $1,653 at June 30, 2007, a decrease of $17.
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Other service charges and fees consist of several categories. The primary categories are listed below.
e Fees for the issuance of official checks
e Safe deposit box rent
e Income from the sale of customer checks
e Income from the sale of credit life and accident and health insurance

Levels of income derived from other service charges and fees vary. Fees for the issuance of official checks and customer check sales tend to
grow as the existing franchise grows and as new offices are added. Fee schedules, while subject to change, generally do not by themselves yield
a significant increase in income when they change. The most significant growth in safe deposit box rent also comes with an expansion of offices.
Safe deposit box fee schedules, which are already at competitive levels, are occasionally adjusted. Income derived from the sale of credit life
insurance and accident and health insurance varies with loan volume.

Other service charges and fees at June 30, 2007 were $162, as compared with $213 for the same period the prior year. As indicated above, this
category, because of its nature, varies from period to period. The total reported is a combination of declines in several areas, including small
declines in income from the sale of checks and letter of credit fees. There was also a decline in check cashing fees, which were
uncharacteristically high in the same period last year.

Credit card fees consist of three types of revenues.
e Credit card transaction fees
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e Debit card transaction fees
e Merchant fees

In all three areas growth is a critical factor for the level of income. For debit and credit cards, the number of accounts, whether obtained from
internal growth or by acquisition, is the key factor. Merchant fees also depend on the number of merchants in the Company’s program, as well as
the type of business and the level of transaction discounts associated with them.

Credit card fees increased by $158 or 13.62% when June 30, 2007 and June 30, 2006 are compared. The increase was attributable to organic
growth, resulting in increased volume.

Trust income is somewhat dependent upon market conditions and the number of estate accounts being handled at any given time. Financial
market conditions, which affect the value of trust assets managed, can vary, leading to fluctuations in the related income. Over the past few years
and into 2007, the financial markets have experienced a degree of volatility. Income from estates is also unpredictable. Trust income for the first
six months of 2007 was $733, a decrease of $12 from the previous year.

Other income is used for types of income that cannot be classified with other categories of noninterest income. The category includes such
things as:

e Net gains on the sale of fixed assets

e Renton foreclosed property

e Income from cash value life insurance

e Other infrequent or minor forms of income

e Revenue from investment and insurance sales

Given the nature of the items included in this category, trends or patterns are not identifiable. Other income increased by $4 when June 30, 2007
and June 30, 2006 are compared.

Realized net gains and (losses) on securities include equity adjustments in certain investments in limited liability companies of which the
Company is part owner, as well as sales, maturities and calls of securities. Realized net gains and (losses) were $51 for the period ended June 30,
2007. The majority of this gain was attributable to equity adjustments in investments in the following limited liability companies, Bankers
Insurance LLC, Bankers Investments Group LLC and Virginia Title Center LLC.

Noninterest Expense

June 30, 2007 June 30, 2006 Percent Change
Salaries and employee benefits $ 5,619 $ 5,840 (3.78 %)
Occupancy and furniture and fixtures 897 1,005 (10.75 %)
Data processing and ATM 580 628 (7.64 %)
Credit card processing 1,026 882 16.33 )
Intangibles and goodwill amortization 569 569 -
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Net costs of other real estate owned 61 14 335.71 %
Other operating expenses 2,009 1,962 2.40 %

Noninterest expense includes several categories. A brief description of the factors that affect each follows.

In addition to employee salaries, the salaries and benefits expense category includes the costs of employment taxes and employee fringe benefits.
Certain of these are:

e Health insurance

e [Employee life insurance

e Dental insurance

e [Executive compensation plans (1)

e Qualified Pension plans (1)

e Supplemental retirement plan (salary continuation agreements)

e Employer FICA

e Unemployment taxes

(1)  See the 2006 Form 10-K and the Proxy Statement for the 2007 Annual Meeting of Stockholders for further information.
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Salaries and employee benefits expense for the period ending June 30, 2007 was $5,619, a decline of $221 when compared to the same period in
2006. The primary cause of this decrease was a decline in health insurance costs of approximately $244. In addition, because of the May 2006
merger of the Company’s bank subsidiaries the number of full-time equivalent employees has declined through attrition. The decrease in health
insurance and salary expense was offset by increases in other areas, producing a net decline of $221.

Occupancy expense for the first six months of 2007 was $897, down $108 from the same period in 2006. This category contains several types of
expenses, including depreciation, maintenance, lease expense and taxes and insurance. The net decrease from 2006 was due in part to $35 in
additional expense for signage in 2006. This additional expense for signs in 2006 was related to the merger of the Company’s two banking
affiliates. Depreciation expense also declined by approximately $30.

Data processing and ATM expense at June 30, 2007 decreased by $48 from the same period in 2006. Declines in data processing supplies,
maintenance and communications line expense account for the decrease.

Because of increases in volume, credit card processing expenses grew by $144, as compared with June 30, 2007. The increase in credit card
expenses was more than offset by the increase in credit card income. (See “Noninterest Income.”)

Comparing the first six months of 2007 with the same period in 2006, net cost of other real estate owned increased by $47. Losses on the sale of
OREO property were $30, and $7 in write-downs was taken on properties in the first half of 2007. Other foreclosure expense was $24.

Other operating expenses include all other types of expense not classified elsewhere in the Company’s statement of income. Other operating
expenses grew by a nominal $47, or 2.40%, when compared with the same period last year.

Balance Sheet

Year-to-date daily averages for the major balance sheet categories are as follows:

Assets June 30, 2007 December 31,2006 Percent Change
Interest-bearing deposits $ 14,460 $ 13,457 7.45 %
Securities available for sale 166,220 164,421 1.09 )
Securities held to maturity 119,853 106,645 12.39 %
Mortgage loans held for sale 904 543 66.48 %
Real estate construction loans 39,950 29,308 36.31 )
Real estate mortgage loans 129,700 121,912 6.39 %
Commercial and industrial loans 214,212 232,758 (7.97 %)
Loans to individuals 122,590 110,967 10.47 %

37



Edgar Filing: NATIONAL BANKSHARES INC - Form 10-Q

Total Assets

Liabilities and stockholders equity
Noninterest-bearing demand deposits
Interest-bearing demand deposits
Savings deposits

Time deposits

Other borrowings

Shareholders’ equity

21

867,003

106,689
226,670
48,135
378,380
1,160
99,086

840,080

108,977
221,927
51,745
358,422
420
94,194

3.20

(2.10
2.14
(6.98
5.57
176.19
5.19

%

%)
%
%)
%
%
%
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Securities

Securities available for sale at June 30, 2007 were $161,293, a decline of $8,442 from December 31, 2006. During the same period, securities
held to maturity increased by $5,908. The Company’s intent is to hold the securities to maturity. The shift to the held to maturity portfolio is
designed to mitigate the price volatility that has affected the capital account. Fluctuations in the level of unrealized gains and losses in the
securities available for sale portfolio have been significant.

At period ended At period ended
Loans June 30, 2007 December 31,2006 Percent Change
Real estate construction $ 42,646 $ 33,840 26.02 %
Real estate mortgage 133,797 126,302 5.93 %
Commercial and industrial 213,359 215,244 (0.88 %)
Loans to individuals 119,430 126,316 (5.45 %)
Total loans $ 509232 $ 501,702 1.50 %

The above table indicates that the highest level of growth has been in the category of real estate construction loans. At June 30, 2007, the
category was comprised of approximately $10,964 in residential construction loans and approximately $31,682 in commercial real estate loans.

Nearly all residential construction loans are sold on the secondary market once construction is complete and the loans are converted to
permanent mortgages. Most commercial real estate construction loans are converted to permanent financing and held by the Company. Because
this category of loans tends to be seasonal, volumes in the second and third quarter are usually higher than in the first and last quarter of the year.

Loan to individuals have declined by 5.45%. Competitive factors, such as the availability of low cost dealer auto loans and other products, such
as home equity lines of credit, have made the traditional installment loan less attractive to bank customers.

At period ended At period ended
Deposits June 30, 2007 December 31,2006 Percent Change
Noninterest-bearing deposits $ 115,936 $ 101,167 14.60 %
Interest-bearing demand deposits 232,039 233,023 0.42 %)
Saving deposits 47,956 47,988 0.07 %)
Time deposits 375,388 382,514 (1.86 %)
Total deposits $ 771,319 $ 764,692 0.87 %

As seen above, total deposits have grown 0.87% from December 31, 2006 to June 30, 2007. Demand deposits increased by 14.60%.
Approximately $10 million of this increase is temporary in nature and is due to normal variations in deposit totals.

The remaining categories experienced little change.
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Liquidity and Capital Resources

Net cash provided by operating activities was $6,222 for the period ended June 30, 2007, which compares to $6,766 for the same period the
previous year.

Net cash used in investing activities was $8,455 for the period ended June 30, 2007, and $5,354 used for the period ended June 30, 2006. Net
cash provided by financing activities was $3,887 for the period ending June 30, 2007.

Management is unaware of any commitment that would have a material and adverse effect on liquidity at June 30, 2007.

Total shareholders’ equity grew by $1,919 from December 31, 2006 to June 30, 2007. Earnings and the changes in unrealized gains and losses for
securities available for sale accounted for the net increase. During the first six months of 2007, the Company repurchased 15,000 shares of its
own stock for approximately $330 at an average price of $22.60 per share (including broker commission). The Tier I and Tier II risk-based
capital ratios at June 30, 2007 were 14.43% and 15.26%, respectively. The Company’s leverage capital ratio was 10.32%

Derivatives and Off Balance Sheet Items
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The Company is not a party to derivative financial instruments with off-balance sheet risks, such as futures, forwards, and swaps. The Company
has certain written options related to the origination and sale of mortgage loans. The Company is a party to financial instruments with
off-balance sheet risks, such as commitments to extend credit, standby letters of credit, and recourse obligations in the normal course of
business, to meet the financing needs of its customers. Management does not plan any future involvement in high- risk derivative products.

The Company’s banking affiliate extends lines of credit to its customers in the normal course of business. Amounts drawn upon these lines vary
at any given time depending on the business needs of the customers.

Standby letters of credit are also issued to the bank’s customers. There are two types of standby letters of credit. The first is a guarantee of
payment to facilitate customer purchases. The second type is a performance letter of credit that guarantees a payment if the customer fails to
perform a specific obligation.

While it would be possible for customers to draw in full on approved lines of credit and letters of credit, historically this has not occurred. In the
event of a sudden and substantial draw on these lines, the Company has its own lines of credit on which it could draw funds. Sale of the loans
would also be an option.

The Company also sells mortgages on the secondary market for which there are recourse agreements should the borrower default.
During the first six months of 2007, there have been no significant or unusual changes in this area.

Management’s Discussion and Analysis of Financial Condition and

Results of Operations for the Three Months Ended June 30, 2007

Net Interest Income

Net interest income for the three months ended June 30, 2007 was $7,325, a decrease of $150 from the corresponding period in 2006.

Overall the Company is experiencing a compression of the net interest margin. The net interest margin appears, however, to have stabilized. The
net interest margin for the first three months of 2007 was 3.96%. For the second three months of 2007 it was 4.03%. While future improvements
are anticipated, any improvement will be contingent upon interest rate levels remaining stable.

Noninterest Income

Noninterest income for the second quarter of 2007 was up 2.12% when compared to the second quarter of 2006. Growth in credit card fees,
resulting from higher volume, accounted for this increase.

Noninterest Expense
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Salaries and employee benefits were down $151 when the three months ended June 30, 2007 and June 30, 2006 are compared. The previously
mentioned decline in health insurance costs accounted for the decrease.

The increase in credit card expense was volume driven.

The $206 increase in other expenses includes a $67 increase in stationery and supplies, a $24 increase in audits and examinations and a $22
increase in charitable donations expense. The remainder of the increase was a combination of net change occurring in various other accounts.

Item 3. Quantitative and Qualitative Disclosures about Market Risk

The Company considers interest rate risk to be a significant market risk and has systems in place to measure the exposure of net interest income
to adverse movement in interest rates. Interest rate shock analyses provide management with an indication of potential economic loss due to
future rate changes. There have not been any changes which would significantly alter the results disclosed as of December 31, 2006 in the
Company’s Form 10-K.

Item 4. Controls and Procedures

Under the supervision and with the participation of management, including the Company’s principal executive officer and principal financial
officer, the Company has conducted an evaluation of the effectiveness of the design and operation of its disclosure controls and procedures as of
June 30, 2007. Based on that evaluation, the Company’s principal executive officer and principal financial officer have concluded that these
controls and procedures are effective to give reasonable assurance in alerting them in a timely fashion to material information relating to the
Company that is required to be included in the reports the Company files under the Act. There were no changes in the Company’s internal
controls over financial reporting during the period covered by this report that have materially affected, or are reasonably likely to materially
affect, the Company’s internal control over financial reporting.
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Disclosure controls and procedures are the Company’s controls and procedures that are designed to ensure that information required to be
disclosed by the Company in the reports it files or submits under the Exchange Act is accumulated and communicated to allow timely decisions
regarding its required disclosure. The Company believes that a controls system, no matter how well designed and operated, cannot provide
absolute assurance that all control issues have been detected.
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Part I1

Other Information

Item 1. Legal Proceedings

There were no material legal proceedings for the six months ended June 30, 2007.

Item 1A. Risk Factors

No material changes from risk factors as previously disclosed.

Item 2. Unregistered Sales of Equity Securities and Use of Proceeds

The following table provides information about our purchases during the second quarter of 2007 of equity securities that are registered by the
Company pursuant to Section 12 of the Exchange Act.

Total Number of Shares Approximate Number of
Average Price Purchased as Part of Shares That May Yet Be
Total Number of Paid per Publicly Announced Purchased Under the
Fiscal Period Shares Purchased Share(1) Plans or Programs(2) Plans or Programs(2)(3)
April 2,800 23.04 2,800 63,750
May 2,400 22.03 2,400 61,350
June 5,000 21.10 5,000 95,000

Average price per share includes commissions.

2. On May 10, 2006 the Board approved the repurchase of up to 100,000 shares of common stock in the period from June 1, 2006
through May 31, 2007.
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On May 9, 2007 the Board approved the repurchase of up to 100,000 shares of common stock in the period from June 1, 2007
through May 31, 2008.

Item 3. Defaults upon Senior Securities

None for the six months ended June 30, 2007.

Item 4. Submission of Matters to a Vote of Security Holders

Three Class 2 Directors of the Company were elected for a term of three years each by a vote of the security holders.

(a) This matter was submitted to a vote at the Company’s Annual Meeting of Stockholders held on April 10, 2007.

(b) The name of each director elected at the meeting follows:

Jack W. Bowling

Jack M. Lewis

James G. Rakes

The name of each director whose term of office continued after the meeting is listed:

Lawrence J. Ball

Jack H. Harry

Mary G. Miller

William A. Peery

Glenn P. Reynolds

James M. Shuler
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(¢) The number of votes cast for or against each nominee is provided below. There were no abstentions and no
broker non-votes.

Election of Directors

Director Votes For Votes Against
Jack W. Bowling 5,666,758 54,132
Jack M. Lewis 5,679,082 41,808
James G. Rakes 5,674,808 46,082

Item 5. Other Information

None

Item 6. Exhibits

See
Index of
Exhibits.

Signatures

Pursuant to the requirements of the Securities Exchange Act of 1934, National Bankshares, Inc. has duly caused this report to be signed on its
behalf by the undersigned, thereunto duly authorized.

DATE: August 8, 2007 NATIONAL BANKSHARES, INC.



/s/ JAMES G. RAKES
James G. Rakes
Chief Executive Officer

/s/ J. ROBERT BUCHANAN
J. Robert Buchanan
Chief Financial Officer
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(1) Index of Exhibits

Exhibit No.

3(1)

3(1)

3(1)

4(1)

4(1)

103i)(B)

*10(iii)(A)

*10(iii)(A)

*10(iii)(A)

*10(iii)(A)

*10(iii)(A)

*10(iii)(A)

Description
Articles of Incorporation, as amended, of

National Bankshares, Inc.

Articles of Amendment to Articles of
Incorporation of National Bankshares, Inc.,
dated April 8, 2003.

Amended and Restated Articles of
Incorporation of National Bankshares, Inc.
Specimen copy of certificate for National
Bankshares, Inc. common stock.

Article Four of the Articles of Incorporation of
National Bankshares, Inc. included in Exhibit
No. 3(a)

Computer software license agreement dated
June 18, 1990, by and between Information
Technology, Inc. and The National Bank of
Blacksburg

National Bankshares, Inc. 1999 Stock Option
Plan

Employment Agreement dated January 2002
between National Bankshares, Inc. and James
G. Rakes

Employment Lease Agreement dated August
14, 2002, between National Bankshares, Inc.
and The National Bank of Blacksburg

Change in Control Agreement dated January 5,
2003, between National Bankshares, Inc. and
Marilyn B. Buhyoff

Change in Control Agreement dated January 8§,
2003, between National Bankshares, Inc. and F.
Brad Denardo

Salary Continuation Agreement dated February
8, 2006, between the National Bank of
Blacksburg and James G. Rakes.
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Page No. in

Sequential System
(incorporated herein by reference to Exhibit
3(a) of the Annual Report on

Form 10-K for fiscal year ended December 31,
1993)

(incorporated herein by reference to exhibit 3(i)
of the Annual Report on Form 10-K for the
fiscal year ended December 31, 2003)
(incorporated herein by reference to Exhibit 3.1
of Form 8-K filed on March 16, 2006)
(incorporated herein by reference to Exhibit
4(a) of the Annual Report on

Form 10-K for fiscal year ended December 31,
1993)

(incorporated herein by reference to Exhibit
4(b) of the Annual Report on

Form 10-K for fiscal year ended December 31,
1993)

(incorporated herein by reference to Exhibit
10(e) of the Annual Report on

Form 10-K for fiscal year ended December 31,
1992)

(incorporated herein by reference to Exhibit 4.3
of the Form S-8, filed as Registration No.
333-79979 with the Commission on June 4,
1999)

(incorporated herein by reference to Exhibit
10(iii)(A) of Form 10-Q for the period ended
June 30, 2002)

(incorporated herein by reference to Exhibit
10(iii)(A)of form 10-Q for the period ended
September 30, 2002)

(incorporated herein by reference to Exhibit 10
iii (A) of Form 10-K for the period ended
December 31, 2002)

(incorporated herein by reference to Exhibit 10
iii (A) of Form 10-K for the period ended
December 31, 2002)

(incorporated herein by reference to Exhibit
10(iii)(A) of Form 8-K filed on February 8,
2006)
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Salary Continuation Agreement dated February (incorporated herein by reference to Exhibit
8, 2006, between the National Bank of 10(iii)(A) of Form 8-K filed on February 8,
Blacksburg and F. Brad Denardo. 2006)

Salary Continuation Agreement dated February (incorporated herein by reference to Exhibit
8, 2006, between Bank of Tazewell County and 10(iii)(A) of Form 8-K filed on February 8,
J. Robert Buchanan. 2006)

Salary Continuation Agreement dated February (incorporated herein by reference to Exhibit
8, 2006, between Bank of Tazewell County and 10(iii)(A) of Form 8-K filed on February 8,

Marilyn B. Buhyoff. 2006)
Section 302 Certification of Chief Executive  Page 29
Officer

Section 302 Certification of Chief Financial Page 30
Officer

18 U.S.C. Section 1350 Certification of Chief Page 31
Executive Officer
18 U.S.C. Section 1350 Certification of Chief Page 31
Financial Officer

* Indicates a management contract or compensatory plan required to be filed herein.
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Exhibit No. 31(i)

CERTIFICATIONS UNDER SECTION 906 OF THE SARBANES OXLEY ACT OF 2002

I, James G. Rakes, Chairman, President and Chief Executive Officer of National Bankshares, Inc., certify that:

1. Thave reviewed this quarterly report on Form 10-Q of National Bankshares, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to
make the statements made, in light of the circumstances under which such statements were made, not misleading with respect to the period
covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material
respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this report;

4. The registrant’s other certifying officer(s) and I are responsible for establishing and maintaining disclosure controls and procedures (as
defined in Exchange Act Rules 13a — 15 (e) and 15d — 15 (e)) and internal control over financial reporting (as defined in Exchange Act Rules 13a —
15(f) and 15d — 15(f)) for the registrant and have:

(a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our
supervision, to ensure that material information relating to the registrant, including its consolidated subsidiaries, is made known to us by others
within those entities, particularly during the period in which this report is being prepared;

(b) Designed such internal control over financial reporting, or caused such internal control over financial reporting to be designed under
our supervision, to provide reasonable assurance regarding the reliability of financial reporting and the preparation of financial statements for
external purposes in accordance with generally accepted accounting principles;

(©) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions about the
effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on such evaluations; and

(d) Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the registrant’s most
recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an annual report) that has materially affected, or is reasonably likely to
materially affect, the registrant’s internal control over financial reporting; and
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5. The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation of internal control over financial
reporting, to the registrant’s auditors and the audit committee of the registrant’s board of directors (or persons performing the equivalent
functions):

(a) All significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are
reasonably likely to adversely affect the registrant’s ability to record, process, summarize and report financial information; and

(b) Any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s internal
control over financial reporting.

Date: August 8, 2007

/s/ JAMES G. RAKES

James G. Rakes

Chairman

President and Chief Executive Officer
(Principal Executive Officer)
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Exhibit 31(ii)

I, J. Robert Buchanan, Treasurer (Chief Financial Officer) of National Bankshares, Inc., certify that:

1. I have reviewed this quarterly report on Form 10-Q of National Bankshares, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to make
the statements made, in light of the circumstances under which such statements were made, not misleading with respect to the period covered by
this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material respects
the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this report;

4. The registrant’s other certifying officer(s) and I are responsible for establishing and maintaining disclosure controls and procedures (as
defined in Exchange Act Rules 13a — 15 (e) and 15d — 15 (e)) and internal control over financial reporting (as defined in Exchange Act Rules 13a —
15(f) and 15d — 15(f)) for the registrant and have:

(a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our
supervision, to ensure that material information relating to the registrant, including its consolidated subsidiaries, is made known to us by others
within those entities, particularly during the period in which this report is being prepared; and

(b) Designed such internal control over financial reporting, or caused such internal control over financial reporting to be designed under our
supervision, to provide reasonable assurance regarding the reliability of financial reporting and the preparation of financial statements for
external purpose in accordance with generally accepted accounting principles;

(©) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions about the
effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on such evaluations; and

(d) Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the registrant’s most
recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an annual report) that has materially affected, or is reasonably likely to
materially affect, the registrant’s internal control over financial reporting; and
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5. The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation of internal control over financial
reporting, to the registrant’s auditors and the audit committee of the registrant’s board of directors (or persons performing the equivalent
functions):

(a)  All significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are
reasonably likely to adversely affect the registrant’s ability to record, process, summarize and report financial information; and

(b) Any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s internal
control over financial reporting.

Date: August 8, 2007

/s/ J. ROBERT BUCHANAN
J. Robert Buchanan
Treasurer

(Principal Financial Officer)
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Exhibit 32 (i)

CERTIFICATION OF CHIEF EXECUTIVE OFFICER

PURSUANT TO 18 U.S.C. SECTION 1350

In connection with the Form 10-Q of National Bankshares, Inc. for the quarter ended June 30, 2007, I, James G. Rakes, President and Chief
Executive Officer of National Bankshares, Inc. (Principal Executive Officer), hereby certify pursuant to 18 U.S.C. Section 1350, as adopted
pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, to the best of my knowledge and belief, that:

(1)  such Form 10-Q for the quarter ended June 30, 2007, fully complies with the requirements of section 13(a) or 15 (d) of the Securities
Exchange Act of 1934; and

(2) the information contained in such Form 10-Q for the quarter ended June 30, 2007, fairly presents, in all material respects, the financial
condition and results of operations of National Bankshares, Inc.

/s/ JAMES G. RAKES

James G. Rakes

Chairman

President and Chief Executive Officer
(Principal Executive Officer)

Exhibit 32 (ii)

CERTIFICATION OF CHIEF FINANCIAL OFFICER

PURSUANT TO 18 U.S.C. SECTION 1350
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In connection with the Form 10-Q of National Bankshares, Inc. for the quarter ended June 30, 2007, I, J. Robert Buchanan, Treasurer (Principal
Financial Officer) of National Bankshares, Inc., hereby certify pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the
Sarbanes-Oxley Act of 2002, to the best of my knowledge and belief, that:

(1)  such Form 10-Q for the quarter ended June 30, 2007, fully complies with the requirements of section 13(a) or 15 (d) of the Securities
Exchange Act of 1934; and

(2) the information contained in such Form 10-Q for the quarter ended June 30, 2007, fairly presents, in all material respects, the financial
condition and results of operations of National Bankshares, Inc.

/s/ J. ROBERT BUCHANAN
J. Robert Buchanan
Treasurer

(Principal Financial Officer)
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