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Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the
Act. Yes o No þ

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 þ No o
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filer. See definition of “accelerated filer and large accelerated filer” in Rule 12b-2 of the Exchange Act. (Check one):
Large accelerated filer o     Accelerated filer þ      Non-accelerated filer o

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

The aggregate market value of the voting stock held by non-affiliates of the Registrant at June 30, 2006, based on the
closing price, was $122,712,815.

The number of shares of the Registrant’s Common Stock outstanding on March 7, 2007 was 6,160,223.

DOCUMENTS INCORPORATED BY REFERENCE
    Portions of the Proxy Statement of the Registrant for the Annual Meeting of Shareholders to be held on April 24,
2007 are incorporated by reference in Part III of this report.
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The information required by Item 12 is incorporated herein by reference to the information that appears under the
headings “Security Ownership” and “Section 16(a) Beneficial Ownership Reporting Compliance” in the Registrant’s Proxy
Statement for the 2007 Annual Meeting of Shareholders. The information required by Item 201(d) of Regulation S-K
is disclosed herein.  See Item 5, “Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer
Purchases of Equity Securities.”

The information required by Item 13 is incorporated herein by reference to the information that appears under the
heading “Related Party Transactions,” and “Election of Directors - Board Independence” in the Registrant’s Proxy
Statement for the 2007 Annual Meeting of Shareholders.

The information required by Item 14 is incorporated herein by reference to the information that appears under the
heading “Independent Public Accountants” in the Registrant’s Proxy Statement for the 2007 Annual Meeting of
Shareholders.

PART I
FORWARD-LOOKING STATEMENTS

This report contains forward-looking statements with respect to the financial condition, results of operations and
business of American National Bankshares Inc. and its wholly owned subsidiary, American National Bank and Trust
Company (collectively referred to as the “Company”). These forward-looking statements involve risks and uncertainties
and are based on the beliefs and assumptions of management of the Company and on information available to
management at the time these statements and disclosures were prepared. Factors that may cause actual results to differ
materially from those expected include the following:

·  General economic or business conditions, either nationally or in the market areas in which the Company does
business, may be less favorable than expected, resulting in such things as deterioration in credit quality, reduced
demand for credit, and reductions in depositors’ account balances.

·  Changes in interest rates could increase or reduce income.
·  Competition among financial institutions may increase and competitors may have greater financial resources and

develop products and technology that enable those competitors to compete more successfully than the Company.
·  Businesses that the Company is engaged in may be adversely affected by legislative or regulatory changes,

including changes in accounting standards.
·  Adverse changes may occur in the securities market.

ITEM 1 - BUSINESS

The Company is a one-bank holding company organized under the laws of the Commonwealth of Virginia in 1984.
On September 1, 1984, American National Bankshares Inc. acquired all of the outstanding capital stock of American
National Bank and Trust Company, a national banking association chartered in 1909 under the laws of the United
States. American National Bank and Trust Company is the only banking subsidiary of American National Bankshares
Inc. In April 2006, AMNB Statutory Trust I, a Delaware statutory trust (the “Trust”) and a wholly owned subsidiary of
American National Bankshares Inc. was formed for the purpose of issuing preferred securities (the “Trust Preferred
Securities”) in a private placement pursuant to an applicable exemption from registration. Proceeds from the securities
were used to fund the acquisition of Community First Financial Corporation (“Community First”). In April 2006, the
Company finalized the acquisition of Community First and acquired 100% of the preferred and common stock.
Community First was a bank holding company headquartered in Lynchburg, Virginia, and through its subsidiary,
Community First Bank, operated four banking offices serving the city of Lynchburg and Bedford, Nelson and
Amherst Counties. The reported annual results of operations as of December 31, 2006 for the Company include
Community First since the date of acquisition. The Company entered into the merger agreement with Community
First because it believed the merger to be consistent with its expansion strategy to target entry into strong markets that

Edgar Filing: AMERICAN NATIONAL BANKSHARES INC - Form 10-K

5



logically extend its existing footprint. The Company had previously opened a full service banking office in the
Lynchburg area and was considering opening additional offices in that area.

The operations of the Company are conducted at eighteen retail offices. These offices serve Danville, Pittsylvania
County, Martinsville, Henry County, South Boston, Halifax County, Lynchburg, Bedford, Bedford County, Campbell
County, and portions of Nelson County in Virginia, along with portions of Caswell County in North Carolina. The
Company also operates a loan production office in Greensboro, North Carolina. American National Bank and Trust
Company provides a full array of financial products and services, including commercial, mortgage, and consumer
banking; trust and investment services; and insurance. Services are also provided through twenty-three ATMs,
“AmeriLink” Internet banking, and 24-hour “Access American” telephone banking.

Index
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Competition and Markets

Vigorous competition exists in the Company’s service area. The Company competes not only with other commercial
banks but also with diversified financial institutions, credit unions, money market and mutual fund providers,
mortgage lenders, insurance companies, and finance companies. The Company has the largest deposit market share in
the City of Danville.

The Southside Virginia market, in which the Company has a significant presence, is under economic pressure. The
region’s economic base has historically been weighted toward the manufacturing sector. Increased global competition
has negatively impacted the textile industry and several manufacturers have closed plants due to competitive pressures
or the relocation of some operations to foreign countries. Other important industries include farming, tobacco
processing and sales, food processing, furniture manufacturing and sales, specialty glass manufacturing, and
packaging tape production. Unemployment as a percent of the workforce remains greater than that of other regions of
Virginia. Additional declines in manufacturing production and unemployment could negatively impact the ability of
certain borrowers to repay loans and certain depositors to maintain account balances. To mitigate this risk and to
establish a platform for higher growth, the Company opened a loan production office in Greensboro, North Carolina
during 2004, and a full service office in Bedford County, Virginia, serving the Lynchburg area, during 2005. The
Company continued the expansion into the Lynchburg area by acquiring Community First Financial Corporation in
April 2006.

Supervision and Regulation

The Company is extensively regulated under both federal and state law. The following information describes certain
aspects of that regulation applicable to the Company and does not purport to be complete. Proposals to change the
laws and regulations governing the banking industry are frequently raised in Congress, in state legislatures, and before
the various bank regulatory agencies. The likelihood and timing of any changes and the impact such changes might
have on the Company are impossible to determine with any certainty. A change in applicable laws or regulations, or a
change in the way such laws or regulations are interpreted by regulatory agencies or courts, may have a material
impact on the business, operations, and earnings of the Company.

American National Bankshares Inc.

American National Bankshares Inc. is qualified as a bank holding company (“BHC”) within the meaning of the Bank
Holding Company Act of 1956, as amended (the “BHC Act”), and is registered as such with the Board of Governors of
the Federal Reserve System (the “FRB”). The BHC Act permits a financial holding company to engage in a variety of
financial activities, some of which are not permitted for other bank holding companies that are not financial holding
companies. As a bank holding company, American National Bankshares Inc. is required to file various reports and
additional information with the FRB and is also subject to examinations by the FRB.

The BHC Act prohibits, with certain exceptions, a BHC from acquiring beneficial ownership or control of more than
5% of the voting shares of any company, including a bank, without the FRB’s prior approval and from engaging in any
activity other than those of banking, managing or controlling banks or other subsidiaries authorized under the BHC
Act, or furnishing services to or performing services for its subsidiaries. Among the permitted activities is the
ownership of shares of any company the activities of which the FRB determines to be so closely related to banking or
managing or controlling banks as to be proper incident thereto.

Under FRB policy, a BHC is expected to serve as a source of financial and managerial strength to its subsidiary banks
and to commit resources to support those banks. This support may be required at times when the BHC may not have
the resources to provide it. Under this policy, a BHC is expected to stand ready to use available resources to provide
adequate capital funds to its subsidiary banks during periods of financial adversity and to maintain the financial
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flexibility and capital-raising capacity to obtain additional resources for assisting its subsidiary banks.

Under the Gramm-Leach-Bliley Act, a BHC may elect to become a financial holding company and thereby engage in
a broader range of financial and other activities than are permissible for traditional BHC’s. In order to qualify for the
election, all of the depository institution subsidiaries of the BHC must be well capitalized, well managed, and have
achieved a rating of “satisfactory” or better under the Community Reinvestment Act (the “CRA”). Financial holding
companies are permitted to engage in activities that are “financial in nature” or incidental or complementary thereto as
determined by the FRB. The Gramm-Leach-Bliley Act identifies several activities as “financial in nature,” including
insurance underwriting and sales, investment advisory services, merchant banking and underwriting, and dealing or
making a market in securities. American National Bankshares Inc. has not elected to become a financial holding
company.

Index
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American National Bank and Trust Company

American National Bank and Trust Company is a federally chartered national bank and is a member of the Federal
Reserve System. American National Bank and Trust Company is subject to federal regulation by the Office of the
Comptroller of the Currency (the “OCC”), the FRB, and the Federal Deposit Insurance Corporation (“FDIC”).

Depository institutions, including American National Bank and Trust Company, are subject to extensive federal and
state regulations that significantly affect their business and activities. Regulatory bodies have broad authority to
implement standards and initiate proceedings designed to prohibit deposit institutions from engaging in unsafe and
unsound banking practices. The standards relate generally to operations and management, asset quality, interest rate
exposure, and capital. The agencies are authorized to take action against institutions that fail to meet such standards.

As with other financial institutions, the earnings of American National Bank and Trust Company are affected by
general economic conditions and by the monetary policies of the FRB. The FRB exerts a substantial influence on
interest rates and credit conditions, primarily through open market operations in U.S. Government securities, setting
the reserve requirements of member banks, and establishing the discount rate on member bank borrowings. The
policies of the FRB have a direct impact on loan and deposit growth and the interest rates charged and paid thereon.
They also impact the source and cost of funds and the rates of return on investments. Changes in the FRB’s monetary
policies have had a significant impact on the operating results of American National Bank and Trust Company and
other financial institutions in the past and are expected to continue to do so in the future; however, the exact impact of
such conditions and policies upon the future business and earnings cannot accurately be predicted.

Dividend Restrictions and Capital Requirements

For information regarding the limitation on bank dividends and risk-based capital requirements, refer to Note 19 of the
consolidated financial statements. Additional information may be found in the Shareholder’s Equity section of
Management’s Discussion and Analysis of Financial Condition and Results of Operations.

FDIC Insurance

American National Bank and Trust Company’s deposits are insured up to $100,000 per insured depositor by the
Deposit Insurance Fund of the FDIC. Under federal law, deposits and certain claims for administrative expenses and
employee compensation against insured depository institutions are afforded a priority over other general unsecured
claims against such an institution, including federal funds and letters of credit, in the liquidation or other resolution of
such an institution by any receiver appointed by regulatory authorities. Such priority creditors would include the
FDIC.

In February 2006, the Federal Deposit Insurance Reform Act of 2005 was adopted by Congress. This legislation
increased FDIC coverage for retirement accounts to $250,000 and indexed insurance levels for inflation.

The Federal Deposit Insurance Corporation Improvement Act

Under the Federal Deposit Insurance Corporation Improvement Act of 1991 (“FDICIA”), the federal banking agencies
possess broad powers to take prompt corrective action to resolve problems of insured depository institutions. The
extent of these powers depends upon whether the institution is “well capitalized,” “adequately capitalized,”
“undercapitalized,” “significantly undercapitalized,” or “critically undercapitalized,” as defined by the law. Under
regulations established by the federal banking agencies a “well capitalized” institution must have a Tier 1 capital ratio of
at least 6%, a total capital ratio of at least 10%, and a leverage ratio of at least 5%, and not be subject to a capital
directive order. An “adequately capitalized” institution must have a Tier 1 capital ratio of a least 4%, a total capital ratio
of at least 8%, and a leverage ratio of at least 4%, or 3% in some cases. Management believes, as of December 31,
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2006 and 2005, that the Company met the requirements for being classified as “well capitalized.”

As required by FDICIA, the federal banking agencies also have adopted guidelines prescribing safety and soundness
standards relating to, among other things, internal controls and information systems, internal audit systems, loan
documentation, credit underwriting, and interest rate exposure. In general, the guidelines require appropriate systems
and practices to identify and manage the risks and exposures specified in the guidelines. In addition, the agencies
adopted regulations that authorize, but do not require, an institution who has been notified that it is not in compliance
with safety and soundness standard to submit a compliance plan. If, after being so notified, an institution fails to
submit an acceptable compliance plan, the agency must issue an order directing action to correct the deficiency and
may issue an order directing other actions of the types to which an undercapitalized institution is subject under the
prompt corrective action provisions described above.

Index
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Community Reinvestment and Consumer Protection Laws

In connection with its lending activities, the Company is subject to a number of federal laws designed to protect
borrowers and promote lending to various sectors of the economy and population. These include the Equal Credit
Opportunity Act, the Truth-in-Lending Act, the Home Mortgage Disclosure Act, the Real Estate Settlement
Procedures Act, and the Community Reinvestment Act.

The CRA requires the appropriate federal banking agency, in connection with its examination of a bank, to assess the
bank’s record in meeting the credit needs of the communities served by the bank, including low and moderate income
neighborhoods. Furthermore, such assessment is also required of banks that have applied, among other things, to
merge or consolidate with or acquire the assets or assume the liabilities of an insured depository institution, or to open
or relocate a branch. In the case of a BHC applying for approval to acquire a bank or BHC, the record of each
subsidiary bank of the applicant BHC is subject to assessment in considering the application. Under the CRA,
institutions are assigned a rating of “outstanding,” “satisfactory,” “needs to improve,” or “substantial non-compliance.” The
Company was rated “outstanding” in its most recent CRA evaluation.

Anti-Money Laundering Legislation

The Company is subject to the Bank Secrecy Act and other anti-money laundering laws and regulations, including the
USA Patriot Act of 2001. Among other things, these laws and regulations require the Company to take steps to
prevent the use of the Company for facilitating the flow of illegal or illicit money, to report large currency
transactions, and to file suspicious activity reports. The Company is also required to carry out a comprehensive
anti-money laundering compliance program. Violations can result in substantial civil and criminal sanctions. In
addition, provisions of the USA Patriot Act require the federal financial institution regulatory agencies to consider the
effectiveness of a financial institution’s anti-money laundering activities when reviewing bank mergers and BHC
acquisitions.

Employees

At December 31, 2006, the Company employed 253 full-time equivalent persons. The relationship with employees is
considered to be good.

Internet Access to Company Documents

The Company provides access to its Securities and Exchange Commission (the “SEC”) filings through a link on the
Investor Relations page of the Company’s website at www.amnb.com. Reports available include the annual report on
Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K, and all amendments to those reports as
soon as reasonably practicable after the reports are filed electronically with the SEC. The SEC maintains an Internet
site that contains reports, proxy and information statements, and other information regarding issuers that file
electronically with the SEC at www.sec.gov.

ITEM 1A - RISK FACTORS

The Company’s business is subject to interest rate risk and variations in interest rates may negatively affect
financial performance.

Changes in the interest rate environment may reduce the Company’s profits. It is expected that the Company will
continue to realize income from the differential or “spread” between the interest earned on loans, securities, and other
interest earning assets, and interest paid on deposits, borrowings and other interest bearing liabilities. Net interest
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spreads are affected by the difference between the maturities and repricing characteristics of interest earning assets
and interest bearing liabilities. In addition, loan volume and yields are affected by market interest rates on loans, and
rising interest rates generally are associated with a lower volume of loan originations. Management cannot assure you
that it can minimize the Company’s interest rate risk. While an increase in the general level of interest rates may
increase the net interest margin and loan yield, it may adversely affect the ability of certain borrowers with variable
rate loans to pay the interest and principal of their obligations. Accordingly, changes in levels of market interest rates
could materially and adversely affect the net interest spread, asset quality, loan origination volume, and overall
profitability.

Index
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The Company faces strong competition from financial services companies and other companies that offer banking
services which could negatively affect the Company’s business.

Increased competition may result in reduced business for the Company. Ultimately, the Company may not be able to
compete successfully against current and future competitors. Many competitors offer the same banking services that
the Company offers in its service area. These competitors include national, regional, and community banks. The
Company also faces competition from many other types of financial institutions, including without limitation, savings
and loan institutions, finance companies, brokerage firms, insurance companies, credit unions, mortgage banks, and
other financial intermediaries. In particular, competitors include several major financial companies whose greater
resources may afford them a marketplace advantage by enabling them to maintain numerous banking locations and
ATMs and conduct extensive promotional and advertising campaigns.

Additionally, banks and other financial institutions with larger capitalization and financial intermediaries not subject
to bank regulatory restrictions have larger lending limits and are thereby able to serve the credit needs of larger
customers. Areas of competition include interest rates for loans and deposits, efforts to obtain loans and deposits, and
range and quality of products and services provided, including new technology-driven products and services.
Technological innovation continues to contribute to greater competition in domestic and international financial
services markets as technological advances enable more companies to provide financial services. If the Company is
unable to attract and retain banking customers, it may be unable to continue to grow loan and deposit portfolios and its
results of operations and financial condition may otherwise be adversely affected.

Changes in economic conditions, particularly an economic slowdown in the Company’s market area, could
materially and negatively affect the Company’s business.

The Company’s business is directly impacted by factors such as economic, political, and market conditions, broad
trends in industry and finance, legislative and regulatory changes, changes in government monetary and fiscal
policies, and inflation, all of which are beyond the Company’s control. A deterioration in economic conditions,
whether caused by national or local concerns, especially within the Company’s market area, could result in the
following consequences, any of which could hurt business materially: loan delinquencies may increase; problem
assets and foreclosures may increase; demand for products and services may decrease; low cost or noninterest bearing
deposits may decrease; and collateral for loans, especially real estate, may decline in value, in turn reducing customers’
borrowing power, and reducing the value of assets and collateral associated with existing loans.

Trust and Investment Services fee revenue is largely dependent on the fair market value of assets under care and on
trading volumes in the brokerage business. General economic conditions and their subsequent effect on the securities
markets tend to act in correlation. When general economic conditions deteriorate, consumer and corporate confidence
in securities markets erodes, and Trust and Investment Service revenues are negatively impacted as asset values and
trading volumes decrease. Neutral economic conditions can also negatively impact revenue when stagnant securities
markets fail to attract investors.

A downturn in the real estate market could negatively affect the Company’s business.

A downturn in the real estate market could negatively affect the Company’s business because significant portions
(approximately 81% as of December 31, 2006) of its loans are secured by real estate. The ability to recover on
defaulted loans by selling the real estate collateral would then be diminished and the Company would be more likely
to suffer losses on defaulted loans.

Substantially all of the Company’s real property collateral is located in its market area. If there is a significant decline
in real estate values, especially in our market area, the collateral for loans would provide less security. Real estate
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values could be affected by, among other things, an economic slowdown and an increase in interest rates.

The Company is dependent on key personnel and the loss of one or more of those key personnel may materially
and adversely affect the Company’s prospects.

The Company currently depends heavily on the services of a number of key management personnel. The loss of key
personnel could materially and adversely affect the results of operations and financial condition. The Company’s
success also depends in part on the ability to attract and retain additional qualified management personnel.
Competition for such personnel is strong in the banking industry and the Company may not be successful in attracting
or retaining the personnel it requires.

Index
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The Company is subject to extensive regulation which could adversely affect its business.

The Company’s operations are subject to extensive regulation by federal, state, and local governmental authorities and
are subject to various laws and judicial and administrative decisions imposing requirements and restrictions on part or
all of the Company’s operations. Because the Company’s business is highly regulated, the laws, rules, and regulations
applicable to it are subject to regular change. There are currently proposed laws, rules, and regulations that, if adopted,
would impact the Company’s operations. There can be no assurance that these proposed laws, rules, and regulations, or
any other laws, rules, or regulations, will not be adopted in the future, which could (i) make compliance much more
difficult and expensive, (ii) restrict the ability to originate, broker or sell loans or accept certain deposits, (iii) further
limit or restrict the amount of commissions, interest or other charges earned on loans originated or sold by the
Company, or (iv) otherwise adversely affect the Company’s business or prospects for business.

The primary source of the Company’s income from which it pays dividends is the receipt of dividends from its
subsidiary bank.

The availability of dividends from the Company is limited by various statutes and regulations. It is possible,
depending upon the financial condition of the subsidiary bank and other factors, that the Office of the Comptroller of
the Currency could assert that payment of dividends or other payments is an unsafe or unsound practice. In the event
American National Bank and Trust Company was unable to pay dividends to American National Bankshares Inc., the
holding company would likely have to reduce or stop paying common stock dividends. The Company’s failure to pay
dividends on its common stock could have a material adverse effect on the market price of the common stock.

A limited trading market exists for the Company’s common stock which could lead to price volatility.

The Company’s common stock is approved for quotation on the NASDAQ Global Select Market, but the trading
volume has generally been modest. The limited trading market for the common stock may cause fluctuations in the
stock’s market value to be exaggerated, leading to price volatility in excess of that which would occur in a more active
trading market. In addition, even if a more active market in the Company’s common stock develops, management
cannot assure you that such a market will continue or that shareholders will be able to sell their shares.

The allowance for loan losses may not be adequate to cover actual losses.

In accordance with accounting principles generally accepted in the United States, an allowance for loan losses is
maintained to provide for loan defaults and non-performing loans. The allowance for loan losses may not be adequate
to cover actual credit losses, and future provisions for credit losses could materially and adversely affect operating
results. The allowance for loan losses is based on prior experience, as well as an evaluation of the risks in the current
portfolio. The amount of future losses is susceptible to changes in economic, operating, and other conditions,
including changes in interest rates that may be beyond control, and these losses may exceed current estimates. Federal
regulatory agencies, as an integral part of their examination process, review the Company’s loans and allowance for
loan losses. While management believes that the allowance for loan losses is adequate to cover current losses, it
cannot assure you that it will not further increase the allowance for loan losses or that regulators will not require it to
increase this allowance. Either of these occurrences could adversely affect earnings.

The allowance for loan losses requires management to make significant estimates that affect the financial statements.
Due to the inherent nature of this estimate, management cannot provide absolute assurance that it will not significantly
increase the allowance for loan losses which could materially and adversely affect earnings.

The Company is exposed to operational risk.
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The Company is exposed to many types of operational risks, including reputation, legal, and compliance risk, the risk
of fraud or theft by employees or outsiders, unauthorized transactions by employees or operational errors, clerical or
record-keeping errors, and errors resulting from faulty or disabled computer or telecommunications systems.

Negative public opinion can result from the actual or alleged conduct in any number of activities, including lending
practices, corporate governance, and acquisitions, and from actions taken by government regulators and community
organizations in response to those activities. Negative public opinion can adversely affect the Company’s ability to
attract and retain customers and can expose it to litigation and regulatory action.
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Certain errors may be repeated or compounded before they are discovered and successfully rectified. The Company’s
necessary dependence upon automated systems to record and process its transactions may further increase the risk that
technical system flaws or employee tampering or manipulation of those systems will result in losses that are difficult
to detect. The Company may also be subject to disruptions of its operating systems arising from events that are wholly
or partially beyond its control (for example, computer viruses or electrical or telecommunications outages), which
may give rise to disruption of service to customers and to financial loss or liability. The Company is further exposed
to the risk that its external vendors may be unable to fulfill their contractual obligations (or will be subject to the same
risk of fraud or operational errors by their respective employees as is the Company) and to the risk that the Company’s
(or its vendors’) business continuity and data security systems prove to be inadequate.

ITEM 2 - PROPERTIES

As of December 31, 2006, the Company maintained eighteen full service offices located in Danville, Pittsylvania
County, Martinsville, Henry County, Halifax County, Lynchburg, Campbell County, and Nelson County in Virginia
and Caswell County in North Carolina. The Company also operates a loan production office in Greensboro, North
Carolina.

The principal executive offices of the Company are located at 628 Main Street in the business district of Danville,
Virginia. This building, owned by the Company, was originally constructed in 1973 and has three floors totaling
approximately 27,000 square feet.

The Company owns a building located at 103 Tower Drive in Danville, Virginia. This three-story facility serves as a
retail banking office and houses certain of the Company’s finance, administrative, and operations staff.

The Company owns an office building on 203 Ridge Street, Danville, Virginia, which is leased to Bankers Insurance,
LLC. The Company has a minority ownership interest in Bankers Insurance, LLC.

The Company owns eleven other retail office locations for a total of fourteen owned buildings. There are no
mortgages or liens against any of the properties owned by the Company. The Company operates twenty-three
Automated Teller Machines (“ATMs”) on owned or leased facilities. The Company leases six of the retail office
locations and a storage warehouse in Danville. One retail office location in Lynchburg is currently unoccupied.

There were no directors or executive officers with any ownership interest in any leased facility of the Company.

ITEM 3 - LEGAL PROCEEDINGS

There are no material pending legal proceedings to which the Company is a party or to which the property of the
Company is subject.

ITEM 4 - SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

No matters were submitted during the fourth quarter of the fiscal year covered by this report to a vote of security
holders of the Company through a solicitation of proxies or otherwise.
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EXECUTIVE OFFICERS OF THE REGISTRANT

The following lists, as of December 31, 2006, the named executive officers of the registrant, their ages, and their
positions.

    Name Age Position

Charles H. Majors 61 President and Chief Executive Officer of the Company.

R. Helm
Dobbins

55Senior Vice President of American National Bankshares Inc.; Executive Vice President and Chief
Credit Officer of American National Bank and Trust Company since November 2005; prior thereto,
Senior Vice President and Chief Credit Officer of American National Bank and Trust Company since
June 2003; Executive Vice President and Chief Credit Officer of Citizens Bank and Trust Co. from
1998 to 2003.

Jeffrey V.
Haley

46Senior Vice President of American National Bankshares Inc.; Executive Vice President and Chief
Operating Officer of American National Bank and Trust Company since November 2005; prior thereto,
Senior Vice President and Chief Administrative Officer of American National Bank and Trust Company.

Neal A.
Petrovich

44 Senior Vice President, Chief Financial Officer, Treasurer and Secretary of American National
Bankshares Inc.; Executive Vice President, Chief Financial Officer, and Cashier of American
National Bank and Trust Company since November 2005; prior thereto, Senior Vice
President, Chief Financial Officer and Cashier of American National Bank and Trust
Company since May 2004; Senior Vice President of SouthTrust Bank from 2002 to May
2004; Executive Vice President and Chief Financial Officer of Bank of Tidewater from 1995
to 2002.

Index
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ITEM 5 - MARKET FOR RE ITEM 5 - ITEM 5 - MARKET FOR REGISTRANT’S COMMON EQUITY,
RELATED STOCKHOLDER MATTERS, AND ISSUER PURCHASES OF EQUITY SECURITIES

The Company’s common stock is traded on the NASDAQ Global Select Market under the symbol “AMNB.” At
December 31, 2006, the Company had 1,738 shareholders of record. The following table presents the high and low
closing sales prices for the Company’s common stock and dividends declared for the past two years.

Market Price of the Company’s Common Stock
Dividends

Closing Price Declared

2006 High Low
Per

Share
4th quarter $ 23.87 $ 22.81 $ 0.22
3rd quarter 24.00 22.45 0.22
2nd quarter 24.02 22.50 0.22
1st quarter 24.07 22.30 0.21

$ 0.87

Dividends
Closing Price Declared

2005 High Low
Per

Share
4th quarter $ 23.80 $ 21.29 $ 0.21
3rd quarter 23.71 22.25 0.21
2nd quarter 25.04 22.28 0.21
1st quarter 24.84 23.85 0.20

$ 0.83

The table below presents share repurchase activity during the quarter ended December 31, 2006.

Total
Number of

Shares
Purchased 

Average
Price

Paid Per
Share

Total
Number of

Shares
Purchased
as Part of
Publicly

Announced
Program

Maximum
Number of

Shares
That May

Yet Be
Purchased
Under the
Program

October 1-31,
2006 3,300 $ 23.56 3,300 121,700
November 1-30,
2006 - - - 121,700
December 1-31,
2006 1,600 23.55 1,600 120,100

4,900 $ 23.56 4,900
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Stock Option Plan

The Company maintained a stock option plan (the “Plan”) designed to attract and retain qualified personnel in key
positions, provide employees with a proprietary interest in the Company as an incentive to contribute to the success of
the Company, and reward employees for outstanding performance and the attainment of targeted goals. The Plan was
approved by the shareholders at the 1997 Annual Meeting and expired December 31, 2006. The Plan provided for the
grant of incentive stock options intended to comply with the requirements of Section 422 of the Internal Revenue
Code of 1986 (“incentive stock options”), as well as non-qualified stock options.

The Plan is administered by a committee of the Board of Directors of the Company comprised of independent
Directors. Under the Plan, the committee determines which employees will be granted options, whether such options
will be incentive or non-qualified options, the number of shares subject to each option, whether such options may be
exercised by delivering other shares of common stock, and when such options became exercisable. In general, the per
share exercise price of an incentive stock option must be at least equal to the fair market value of a share of common
stock on the date the option is granted.

Stock options became vested and exercisable in the manner specified by the committee. Each stock option or portion
thereof shall be exercisable at any time on or after it vests and is exercisable until ten years after its date of grant. A
review was performed of all stock option grants that verified all options were priced at the closing stock price on the
day the option was approved by the Board of Directors and granted.

There were no stock options awarded in 2006. There are no plans at this time to make additional awards.

December 31, 2006

Number of
Shares

to be Issued
Upon

Exercise
of

Outstanding
Options

Weighted-Average
Per Share

Exercise Price of
Outstanding

Options

Number of
Shares

Remaining
Available
for Future
Issuance
Under
Stock

Option
Plan

Equity compensation
plans
approved by
shareholders 201,849 $ 20.36 -
Equity compensation
plans not approved by
shareholders - - -

Total 201,849 $ 20.36 -

The Plan expired December 31, 2006; therefore, there are no shares remaining available for future issuance under the
Plan at December 31, 2006.
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Comparative Stock Performance

The following graph compares the Company’s cumulative total return to its shareholders with the returns of two
indexes for the five-year period ended December 31, 2006. The cumulative total return was calculated taking into
consideration changes in stock price, cash dividends, stock dividends, and stock splits since December 31, 2001. The
two indexes are the NASDAQ Stock Index and the Carson Medlin Company’s Independent Bank Index, consisting of
28 independent community banks located in Alabama, Florida, Georgia, North Carolina, South Carolina, Tennessee,
Virginia, and West Virginia.  

2001 2002 2003  2004 2005 2006 
AMERICAN NATIONAL
BANKSHARES, INC.

100 143 148 142 141 147

INDEPENDENT BANK
INDEX

100 124 168 193 199 230

NASDAQ INDEX 100 69 103 113 115 126
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ITEM 6 - SELECTED FINANCIAL DATA

The following table sets forth selected financial data for the Company for the last five years:

(in thousands, except per share
amounts and ratios)

2006 2005 2004 2003 2002
Results of Operations:
Interest income $ 45,070 $ 32,479 $ 30,120 $ 32,178 $ 35,135
Interest expense 16,661 8,740 7,479 9,391 12,310
Net interest income 28,409 23,739 22,641 22,787 22,825
Provision for loan losses 58 465 3,095 920 873
Noninterest income 8,458 7,896 6,510 6,671 5,712
Noninterest expense 20,264 17,079 15,011 15,111 14,285
Income before income tax
provision 16,545 14,091 11,045 13,427 13,379
Income tax provision 5,119 4,097 3,032 3,914 3,918
Net income $ 11,426 $ 9,994 $ 8,013 $ 9,513 $ 9,461

Period-end Balances:
Securities $ 162,621 $ 165,629 $ 188,163 $ 207,479 $ 163,824
Loans, net of unearned income 542,228 417,087 407,269 406,245 406,403
Deposits 608,528 491,651 485,272 501,688 473,562
Shareholders' equity 94,992 73,419 71,000 71,931 70,736
Shareholders' equity - tangible
(a) 69,695 73,287 70,516 70,997 69,352
Assets 777,720 623,503 619,065 644,302 605,859

Per Share Information:
Earnings - basic $ 1.91 $ 1.83 $ 1.43 $ 1.67 $ 1.63
Earnings - diluted 1.90 1.81 1.42 1.65 1.62
Dividends 0.87 0.83 0.79 0.75 0.71
Book value 15.42 13.49 12.86 12.71 12.24
Book value - tangible (a) 11.31 13.47 12.77 12.54 12.00

Ratios:
Return on average assets 1.51% 1.61% 1.26% 1.52% 1.63%
Return on average shareholders'
equity 12.72 13.95 11.15 13.52 13.97
Return on average tangible
equity (b) 16.58 14.33 11.68 14.18 14.76
Net interest margin - taxable
equivalent 4.20 4.17 3.90 3.98 4.28
Average shareholders'
equity/average assets 11.85 11.57 11.34 11.27 11.64
Net charge-offs to average
loans 0.10 0.56 0.10 0.30 0.15
Allowance for loan losses to
period-end loans 1.34 1.46 1.96 1.30 1.38

0.45 0.72 1.35 0.56 0.09
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(a) - Excludes goodwill and
other intangible assets
(b) - Excludes amortization
expense, net of tax, of
intangible assets
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ITEM 7 - MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS
OF OPERATIONS

The purpose of this discussion is to focus on important factors affecting the financial condition and results of
operations of the Company. The discussion and analysis should be read in conjunction with the Consolidated
Financial Statements.

Reclassification

In certain circumstances, reclassifications have been made to prior period information to conform to the 2006
presentation.

Critical Accounting Policies

The Company’s critical accounting policies are listed below. A summary of the Company’s significant accounting
policies is set forth in Note 1 to the Consolidated Financial Statements.

The Company’s financial statements are prepared in accordance with accounting principles generally accepted in the
United States of America (“GAAP”). The financial information contained within the 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. In addition, GAAP itself may change from one
previously acceptable method to another method.

Allowance for Loan Losses and Reserve for Unfunded Loan Commitments

The allowance for loan losses is an estimate of the losses inherent in the loan portfolio at the balance sheet date. The
allowance and reserve is based on two basic principles of accounting: (i) Statement of Financial Accounting Standards
(“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 on
impaired loans be accrued based on the differences between the value of collateral, present value of future cash flows,
or values observable in the secondary market, and the loan balance.

The Company’s 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 on estimates that can and do change.
The formula allowance uses a historical loss view as an indicator of future losses along with various qualitative
factors, including levels and trends in delinquencies, nonaccrual loans, charge-offs and recoveries; trends in volume
and terms of loans; effects of changes in underwriting standards; experience of lending staff, and economic
conditions; and portfolio concentrations. In the formula allowance, the historical loss rate is combined with the
qualitative factors, resulting in an adjusted loss factor for each risk-grade category of loans. The adjusted loss factor is
multiplied by the period-end balances for each risk-grade category. The specific allowance uses various techniques to
arrive at an estimate of loss for specifically identified impaired loans. The unallocated allowance includes estimated
losses whose impact on the portfolio has yet to be recognized in either the formula or specific allowance. The use of
these values is inherently subjective and actual losses could be greater or less than the estimates.

The reserve for unfunded loan commitments is an estimate of the losses inherent in off-balance-sheet loan
commitments at the balance sheet date. It is calculated by multiplying an estimated loss factor by an estimated
probability of funding, and then by the period-end amounts for unfunded commitments. The reserve for unfunded loan
commitments is included in other liabilities.

Goodwill and Other Intangible Assets
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The Company adopted SFAS 142, Goodwill and Other Intangible Assets, effective January 1, 2002.  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.  The annual impairment analysis for goodwill and core
deposit intangibles acquired with the acquisition of Community First is scheduled for the second quarter of 2007.
Additionally, under SFAS 142, acquired intangible assets (such as core deposit intangibles) are separately recognized
if the benefit of the assets can be sold, transferred, licensed, rented, or exchanged, and amortized over their useful
lives. Branch acquisition transactions were outside the scope of SFAS 142 and, accordingly, intangible assets related
to such transactions continued to amortize upon the adoption of SFAS 142. The cost of purchased deposit
relationships and other intangible assets, based on an independent valuation by a qualified third party, are being
amortized over their estimated lives. Amortization expense charged to operations was $414,000 and $353,000 for the
twelve month periods ended December 31, 2006 and 2005, respectively.
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Non-GAAP Presentations

The Management’s Discussion and Analysis may refer to the efficiency ratio, which is computed by dividing
noninterest expense by the sum of net interest income on a tax equivalent basis and noninterest income (excluding
gains on sales of securities or other assets). This is a non-GAAP financial measure which management believes
provides investors with important information regarding the Company’s operational efficiency. Comparison of the
Company’s efficiency ratio with those of other companies may not be valid because other companies may calculate the
efficiency ratio differently.

The analysis of net interest income in this document is performed on a tax equivalent basis. Management believes the
tax equivalent presentation better reflects total return, as many financial assets have specific tax advantages that
modify their effective yields. A reconcilement of tax-equivalent net interest income to net interest income is provided.

EXECUTIVE OVERVIEW

American National Bankshares Inc. is the holding company of American National Bank and Trust Company, a
community bank with eighteen full service offices serving the areas of Danville, Pittsylvania County, Martinsville,
Henry County, South Boston, Halifax County, Lynchburg, Bedford, Bedford County, Campbell County, and portions
of Nelson County in Virginia, along with portions of Caswell County in North Carolina. The Company also operates a
loan production office in Greensboro, North Carolina.

American National Bank and Trust Company provides a full array of financial products and services, including
commercial, mortgage, and consumer banking; trust and investment services; and insurance. Services are also
provided through twenty-three ATMs, “AmeriLink” Internet banking, and 24-hour “Access American” telephone banking.
Additional information is available on the Company’s website at www.amnb.com. The shares of American National
Bankshares Inc. are traded on the NASDAQ Global Select Market under the symbol “AMNB.”

The Company specializes in providing financial services to businesses and consumers. Current priorities are to:
· increase the size of the loan portfolio without sacrificing credit quality or pricing,
· grow checking, savings and money market deposits,
· increase fee income, and
· continue to control costs.

ANALYSIS OF OPERATING RESULTS

The results of operations for the year ended December 31, 2006, include the affect of the acquisition of Community
First Financial Corporation, which occurred April 1, 2006, and do not include the results of operations of Community
First prior to April 1, 2006.

Net Interest Income

Net interest income, the Company’s largest source of revenue, is the excess of interest income recorded on interest
earning assets over interest expense recorded on interest bearing liabilities. Net interest income is influenced by a
number of factors, including the volume and mix of interest earning assets and interest bearing liabilities, interest rates
earned on earning assets, and interest rates paid on deposits and borrowed funds. For analytical purposes, net interest
income is adjusted to a taxable equivalent basis to recognize the income tax savings on tax-exempt assets, such as
state and municipal securities. A tax rate of 34% was used in adjusting interest on tax-exempt assets to a fully taxable
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equivalent basis. Net interest income divided by average earning assets is referred to as the net interest margin. The
net interest spread represents the difference between the average rate earned on earning assets and the average rate
paid on interest bearing liabilities.

Net interest income on a tax-equivalent basis increased $4,556,000, or 18.4% from 2005 to 2006. The net interest
margin, on a taxable equivalent basis, improved slightly from 4.17% to 4.20%.

The improvement in net interest income was due largely to the acquisition of Community First, which significantly
increased the Company’s interest earning assets. The Bank’s highest yielding assets, loans, increased on average from
$414,600,000 to $513,500,000, a 23.9% increase. Net interest income for 2006 also includes a positive impact of
$313,000 related to the valuation of the loans acquired from Community First. Similarly, interest expense reflects a
$153,000 reduction related to the valuation of certain Community First deposits. Beginning April 1, 2006, the loan
valuation is being amortized over fifty-two months and the deposit valuation over thirteen months. Excluding these
adjustments, the interest margin was 4.10% in 2006.

To meet its funding needs for the Community First acquisition, the Company issued $20,619,000 of trust preferred
securities during the second quarter of 2006. Interest expense associated with these securities was $1,007,000 for
2006.

The following presentation is an analysis of net interest income and related yields and rates, on a taxable equivalent
basis, for the years 2004 through 2006. Nonaccrual loans are included in average balances. Interest income on
nonaccrual loans, if recognized, is recorded on a cash basis or when the loan returns to accrual status.

Index
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Table 1 - Net Interest Income Analysis
(in thousands, except yields and rates) 

Average Balance Interest Income/Expense Average Yield/Rate

2006 2005 2004 2006 2005 2004 2006 2005 2004
Loans:
Commercial $ 84,676 $ 74,202 $ 94,643 $ 6,481 $ 4,627 $ 4,992 7.65% 6.24% 5.27%
Real Estate 416,530 327,888 290,884 29,813 20,155 16,237 7.16 6.15 5.58
Consumer 12,287 12,490 18,168 1,152 1,132 1,664 9.38 9.06 9.16
 Total loans 513,493 414,580 403,695 37,446 25,914 22,893 7.29 6.25 5.67

Securities:
Federal agencies 94,589 77,609 99,263 3,745 2,414 3,169 3.96 3.11 3.19
Mortgage-backed 21,197 25,614 23,842 988 1,099 1,046 4.66 4.29 4.39
State and
municipal 46,735 51,943 52,247 2,624 3,049 3,059 5.61 5.87 5.85
Other  11,059 15,273 19,776 621 715 923 5.62 4.68 4.67
 Total securities 173,580 170,439 195,128 7,978 7,277 8,197 4.60 4.27 4.20

Deposits in other
banks 12,922 9,782 10,092 620 376 132 4.80 3.84 1.31

Total interest
earning assets 699,995 594,801 608,915 46,044 33,567 31,222 6.58 5.64 5.13

Nonearning assets 57,807 24,273 25,036

 Total assets $ 757,802 $ 619,074 $ 633,951

Deposits:
Demand $ 105,320 $ 82,121 $ 73,338 $ 1,513 $ 539 $ 269 1.44% 0.66% 0.37%
Money market 48,124 44,685 53,305 1,180 715 428 2.45 1.60 0.80
Savings 77,445 81,641 83,814 963 629 439 1.24 0.77 0.52
Time 255,856 189,467 204,945 9,693 5,019 4,843 3.79 2.65 2.36
 Total deposits 486,745 397,914 415,402 13,349 6,902 5,979 2.74 1.73 1.44

Repurchase
agreements 40,970 42,757 46,787 1,384 901 528 3.38 2.11 1.13
Other borrowings 33,087 19,474 20,931 1,928 937 972 5.83 4.81 4.64
 Total interest
bearing
 liabilities 560,802 460,145 483,120 16,661 8,740 7,479 2.97 1.90 1.55

Noninterest
bearing
demand deposits 102,117 84,670 76,123
Other liabilities 5,059 2,621 2,846

89,824 71,638 71,862

Edgar Filing: AMERICAN NATIONAL BANKSHARES INC - Form 10-K

30



Shareholders'
equity
 Total liabilities
and
 shareholders'
equity $ 757,802 $ 619,074 $ 633,951

Interest rate
spread 3.61% 3.74% 3.58%
Net interest
margin 4.20% 4.17% 3.90%

Net interest
income (taxable
equivalent basis) 29,383 24,827 23,743
Less: Taxable
equivalent
adjustment 974 1,088 1,102
Net interest
income $ 28,409 $ 23,739 $ 22,641
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Table 2 presents the dollar amount of changes in interest income and interest expense, and distinguishes between the
changes related to increases or decreases in average outstanding balances of interest earning assets and interest bearing
liabilities (volume), and the changes related to increases or decreases in average interest rates on such assets and
liabilities (rate). Changes attributable to both volume and rate have been allocated proportionately.

Table 2 - Changes in Net Interest Income (Rate/Volume Analysis)
(in thousands)

 2006 vs. 2005 2005 vs. 2004
Interest  Change Interest  Change

Increase Attributable to Increase  Attributable to
Interest income (Decrease) Rate Volume (Decrease) Rate Volume
Loans:
Commercial $ 1,854 $ 1,144 $ 710 $ (365) $ 820 $ (1,185)
Real Estate 9,658 3,652
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