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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-K

☒ ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT
OF 1934

For the fiscal year ended December 31, 2018

Commission file number 0-7674

First Financial Bankshares, Inc.

(Exact Name of Registrant as Specified in Its Charter)

Texas 75-0944023
(State or Other Jurisdiction of (I.R.S. Employer

Incorporation or Organization) Identification No.)
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400 Pine Street, Abilene, Texas 79601
(Address of Principal Executive Offices) (Zip Code)

Registrant�s telephone number, including area code: (325) 627-7155

Securities registered pursuant to Section 12(b) of the Act:

Title of Class Name of Exchange on Which Registered
Common Stock, par value $0.01 per share Nasdaq Global Select Market

Securities registered pursuant to Section 12(g) of the Act:

None

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

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   ☐     No   ☒

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   ☒     No  
☐

Indicate by check mark whether the registrant has submitted electronically every Interactive Data File required to be
submitted pursuant to Rule 405 of Regulation S-T during the preceding 12 months (or for such shorter period that the
registrant was required to submit such files).    Yes  ☒    No  ☐

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained
herein, and will not be contained, to the best of registrant�s knowledge, in definitive proxy or information statements
incorporated by reference in Part III of this Form 10-K or any amendment to this Form 10-K.  ☐

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer, a
smaller reporting company or an emerging growth company. See the definitions of �large accelerated filer�, �accelerated
file�, �smaller reporting company� and �emerging growth company� in Rule 12b-2 of the Exchange Act.

Large accelerated filer ☒ Accelerated filer ☐

Non-accelerated filer ☐ Smaller reporting company ☐

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

As of June 30, 2018, the last business day of the registrant�s most recently completed second fiscal quarter, the
aggregate market value of the registrant�s voting and non-voting common stock held by non-affiliates was
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$3.28 billion.

As of February 19, 2019, there were 67,816,714 shares of common stock outstanding.
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Documents Incorporated by Reference

Certain information called for by Part III is incorporated by reference to the proxy statement for our 2019 annual
meeting of shareholders, which will be filed with the Securities and Exchange Commission not later than 120 days
after December 31, 2018.
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CAUTIONARY STATEMENT REGARDING

FORWARD-LOOKING STATEMENTS

This Form 10-K contains certain forward-looking statements within the meaning of Section 27A of the Securities Act
of 1933 and Section 21E of the Securities Exchange Act of 1934. When used in this Form 10-K, words such as
�anticipate,� �believe,� �estimate,� �expect,� �intend,� �predict,� �project,� and similar expressions, as they relate to us or our
management, identify forward-looking statements. These forward-looking statements are based on information
currently available to our management. Actual results could differ materially from those contemplated by the
forward-looking statements as a result of certain factors, including, but not limited, to those listed in �Item 1A-Risk
Factors� and the following:

� general economic conditions, including our local, state and national real estate markets and
employment trends;

� effect of severe weather conditions, including hurricanes, tornadoes, flooding and droughts;

� volatility and disruption in national and international financial and commodity markets;

� government intervention in the U.S. financial system, including the effects of recent legislative, tax,
accounting and regulatory actions and reforms, including the Dodd-Frank Wall Street Reform and
Consumer Protection Act (the �Dodd-Frank Act�), the Jumpstart Our Business Startups Act, the
Consumer Financial Protection Bureau, the capital ratios of Basel III as adopted by the federal banking
authorities and the Tax Cuts and Jobs Act;

� political instability;

� the ability of the Federal government to address the national economy;

� changes in our competitive environment from other financial institutions and financial service
providers;

� the effects of and changes in trade, monetary and fiscal policies and laws, including interest rate
policies of the Board of Governors of the Federal Reserve System (�the Federal Reserve Board�);

� the effect of changes in accounting policies and practices, as may be adopted by the regulatory
agencies, as well as the Public Company Accounting Oversight Board, the Financial Accounting
Standards Board and other accounting standard setters;
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� the effect of changes in laws and regulations (including laws and regulations concerning taxes,
banking, securities and insurance) with which we and our subsidiaries must comply;

� changes in the demand for loans;

� fluctuations in the value of collateral securing our loan portfolio and in the level of the allowance for
loan losses;

� the accuracy of our estimates of future loan losses;

� the accuracy of our estimates and assumptions regarding the performance of our securities portfolio;

� soundness of other financial institutions with which we have transactions;

� inflation, interest rate, market and monetary fluctuations;

� changes in consumer spending, borrowing and savings habits;

� changes in commodity prices (e.g., oil and gas, cattle, and wind energy);

1
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� our ability to attract deposits and increase market share;

� changes in our liquidity position;

� changes in the reliability of our vendors, internal control system or information systems;

� cyber attacks on our technology information systems, including fraud from our customers and external
third party vendors;

� our ability to attract and retain qualified employees;

� acquisitions and integration of acquired businesses;

� the possible impairment of goodwill associated with our acquisitions;

� consequences of continued bank mergers and acquisitions in our market area, resulting in fewer but
much larger and stronger competitors;

� expansion of operations, including branch openings, new product offerings and expansion into new
markets;

� changes in our compensation and benefit plans; and

� acts of God or of war or terrorism.
Such forward-looking statements reflect the current views of our management with respect to future events and are
subject to these and other risks, uncertainties and assumptions relating to our operations, results of operations, growth
strategy and liquidity. All subsequent written and oral forward-looking statements attributable to us or persons acting
on our behalf are expressly qualified in their entirety by this paragraph. We undertake no obligation to publicly update
or otherwise revise any forward-looking statements, whether as a result of new information, future events or otherwise
(except as required by law).

PART I

ITEM 1. BUSINESS
General
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First Financial Bankshares, Inc., a Texas corporation (the �Company�), is a financial holding company registered under
the Bank Holding Company Act of 1956, as amended, or BHCA. As such, we are supervised by the Federal Reserve
Board, as well as several other bank regulators. We were formed as a bank holding company in 1956 under the
original name F & M Operating Company, but our banking operations date back to 1890, when Farmers and
Merchants National Bank opened for business in Abilene, Texas. On January 1, 2018, we acquired Commercial
Bancshares, Inc. and its wholly owned subsidiary, Commercial State Bank, Kingwood, Texas and merged these
entities with and into the Company and our subsidiary bank, respectively. As of December 31, 2018, our subsidiaries
are:

� First Financial Bank, National Association, Abilene, Texas;

� First Technology Services, Inc., Abilene, Texas, a wholly owned subsidiary of First Financial Bank,
National Association, Abilene, Texas;

� First Financial Trust & Asset Management Company, National Association, Abilene, Texas;

� First Financial Insurance Agency, Inc., Abilene, Texas; and

� First Financial Investments, Inc., Abilene, Texas.

2
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Through our subsidiaries, we conduct a full-service commercial banking business. Our banking centers are located
primarily in Central, North Central, Southeast and West Texas. As of December 31, 2018, we had 73 financial centers
across Texas, with eleven locations in Abilene, three locations in Weatherford, two locations in Cleburne, Conroe, San
Angelo, Stephenville, and Granbury, and one location each in Acton, Albany, Aledo, Alvarado, Beaumont, Boyd,
Bridgeport, Brock, Burleson, Cisco, Clyde, Cut and Shoot, Decatur, Eastland, El Campo, Fort Worth, Fulshear, Glen
Rose, Grapevine, Hereford, Huntsville, Keller, Kingwood, Magnolia, Mauriceville, Merkel, Midlothian, Mineral
Wells, Montgomery, Moran, New Waverly, Newton, Odessa, Orange, Palacios, Port Arthur, Ranger, Rising Star,
Roby, Southlake, Spring, Sweetwater, Tomball, Trent, Trophy Club, Vidor, Waxahachie, Willis and Willow Park, all
in Texas.    On January 1, 2018, we completed our acquisition of Commercial Bancshares, Inc. and its wholly owned
bank subsidiary, Commercial State Bank and, as a result, added branch locations in Kingwood, Fulshear, El Campo
and Palacios.

Even though we operate in a growing number of Texas markets, we continue to believe that decisions are best made at
the local level. Although we consolidated our bank charters into one charter in 2013, we continue to regionally
manage our operations with local advisory boards of directors, local bank region presidents and local decision-makers.
We have consolidated substantially all of the backroom operations, such as investment securities, accounting, check
processing, technology and employee benefits, which improved our efficiency and freed management of our bank
regions to concentrate on serving the banking needs of their local communities. On January 1, 2016, we combined our
Huntsville and Conroe Regions and our Abilene, Sweetwater and Eastland Regions and established a Fort Worth
Region that previously was a branch of our Weatherford Region. On January 1, 2018, we combined our Mineral Wells
and Stephenville Regions.

In the past, we have chosen to keep our Company focused on the State of Texas, one of the nation�s largest,
fastest-growing and most economically diverse states. With approximately 28.8 million residents, Texas has more
people than any other state except California. The population of Texas grew 20.5% from 2007-2017 according to the
U.S. Census Bureau. Many of the communities in which we operate are also experiencing positive growth as shown
below:

Population Growth 2007-2017*

Bridgeport and Wise County 20.4% Weatherford, Willow Park, Aledo and Parker
County

33.1%

Fort Worth and Tarrant County 19.1% Stephenville and Erath County 14.8%
Cleburne and Johnson County 13.4% Conroe and Montgomery County 41.7%
Granbury and Hood County 15.9% *Source: U. S. Census Bureau
These economies include dynamic centers of higher education, agriculture, wind energy and natural resources, retail,
military, healthcare, tourism, retirement living, manufacturing and distribution.

We believe our community approach to doing business works best for us in small and mid-size markets, where we can
play a prominent role in the economic, civic and cultural life of the community. Our goal is to serve these
communities well and to experience growth as these markets continue to expand. In many instances, banking
competition is less intense in smaller markets, making it easier for us to operate rationally and attract and retain
high-caliber employees who prefer not only our community-banker concept but the high quality of life in smaller
cities.
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Over the years, we have grown in three ways: by growing organically, by opening new branch locations and by
acquiring other banks. Since 1997, we have completed thirteen bank acquisitions and have increased our total assets
from $1.57 billion to $7.73 billion as of December 31, 2018. We also established a trust and asset management
company and a technology services company. First Financial Trust and Asset Management Company, National
Association operates as a subsidiary of First Financial Bankshares, Inc. and First Technology Services, Inc. operates
as a subsidiary of First Financial Bank, National Association, Abilene, Texas. Looking ahead, we intend to continue to
grow organically by better serving the needs of our customers and putting them first in all of our decisions. We
continually look for new branch locations, such as our newest branch in Spring, Texas which opened in January 2019,
so we can provide more convenient service to our customers. We are actively pursuing acquisition opportunities by
calling on banks that we are interested in possibly acquiring.

3
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When targeting a bank for acquisition, the subject bank generally needs to be well managed and profitable, while
being located in the type of community that fits our profile. We seek to enter growing communities with good
amenities � schools, infrastructure, commerce and lifestyle. We prefer non-metropolitan markets, either around
Dallas/Fort Worth, Houston, San Antonio or Austin or along the Interstate 35, 45, 10 and 20 corridors in Texas. We
might also consider the acquisition of banks in East Texas, the Texas Hill Country area or in states contiguous to
Texas. Banks between $300 million and $1.0 billion in asset size fit our �sweet spot� for acquisition, but we would
consider banks that are larger or smaller, or that are in other areas of Texas if we believe they would be a good fit for
our Company.

Information on our revenues, profits and losses and total assets appears in �Management�s Discussion and Analysis of
Financial Condition and Results of Operations� contained in Item 7 hereof.

First Financial Bankshares, Inc.

We provide management, technical resources and policy direction to our subsidiaries, which enable them to improve
or expand their services while continuing their local activity and identity. Each of our subsidiaries operates under the
day-to-day management of its own board of directors and officers, including advisory boards of directors for our bank
regions. We provide resources and policy direction in, among other things, the following areas:

� asset and liability management;

� investments;

� accounting;

� budgeting;

� training;

� marketing;

� planning;

� risk management;

� loan review;
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� loan analysis;

� human resources;

� insurance;

� capitalization;

� regulatory compliance; and

� internal audit.
In particular, we assist our subsidiaries with, among other things, decisions concerning major capital expenditures,
employee fringe benefits, including retirement plans and group medical coverage, dividend policies, and appointment
of officers and directors, including advisory directors, and their compensation. We also perform, through corporate
staff groups or by outsourcing to third parties, internal audits, compliance oversight and loan reviews of our
subsidiaries. We provide advice and specialized services for our bank regions related to lending, investing,
purchasing, advertising, public relations, and technology services.

We evaluate various potential financial institution acquisition opportunities and approve potential locations for new
branch offices. We anticipate that funding for any acquisitions or expansions would be provided from our existing
cash balances, available dividends from our subsidiaries, utilization of available lines of credit and future debt or
equity offerings.

4
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Services Offered by Our Subsidiaries

Our subsidiary bank, First Financial Bank, National Association, is a separate legal entity that operates under the
day-to-day management of its board of directors and officers. Our multiple banking regions, which operate under our
subsidiary bank, each have separate advisory boards that make recommendations and provide assistance to regional
management of the bank regarding the operations of their respective region. Each of our bank regions provides general
commercial banking services, which include accepting and holding checking, savings and time deposits, making
loans, automated teller machines, drive-in and night deposit services, safe deposit facilities, remote deposit capture,
internet banking, mobile banking, payroll cards, transmitting funds, and performing other customary commercial
banking services. We also conduct full service trust and wealth management activities through First Financial Trust &
Asset Management Company, National Association, our trust company. Our trust company has eight locations which
are located in Abilene, Fort Worth, Kingwood, Odessa, Beaumont, San Angelo, Stephenville and Sweetwater, all in
Texas. Through our trust company, we offer personal trust services, which include wealth management, the
administration of estates, testamentary trusts, revocable and irrevocable trusts and agency accounts. We also
administer all types of retirement and employee benefit accounts, which include 401(k) profit sharing plans and
IRAs.    In addition, we provide securities brokerage services through arrangements with an unrelated third party in
our Abilene, San Angelo and Weatherford banking regions.

Competition

Commercial banking in Texas is highly competitive, and because we hold less than 1% of the state�s deposits, we
represent only a minor segment of the industry. To succeed in this industry, we believe that we must have the
capability to compete effectively in the areas of (1) interest rates paid or charged; (2) scope of services offered; and
(3) prices charged for such services. Our bank regions compete in their respective service areas against highly
competitive banks, thrifts, savings and loan associations, small loan companies, credit unions, mortgage companies,
insurance companies, and brokerage firms, all of which are engaged in providing financial products and services and
some of which are larger than us in terms of capital, resources and personnel.

Our business does not depend on any single customer or any few customers, and the loss of any one would not have a
materially adverse effect upon our business. Although we have a broad base of customers that are not related to us, our
customers also occasionally include our officers and directors, as well as other entities with which we are affiliated.
Through our bank regions we may make loans to our officers and directors, and entities with which we are affiliated,
in the ordinary course of business. We make these loans on substantially the same terms, including interest rates and
collateral, as those prevailing at the time for comparable transactions with other persons. Loans to our directors,
officers and their affiliates are also subject to numerous restrictions under federal and state banking laws, which we
describe in greater detail below, under the heading �Supervision and Regulation � Loans to Directors, Executive
Officers and Principal Shareholders.�

Employees

Including all of our subsidiaries, we employed approximately 1,350 full-time equivalent employees at December 31,
2018. Our management believes that our employee relations have been and will continue to be good.

Supervision and Regulation

Both federal and state laws extensively regulate bank holding companies, financial holding companies and banks.
These laws (and the regulations promulgated thereunder) are primarily intended to protect depositors and the deposit
insurance fund (the �DIF�) of the Federal Deposit Insurance Corporation, or the FDIC. The following information
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describes particular laws and regulatory provisions relating to financial holding companies and banks. This discussion
is qualified in its entirety by reference to the particular laws and regulatory provisions. A change in any of these laws
or regulations may have a material effect on our business and the business of our subsidiaries. Recent political
developments, including the change in administration of the United States federal government, have added additional
uncertainty in the implementation, scope and timing of regulatory reforms.
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Bank Holding Companies and Financial Holding Companies

Historically, the activities of bank holding companies were limited to the business of banking and activities closely
related or incidental to banking. Bank holding companies were generally prohibited from acquiring control of any
company that was not a bank and from engaging in any business other than the business of banking or managing and
controlling banks. The Gramm-Leach-Bliley Act, which took effect on March 12, 2000, dismantled many
Depression-era restrictions against affiliations between banking, securities and insurance firms by permitting bank
holding companies to engage in a broader range of financial activities, so long as certain safeguards are observed.
Specifically, bank holding companies may elect to become �financial holding companies� that may affiliate with
securities firms and insurance companies and engage in other activities that are financial in nature or incidental to a
financial activity. Thus, with the enactment of the Gramm-Leach-Bliley Act, banks, security firms and insurance
companies find it easier to acquire or affiliate with each other and cross-sell financial products. The
Gramm-Leach-Bliley Act permits a single financial services organization to offer a more complete array of financial
products and services than historically was permitted.

A financial holding company is essentially a bank holding company with significantly expanded powers. Under the
Gramm-Leach-Bliley Act, in addition to traditional lending activities, the following activities are among those that are
deemed �financial in nature� for financial holding companies: securities underwriting, dealing in or making a market in
securities, sponsoring mutual funds and investment companies, insurance underwriting and agency activities, activities
which the Federal Reserve Board determines to be closely related to banking, and certain merchant banking activities.

We elected to become a financial holding company in September 2001. As a financial holding company, we have very
broad discretion to affiliate with securities firms and insurance companies, provide merchant banking services, and
engage in other activities that the Federal Reserve Board has deemed financial in nature. In order to continue as a
financial holding company, we must continue to be well-capitalized, well-managed and maintain compliance with the
Community Reinvestment Act. Depending on the types of financial activities that we may elect to engage in, under
the Gramm-Leach-Bliley Act�s functional regulation principles, we may become subject to supervision by additional
government agencies. The election to be treated as a financial holding company increases our ability to offer financial
products and services that historically we were either unable to provide or were only able to provide on a limited
basis. As a result, we will face increased competition in the markets for any new financial products and services that
we may offer. Likewise, an increased amount of consolidation among banks and securities firms or banks and
insurance firms could result in a growing number of large financial institutions that could compete aggressively with
us.

Mergers and Acquisitions

We generally must obtain approval from the banking regulators before we can acquire other financial institutions. We
may not engage in certain acquisitions if we are undercapitalized. Furthermore, the BHCA provides that the Federal
Reserve Board cannot approve any acquisition, merger or consolidation that may substantially lessen competition in
the banking industry, create a monopoly in any section of the country, or be a restraint of trade. However, the Federal
Reserve Board may approve such a transaction if the convenience and needs of the community clearly outweigh any
anti-competitive effects. Specifically, the Federal Reserve Board would consider, among other factors, the expected
benefits to the public (greater convenience, increased competition, greater efficiency, etc.) against the risks of possible
adverse effects (undue concentration of resources, decreased or unfair competition, conflicts of interest, unsound
banking practices, etc.).

Under the BHCA, the Company must obtain the prior approval of the Federal Reserve Board, or acting under
delegated authority, the Federal Reserve Bank of Dallas before (1) acquiring direct or indirect ownership or control of
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any class of voting securities of any bank or bank holding company if, after the acquisition, the Company would
directly or indirectly own or control 5% or more of the class; (2) acquiring all or substantially all of the assets of
another bank or bank holding company; or (3) merging or consolidating with another bank holding company.

6

Edgar Filing: FIRST FINANCIAL BANKSHARES INC - Form 10-K

Table of Contents 17



Table of Contents

The Change in Bank Control Act of 1978, as amended, or the CIBCA, and the related regulations of the Federal
Reserve Board require any person or groups of persons acting in concert (except for companies required to make
application under the BHCA), to file a written notice with the Federal Reserve Board before the person or group
acquires control of the Company. The CIBCA defines �control� as the direct or indirect power to vote 25% or more of
any class of voting securities or to direct the management or policies of a bank holding company or an insured bank.
A rebuttable presumption of control arises under the CIBCA where a person or group controls 10% or more, but less
than 25%, of a class of the voting stock of a company or insured bank which is a reporting company under the
Securities Exchange Act of 1934, as amended, such as the Company, or such ownership interest is greater than the
ownership interest held by any other person or group.

Banks

Federal and state laws and regulations that govern banks have the effect of, among other things, regulating the scope
of business, investments, cash reserves, the purpose and nature of loans, the maximum interest rate chargeable on
loans, the amount of dividends declared, and required capitalization ratios.

Banks organized as national banking associations under the National Bank Act are subject to regulation and
examination by the Office of the Comptroller of the Currency, or OCC. Effective December 30, 2012, we
consolidated our then eleven bank charters into one, that being our Abilene charter. As a result, the OCC now
supervises, regulates and regularly examines the following subsidiaries:

� First Financial Bank, National Association, Abilene, Texas;

� First Financial Trust & Asset Management Company, National Association; and

� First Technology Services, Inc. (a wholly owned subsidiary of First Financial Bank, National Association)
The OCC�s supervision and regulation of banks is primarily intended to protect the interests of depositors. The
National Bank Act:

� requires each national banking association to maintain reserves against deposits;

� restricts the nature and amount of loans that may be made and the interest that may be charged; and

� restricts investments and other activities.
Deposit Insurance Coverage and Assessments

Our subsidiary bank is a member of the FDIC. Through the DIF, the FDIC provides deposit insurance protection that
covers all deposit accounts in FDIC-insured depository institutions up to applicable limits (currently, $250,000 per
depositor).    
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Our subsidiary bank must pay assessments to the FDIC under a risk-based assessment system for this federal deposit
insurance protection. FDIC-insured depository institutions that are members of the Bank Insurance Fund pay
insurance premiums at rates based on their risk classification. Institutions assigned to higher risk classifications (i.e.,
institutions that pose a greater risk of loss to the DIF) pay assessments at higher rates than institutions assigned to
lower risk classifications. An institution�s risk classification is assigned based on its capital levels and the level of
supervisory concern the institution poses to bank regulators. Through December 31, 2018, the assessment rate for our
subsidiary bank was at the lowest risk-based premium available, which was 3.00% of the assessment base per annum.
In addition, the FDIC can impose special assessments to cover shortages in the DIF and has imposed special
assessments in the past.

In October 2010, the FDIC adopted a new Restoration Plan for the DIF to ensure that the fund reserve ratio reaches
1.35% by September 30, 2020, as required by the Dodd-Frank Act. On April 26, 2016, the FDIC adopted a rule
amending pricing for deposit insurance for institutions with less than $10 billion in assets effective the quarter after
the fund reserve ratio reached 1.15%. As of June 30, 2016, the FDIC announced that the fund reserve ratio had
reached 1.15%. As a result, the Company�s assessment rate was decreased to the rate stated above. The Dodd-Frank
Act also eliminated the requirement that the FDIC pay dividends to insured depository institutions when the reserve
ratio exceeds certain thresholds. The Dodd-Frank Act required the FDIC to offset the effect of increasing the reserve
ratio on institutions with total consolidated assets of less than $10 billion, such as the Company.

7
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As required by the Dodd-Frank Act, the FDIC also revised the deposit insurance assessment system, effective April 1,
2011, to base assessments on the average total consolidated assets of insured depository institutions during the
assessment period, less the average tangible equity of the institution during the assessment period as opposed to solely
bank deposits at an institution. This base assessment change necessitated that the FDIC adjust the assessment rates to
ensure that the revenue collected under the new assessment system will approximately equal that under the existing
assessment system.

Under the Financial Institutions Reform, Recovery, and Enforcement Act of 1989, or FIRREA, an FDIC-insured
depository institution can be held liable for any losses incurred by the FDIC in connection with (1) the �default� of one
of its FDIC-insured subsidiaries or (2) any assistance provided by the FDIC to one of its FDIC-receivers, and �in
danger of default� is defined generally as the existence of certain conditions indicating that a default is likely to occur
in the absence of regulatory assistance.

The FDIC is also empowered to regulate interest rates paid by insured banks. Approval of the FDIC is also required
before an insured bank retires any part of its common or preferred stock, or any capital notes or debentures.

Payment of Dividends

We are a legal entity separate and distinct from our banking and other subsidiaries. We receive most of our revenue
from dividends paid to us by our bank and trust company subsidiaries. Described below are some of the laws and
regulations that apply when either we or our subsidiaries pay or paid dividends.

The Federal Reserve Board, the OCC and the FDIC have issued policy statements that recommend that bank holding
companies and insured banks should generally only pay dividends to the extent net income is sufficient to cover both
cash dividends and a rate of earnings retention consistent with capital needs, asset quality and overall financial
condition. Further, the Federal Reserve Board�s policy provides that bank holding companies should not maintain a
level of cash dividends that undermines the bank holding company�s ability to serve as a source of strength to its
banking subsidiaries. In addition, the Federal Reserve Board has indicated that each bank holding company should
carefully review its dividend policy, and has discouraged payment ratios that are at maximum allowable levels, which
is the maximum dividend amount that may be issued and allow the company to still maintain its target Tier 1 capital
ratio, unless both asset quality and capital are very strong.

To pay dividends, our subsidiaries must maintain adequate capital above regulatory guidelines. Under federal law, our
subsidiary bank cannot pay a dividend if, after paying the dividend, the bank would be �undercapitalized.� In addition, if
the FDIC believes that a bank under its jurisdiction is engaged in, or is about to engage in, an unsafe or unsound
practice (which, depending on the financial condition of the bank, could include the payment of dividends), the FDIC
may require, after notice and hearing, that such bank cease and desist from the unsafe practice. The FDIC and the
OCC have each indicated paying dividends that deplete a bank�s capital base to an inadequate level would be an unsafe
and unsound banking practice.

National banks are required by federal law to obtain the prior approval of the OCC in order to declare and pay
dividends if the total of all dividends declared in any calendar year would exceed the total of (1) such bank�s net profits
(as defined and interpreted by regulation) for that year plus (2) its retained net profits (as defined and interpreted by
regulation) for the preceding two calendar years, less any required transfers to surplus. In addition, these banks may
only pay dividends to the extent that retained net profits (including the portion transferred to surplus) exceed bad debts
(as defined by regulation).
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Our subsidiaries paid aggregate dividends to us of $74.10 million in 2018 and $30.08 million in 2017. Under the
dividend restrictions discussed above, as of December 31, 2018, our subsidiaries could have declared in the aggregate
additional dividends of approximately $233.96 million from retained net profits, without obtaining regulatory
approvals.
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Federal Income Tax

On December 22, 2017, the Tax Cuts and Jobs Act was signed into law with sweeping modifications to the Internal
Revenue Code. The primary change for the Company was to lower the corporate income tax rate to 21% from 35%.
The Company�s deferred tax assets and liabilities were re-measured based on the income tax rates at which they are
expected to reverse in the future, which is generally 21%. The provisional amount recorded related to the
re-measurement of the Company�s deferred tax balance was $7.65 million, a reduction of income tax expense for the
year ended December 31, 2017. In 2018, the Company continued to analyze certain aspects of the Tax Cuts and Jobs
Act resulting in refinement of the calculation and recorded an additional reduction in its deferred tax balance of
$664 thousand, a reduction of income tax expense for year ended December 31, 2018.

Affiliate Transactions

The Federal Reserve Act, the Federal Deposit Insurance Act (�FDIA�) and the rules adopted under these statutes restrict
the extent to which we can borrow or otherwise obtain credit from, or engage in certain other transactions with, our
subsidiaries. These laws regulate �covered transactions� between insured depository institutions and their subsidiaries,
on the one hand, and their nondepository affiliates, on the other hand. The Dodd-Frank Act expanded the definition of
affiliate to make any investment fund, including a mutual fund, for which a depository institution or its affiliates serve
as investment advisor an affiliate of the depository institution. �Covered transactions� include a loan or extension of
credit to a non-depository affiliate, a purchase of securities issued by such an affiliate, a purchase of assets from such
an affiliate (unless otherwise exempted by the Federal Reserve Board), an acceptance of securities issued by such an
affiliate as collateral for a loan, and an issuance of a guarantee, acceptance, or letter of credit for the benefit of such an
affiliate. The Dodd-Frank Act extended the limitations to derivative transactions, repurchase agreements and securities
lending and borrowing transactions that create credit exposure to an affiliate or an insider. The �covered transactions�
that an insured depository institution and its subsidiaries are permitted to engage in with their non-depository affiliates
are limited to the following amounts: (1) in the case of any one such affiliate, the aggregate amount of �covered
transactions� cannot exceed ten percent of the capital stock and the surplus of the insured depository institution; and
(2) in the case of all affiliates, the aggregate amount of �covered transactions� cannot exceed twenty percent of the
capital stock and surplus of the insured depository institution. In addition, extensions of credit that constitute �covered
transactions� must be collateralized in prescribed amounts. Further, a bank holding company and its subsidiaries are
prohibited from engaging in certain tie-in arrangements in connection with any extension of credit, lease or sale of
property or furnishing of services. Finally, when we and our subsidiaries conduct transactions internally among us, we
are required to do so at arm�s length.

Loans to Directors, Executive Officers and Principal Shareholders

The authority of our subsidiary bank to extend credit to our directors, executive officers and principal shareholders,
including their immediate family members, corporations and other entities that they control, is subject to substantial
restrictions and requirements under Sections 22(g) and 22(h) of the Federal Reserve Act and Regulation O
promulgated thereunder, as well as the Sarbanes-Oxley Act of 2002. These statutes and regulations impose specific
limits on the amount of loans our subsidiary bank may make to directors and other insiders, and specified approval
procedures must be followed in making loans that exceed certain amounts. In addition, all loans our subsidiary bank
makes to directors and other insiders must satisfy the following requirements:

� the loans must be made on substantially the same terms, including interest rates and collateral, as those
prevailing at the time for comparable transactions with persons not affiliated with us or our subsidiary bank;
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� the subsidiary bank must follow credit underwriting procedures at least as stringent as those applicable to
comparable transactions with persons who are not affiliated with us or our subsidiary bank; and

� the loans must not involve a greater than normal risk of non-payment or include other features not favorable
to our subsidiary bank.

Furthermore, our subsidiary bank must periodically report all loans made to directors and other insiders to the bank
regulators, and these loans are closely scrutinized by the regulators for compliance with Sections 22(g) and 22(h) of
the Federal Reserve Act and Regulation O. Each loan to directors or other insiders must be pre-approved by the bank�s
board of directors with the interested director abstaining from voting.
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Capital

We and our bank subsidiary are each required to comply with applicable capital adequacy standards established by the
Federal Reserve Board and the OCC, respectively. The current risk-based capital standards applicable to us and our
bank subsidiary, parts of which are currently in the process of being phased-in, are based on the December 2010 final
capital framework for strengthening international capital standards, known as Basel III, of the Basel Committee on
Banking Supervision (the �Basel Committee�).

In July 2013, the federal bank regulators approved final rules (the �Basel III Rules�) implementing the Basel III
framework as well as certain provisions of the Dodd-Frank Act. The Basel III Rules substantially revised the
risk-based capital requirements applicable to bank holding companies and their depository institution subsidiaries. The
Basel III Rules became effective for us and our subsidiary bank on January 1, 2015 (subject to a phase-in period for
certain provisions).

The Basel III Rules established three components of regulatory capital: (1) common equity tier 1 capital (�CET1�), (2)
additional tier 1 capital, and (3) tier 2 capital. Tier 1 capital is the sum of CET1 and additional tier 1 capital
instruments meeting certain revised requirements. Total capital is the sum of tier 1 capital and tier 2 capital. Under the
Basel III Rules, for most banking organizations, the most common form of additional tier 1 capital is non-cumulative
perpetual preferred stock and the most common form of tier 2 capital is subordinated notes and a portion of the
allocation for loan and lease losses, in each case, subject to the Basel III Rules� specific requirements. As of
December 31, 2018, we do not have any non-cumulative perpetual preferred stock or subordinated notes. CET1, tier 1
capital, and total capital serve as the numerators for three prescribed regulatory capital ratios. Risk-weighted assets,
calculated using the standardized approach in the Basel III Capital Rules for us and our subsidiary bank, provide the
denominator for such ratios. There is also a leverage ratio that compares tier 1 capital to average total assets.

Pursuant to the Basel III Rules, the effects of certain accumulated other comprehensive income or loss (�AOCI�) items
are not excluded; however, �non-advanced approaches banking organizations,� including us and our subsidiary bank,
could make a one-time permanent election to continue to exclude these items. The Company made its a one-time,
permanent election to continue to exclude AOCI from capital in its filing with the Federal Reserve Board for the
quarter ended March 31, 2015. If the Company would not have made this election, unrealized gains and losses would
have been included in the calculation of its regulatory capital. The Basel III Rules also preclude certain hybrid
securities, such as trust preferred securities issued prior to May 19, 2010, from inclusion in our Tier 1 capital, subject
to grandfathering in the case of companies, such as us, that had less than $15 billion in total consolidated assets as of
December 31, 2009.

Under the Basel III Rules, the minimum capital ratios effective as of January 1, 2015 are:

� 4.5% CET1 to risk-weighted assets;

� 6.0% Tier 1 capital to risk-weighted assets;

� 8.0% Total capital to risk-weighted assets; and
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� 4.0% Tier 1 capital to average consolidated assets as reported on consolidated financial statements
(known as the �leverage ratio�).

The Basel III Rules established a fully-phased �capital conservation buffer� of 2.5% above the new regulatory minimum
risk-based capital requirements. The conservation buffer, when added to the capital requirements, resulted in the
following minimum ratios: (i) a CET1 risk-based capital ratio of 7.0%, (ii) a Tier 1 risk-based capital ratio of 8.5%,
and (iii) a total risk-based capital ratio of 10.5%. The new capital conservation buffer requirement began being phased
in beginning in January 2016 at 0.625% of risk-weighted assets and increased by that amount each year until fully
implemented in January 2019. At December 31, 2018, the required capital conservation buffer was 1.875%. An
institution is subject to limitations on certain activities including payment of dividends, share repurchases and
discretionary bonuses to executive officers if its capital level is below the buffer amount.

The Basel III Rules prescribed a standardized approach for risk weightings that expanded the risk-weighting
categories from the general risk-based capital rules to a much larger and more risk-sensitive number of categories,
depending on the nature of the assets, generally ranging from 0% for U.S. government and agency securities, to 600%
for certain equity exposures, and resulting in higher risk weights for a variety of asset categories.
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With respect to our bank subsidiary, the Basel III Rules also revised the �prompt corrective action� regulations pursuant
to Section 38 of the Federal Deposit Insurance Act, as discussed below under �Prompt Corrective Action.�

As of December 31, 2018, we had a total risk-based capital ratio of 20.61%, a Tier 1 capital to risk-weighted asset
ratio of 19.47%, a common equity Tier 1 to risk-weighted assets ratio of 19.47% and a Tier 1 leverage ratio of
11.85%. These regulatory capital ratios were calculated under the Basel III rules.

In November 2018, the banking regulators issued a proposal for a depository institution with assets less than
$10 billion. The proposal would establish a Community Bank Leverage Ratio (CBLR) defined as total bank equity
capital, excluding accumulated other comprehensive income, deferred tax assets and other intangible assets, divided
by the average total consolidated assets. If the CBLR ratio is maintained at greater than nine percent, the depository
organization will be considered to be in compliance with the Basel III capital requirements and exempt from
calculating existing risk-based capital ratio requirements.

Prompt Corrective Action.

A banking organization�s capital plays an important role in connection with regulatory enforcement as well. Federal
law provides the federal banking regulators with broad power to take prompt corrective action to resolve the problems
of undercapitalized institutions. The extent of the regulators� powers depends on whether the institution in question is
�adequately capitalized,� �undercapitalized,� �significantly undercapitalized� or �critically undercapitalized,� in each case as
defined by regulation. Depending upon the capital category to which an institution is assigned, the regulators�
corrective powers include: (i) requiring the institution to submit a capital restoration plan; (ii) limiting the institution�s
asset growth and restricting its activities; (iii) requiring the institution to issue additional capital stock (including
additional voting stock) or to be acquired; (iv) restricting transactions between the institution and its affiliates;
(v) restricting the interest rate that the institution may pay on deposits; (vi) ordering a new election of directors of the
institution; (vii) requiring that senior executive officers or directors be dismissed; (viii) prohibiting the institution from
accepting deposits from correspondent banks; (ix) requiring the institution to divest certain subsidiaries;
(x) prohibiting the payment of principal or interest on subordinated debt; and (xi) ultimately, appointing a receiver for
the institution.

Under current regulations, our subsidiary bank was �well capitalized� as of December 31, 2018.

Our Support of Our Subsidiaries

Under Federal Reserve Board policy, we are expected to commit resources to act as a source of strength to support
each of our subsidiaries. The Dodd-Frank Act codified this policy as a statutory requirement. This support may be
required at times when, absent such Federal Reserve Board policy, we would not otherwise be required to provide it.
In addition, any loans we make to our subsidiaries would be subordinate in right of payment to deposits and to other
indebtedness of our subsidiaries. In the event of a bank holding company�s bankruptcy, any commitment by the bank
holding company to a federal bank regulatory agency to maintain the capital of a subsidiary bank will be assumed by
the bankruptcy trustee and be subject to a priority of payment.

Under the Federal Deposit Insurance Act, in the event of a loss suffered or anticipated by the FDIC (either as a result
of the default of a banking subsidiary or related to FDIC assistance provided to a subsidiary in danger of default) our
other subsidiaries may be assessed for the FDIC�s loss.

Safe and Sound Banking Practices.
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Bank holding companies are not permitted to engage in unsafe and unsound banking practices. The Federal Reserve
Board�s Regulation Y, for example, generally requires a holding company to give the Federal Reserve Board prior
notice of any redemption or repurchase of its own equity securities, if the consideration to be paid, together with the
consideration paid for any repurchases or redemptions in the preceding year, is equal to 10% or more of the bank
holding company�s consolidated net worth. The Federal Reserve Board may oppose the transaction if it believes that
the transaction would constitute an unsafe or unsound practice or would violate any law or regulation. Depending
upon the circumstances, the Federal Reserve Board could take the position that paying a dividend would constitute an
unsafe or unsound banking practice.
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The Federal Reserve Board has broad authority to prohibit activities of bank holding companies and their nonbanking
subsidiaries which represent unsafe and unsound banking practices or which constitute violations of laws or
regulations, and can assess civil money penalties for certain activities conducted on a knowing and reckless basis, if
those activities caused a substantial loss to a depository institution. The penalties can be as high as $1.0 million for
each day the activity continues.

Interstate Banking and Branching

Effective June 1, 1997, the Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994 amended the Federal
Deposit Insurance Act and certain other statutes to permit state and national banks with different home states to merge
across state lines, with approval of the appropriate federal banking agency, unless the home state of a participating
bank had passed legislation prior to May 31, 1997 expressly prohibiting interstate mergers. Under the Riegle-Neal Act
amendments, once a state or national bank has established branches in a state, that bank may establish and acquire
additional branches at any location in the state at which any bank involved in the interstate merger transaction could
have established or acquired branches under applicable federal or state law. If a state opted out of interstate branching
within the specified time period, no bank in any other state may establish a branch in the state which has opted out,
whether through an acquisition or de novo.

However, under the Dodd-Frank Act, the national branching requirements have been relaxed and national banks and
state banks are able to establish branches in any state if that state would permit the establishment of the branch by a
state bank chartered in that state.

The Federal Deposit Insurance Act, or FDIA, requires that the FDIC review (1) any merger or consolidation by or
with an insured bank, or (2) any establishment of branches by an insured bank. Additionally, the Texas Department of
Banking accepts applications for interstate merger and branching transactions, subject to certain limitations on ages of
the banks to be acquired and the total amount of deposits within the state a bank or financial holding company may
control. Since our primary service area is Texas, we do not expect that the ability to operate in other states will have
any material impact on our growth strategy. We may, however, face increased competition from out-of-state banks
that branch or make acquisitions in our primary markets in Texas.

Community Reinvestment Act of 1977

The Community Reinvestment Act of 1977, or CRA, subjects a bank to regulatory assessment to determine if the
institution meets the credit needs of its entire community, including low- and moderate-income neighborhoods served
by the bank, and to take that determination into account in its evaluation of any application made by such bank for,
among other things, approval of the acquisition or establishment of a branch or other depository facility, an office
relocation, a me

Edgar Filing: FIRST FINANCIAL BANKSHARES INC - Form 10-K

Table of Contents 28


