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SIGNATURES
PATHFINDER BANCORP, INC.
CONSOLIDATED STATEMENTS OF CONDITION
SEPTEMBER 30, 2004 (UNAUDITED) AND DECEMBER 31,
ASSETS

2003

(Dollars in thousands except per share data)

Cash and due from banks.
Interest earning deposits.

Total cash and cash equivalents.
Investment securities, at fair value
Federal Home Loan Bank stock, at cost.
Mortgage loans held-for-sale
Loans. e e e e e e e

Less: Allowance for loan losses

Loans receivable,

Premises and equipment, net.
Accrued interest receivable.
Foreclosed real estate
Goodwill ..
Intangible asset, net.

Bank owned life insurance.
Other assets

Total assets.
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LIABILITIES AND SHAREHOLDERS' EQUITY

Deposits:
Interest-bearing . . . . . . . . . . . 0 0 0 e e e e e e e e e e e e e e e e e e e .S
Noninterest-bearing.
Total deposits.
Short-term borrowings.
Long-term borrowings .
Junior subordinated debentures . . . e e e e e
Company obligated mandatorily redeemable preferred securities of sub31d1ary, Pathfinder
Statutory Trust I, holding solely junior subordinated debentures of the Company
Other liabilities.

Total liabilities

Shareholders' equity:
Preferred stock, authorized shares 1,000,000; no shares issued or outstanding
Common stock, par value $.01; authorized 10,000,000 shares;
2,935,419 and 2,919,386 shares issued; and 2,448,132 and 2,432,099
shares outstanding, respectively
Additional paid in capital.
Retained earnings e e e e
Accumulated other comprehen31ve (loss) income
Unearned ESOP shares. e e e e
Treasury Stock, at cost; 487,287 shares

Total shareholders' equity.

Total liabilities and shareholders' equity. . . . . . . . . . . . . « « « « « < < . S

The accompanying notes are an integral part of the consolidated financial
statements.
_1_

PATHFINDER BANCORP, INC.
CONSOLIDATED STATEMENTS OF INCOME

(UNAUDITED)
For the three For the th
months ended months end
September 30, 2004 September 30,

(Dollars in thousands, except per share data)

INTEREST INCOME :

=5 o = 1 2,898 S

Debt securities:

Taxable . . . . . . o oo oo e e e e e e e e e e e e e e 580

Tax—exempt. . . . . . . . . .o o e e e e e e e e e e e e e 63

Dividends. . . . . . . . o . o0 0w e e e e e e e e e e 36

Other. . . . . . o o . L 0L L e e e e e e e e e e e 18



Edgar Filing: PATHFINDER BANCORP INC - Form 10-Q

Total interest income. 3,595
INTEREST EXPENSE:
Interest on deposits. .. 920
Interest on short-term borrowings 1
Interest on long-term borrowings. 471
Total interest expense 1,392
Net interest income 2,203
Provision for loan losses 112
Net interest income after provision for loan losses 2,001
OTHER INCOME:
Service charges on deposit accounts 251
Loan servicing fees . . . . . . . . . . . . 66
Increase in value of bank owned life insurance. 48
Net gain on sales of securities . 85
Net gain on sales of loans/real estate. 128
Other charges, commissions & fees 137
Total other income. 715
OTHER EXPENSES:
Salaries and employee benefits. 1,201
Building occupancy. 255
Data processing expenses. . 249
Professional and other services 165
Amortization of intangible asset. 55
Other expenses. 395
Total other expenses. 2,320
Income before income taxes. 486
Provision for income taxes. 126
NET INCOME. S 360 S
NET INCOME PER SHARE - BASIC $ 0.15 $
NET INCOME PER SHARE - DILUTED S 0.15 $
DIVIDENDS PER SHARE. $ 0.10 $

The accompanying notes

statements.

are an integral part

PATHFINDER BANCORP,

of the consolidated financial

INC.

CONSOLIDATED STATEMENTS OF INCOME
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(UNAUDITED)
For the three For the th
months ended months end
September 30, 2004 September 30,
(Dollars in thousands, except per share data)
INTEREST INCOME :
=5 o = 8,869 S
Debt securities:
Taxable . . . . . . . .0 0o e e e e e e e e e e e e e e e 1,637
Tax—exempt. . . . . . . o . .o o e e e e e e e e e e e e e 170
Dividends. . . . . . . . o . o 00w e e e e e e e e e 107
Other. . . . .« « o o o o oo o e e e e e e e e e e e 55
Total interest income. . . . . . . . . . . . . . < . . 10,838
INTEREST EXPENSE:
Interest on deposits. . . . . . . . . . . o . . oo . .. 2,687
Interest on short-term borrowings . . . . . . . . . . . . . 17
Interest on long-term borrowings. . . . . . . . . . . . . . 1,441
Total interest expense 4,145
Net interest income . . . . . . . . . . . . . . . . 6,693
Provision for loan losses . . . . . . . . . < o . o o ... 407
Net interest income after provision for loan losses 6,286
OTHER INCOME:
Service charges on deposit accounts . . . . . . . . . . . . 713
Loan servicing fees . . . . C e e e e e e e 184
Increase in value of bank owned llfe insurance. . . . . . . 144
Net gain on sales of securities . . . . c e e 569
Net gain on sales of loans and foreclosed real estate . . . 249
Other charges, commissions & fees . . . . . . . . . . . . . 386
Total other income 2,245
OTHER EXPENSES:
Salaries and employee benefits. . . . . . . . . . . . . . . 3,584
Building oCCUPANCY. . .« .« « « « o e e e e e e e e e 789
Data processing exXpenses. . . . .« .« « v e e e e e e e 703
Professional and other services . . . . . . . . . . . . . . 493
Amortization of intangible asset. . . . . . . . . . . . . . 167
Other expenses. . . . . . .« « o o o e 0w e e e ey e 1,161
Total other expenses 6,897
Income before income taxes. . . . . . . . . . . . . . . . .. 1,634
Provision for income taxes. . . . . . . . . . . . . . . . . . 429
NET INCOME. $ 1,205 S
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NET INCOME PER SHARE - BASIC . . . . . . . . . .« . .« . . $ 0.50 $
NET INCOME PER SHARE - DILUTED . . . . . . . . . . . . . $ 0.49 s
DIVIDENDS PER SHARE. . . . . . . . . . . . . . « .« . . . $ 0.30 s

The accompanying notes are an integral part of the consolidated financial
statements.
_3_

PATHFINDER BANCORP, INC.
STATEMENT OF CHANGES IN SHAREHOLDERS' EQUITY
NINE MONTHS ENDED SEPTEMBER 30, 2004

(unaudited)
Accumulated
Additional Other Com-—
Paid in Retained prehensive
Shares Amount Capital Earnings Income (Los
(Dollars in thousands, except per share data)
BALANCE, DECEMBER 31, 2003. . . . . . . 2,919 $29 $7,225 $20,747 S 364
Comprehensive income
Net income. . . . . . . . . . . . . . . 1,205
Other comprehensive income, net of tax
Unrealized net losses on securities . . (681)
Total Comprehensive income
ESOP shares earned. . . . . . . Coe e 65
Stock option exercised. . . . . .. 16 0 125
Dividends declared ($.3025 per share) . (580)
BALANCE, SEPTEMBER 30, 2004 . . . . . . 2,935 $29 $7,415 $21,372 $(317)
Unearned
ESOP Treasury
Shares Stock Total
BALANCE, DECEMBER 31, 2003. . . . . . . S (78) $(6,502) $21,785
Comprehensive income
Net income. . . . . . . . . . . . . . . 1,205
Other comprehensive income, net of tax
Unrealized net losses on securities . . (681)
Total Comprehensive income 524
ESOP shares earned. . . . . . . . . . . 34 99
Stock option exercised. . . . . .. 125
Dividends declared ($.3025 per share) . (580)
BALANCE, SEPTEMBER 30, 2004 . . . . . . S (44) $(6,502) $21,953
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PATHFINDER BANCORP, INC.
STATEMENT OF CHANGES IN SHAREHOLDERS' EQUITY
NINE MONTHS ENDED SEPTEMBER 30, 2003

(unaudited)
Accumulated
Additional Other Com-—
Paid in Retained prehensive
Shares Amount Capital Earnings Income (Los
(Dollars in thousands, except per share data)
BALANCE, DECEMBER 31, 2002. . . . . . . 2,915 $29 $7,114 $19, 746 $ 281
Comprehensive income
Net income. . . . . . . . . . . . . . . 1,342
Other comprehensive income (loss) net of tax
Unrealized net losses on securities (95)
Total Comprehensive income
ESOP shares earned. . . . . . . Ce e 53
Stock option exercised. . . . . . . . . 4 0 27
Treasury stock purchased
Dividends declared ($.30 per share) . (567)
BALANCE, SEPTEMBER 30, 2003 .. . . . 2,919 $29 $7,194 $20,521 $ 186
Unearned
ESOP Treasury
Shares Stock Total
BALANCE, DECEMBER 31, 2002. . . . . . . S (124) $(3,815) $23,231
Comprehensive income
Net income. . . . . . . . . . . . . . . 1,342
Other comprehensive income, net of tax
Unrealized net losses on securities . . (95)
Total Comprehensive income 1,247
ESOP shares earned. . . . . . . . . . . 35 88
Stock option exercised. . . . . . . . . 27
Treasury stock purchased (2,652) (2,652)
Dividends declared ($.30 per share) . (567)
BALANCE, SEPTEMBER 30, 2003 . . . . . . $ (89) $(6,467) $21,374

The accompanying notes are an integral part of the consolidated financial
statements.
_4_
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PATHFINDER BANCORP, INC.
STATEMENTS OF CASH FLOWS

(Unaudited)
September 30, September 30,
2004 2003
(Dollars in thousands)
OPERATING ACTIVITIES:
Net income . . . . . . . . . . . . . o e e e oo .. S 1,205 $ 1,342
Adjustments to reconcile net income to net cash
provided by operating activities:
Provision for loan losses. . . . . . . . . . Coe e 407 492
ESOP and other stock-based compensation earned Coe e 99 88
Deferred income tax expense. . . . . . . « .« < .« .« < . 60 182
Proceeds from sale of loans. . . e e e e e e e 10,885 14,846
Originations of loans held-for- sale e e e e e e (8,430) (15,236)
Net gain on sales of:
Real estate loans through foreclosure. . . . . . . . (79) (145)
Loans. . . . e e e e e e e e e e e e e e e (170) (187)
Available- for sale investment securities . . . . . . (569) (523)
Depreciation . . . . . . . . . . L. . . ..o 0 e ... 434 393
Amortization of intangible . . . . . . . . . . . . . . 167 167
Amortization of deferred financing costs . . . . . . . 23 23
Amortization of mortgage servicing rights. . . . . . . 32 (57)
Increase in value of bank owned life insurance . . . . (144) (142)
Net amortization of premiums on investment securities. 256 180
Increase in interest receivable. . . . e e e (232) (59)
Net change in other assets and llabllltles e e e (853) 963
NET CASH PROVIDED BY OPERATING ACTIVITIES 3,091 2,327
INVESTING ACTIVITIES
Purchase of investment securities available-for-sale . (31,459) (23,188)
Proceeds from maturities and principal reductions of
investment securities available-for-sale . . . . . . 7,134 17,172
Proceeds from sales:
Real estate acquired through foreclosure . . . . . . 352 1,718
Available-for-sale investment securities . . . . . . 6,353 6,024
Purchase of bank owned life insurance. . . . . . . . . (1,100) -
Net decrease (increase) in loans . . . . . . . . . . . 376 (14,565)
Purchase of premises and equipment . . . . . . . . . . (980) (1,220)
NET CASH USED IN INVESTING ACTIVITIES (19,324) (14,059)
FINANCING ACTIVITIES
Net increase in demand deposits, NOW accounts
savings accounts, money market deposit accounts
and escrow deposits. . . . . . . . . . . . . ... 30,498 10,862
Net decrease in time deposits. . . . e e e e e (661) (3,290)
Net (decrease) increase from short-term borrowings . . (2,100) 4,500
Payments on long-term borrowings . . . . . . . . . . . (4,500) (8,000)
Proceeds from long-term borrowings . . . . . . . . . . 1,000 5,700
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Proceeds from exercise of stock options. . . . . . . . 125 27
Cash dividends paid. . . . . . . . . . . o . . . . . . (414) (5606)
Treasury stock purchased . . . . . . . . . . . . . . . - (2,652)
NET CASH PROVIDED BY FINANCING ACTIVITIES. 23,948 6,581
INCREASE (DECREASE) IN CASH AND CASH EQUIVALENTS . . . 7,715 (5,151)
Cash and cash equivalents at beginning of period. . . . 8,714 13,740
CASH AND CASH EQUIVALENTS AT END OF PERIOD S 16,429 S 8,589

The accompanying notes are an integral part of the consolidated financial
statements
_5_

PATHFINDER BANCORP, INC.
Notes to Financial Statements
(1) BASIS OF PRESENTATION

The accompanying unaudited financial statements were prepared in accordance
with the instructions for Form 10-Q and Regulation S-X and, therefore, do
not include information for footnotes necessary for a complete presentation
of financial position, results of operations, and cash flows in conformity
with generally accepted accounting principles. The following material under
the heading "Management's Discussion and Analysis of Financial Condition
and Results of Operations" is written with the presumption that the users
of the interim financial statements have read, or have access to, the
Company's latest audited financial statements and notes thereto, together
with Management's Discussion and Analysis of Financial Condition and
Results of Operations as of December 31, 2003 and for the three year period
then ended. Therefore, only material changes in financial condition and
results of operations are discussed in the remainder of Part 1.

Operating results for the three and nine months ended September 30, 2004
are not necessarily indicative of the results that may be expected for the
year ending December 31, 2004.

(2) EARNINGS PER SHARE

Basic earnings per share has been computed by dividing net income by the
weighted average number of common shares outstanding throughout the three
and nine months ended September 30, 2004 and 2003, using 2,438,796 and
2,415,681 weighted average common shares outstanding for the three months
ended, and 2,433,264 and 2,426,206 for the nine months ended, respectively.
Diluted earnings per share for the three and nine months ended September
30, 2004 and 2003 have been computed using 2,478,377 and 2,464,041 for the
three months ended and 2,477,521 and 2,472,789 for the nine months ended,
respectively. Diluted earnings per share gives effect to weighted average
shares that would Dbe outstanding assuming the exercise of issued stock
options using the treasury stock method.

(3) STOCK-BASED COMPENSATION

The Company's stock-based compensation plan is accounted for based on the
intrinsic value method set forth 1in Accounting Principles Board (APB)
Opinion No. 25, "Accounting for Stock Issued to Employees", and related
provisions. Compensation expense for employee stock options is generally
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not recognized if the exercise price of the option equals or exceeds the
fair wvalue of the stock on the date of the grant. Compensation expense for
restricted share awards 1is ratably recognized over the period of vesting,
usually the restricted period, based on the fair value of the stock on the
grant date.

As of December 31, 2003, the stock options previously issued by the Company
were fully vested. As such, there was no effect on pro forma net income for
2004. The following table illustrates the effect on net income and earnings
per share for the three and nine month periods ended September 30, 2003, as
if the Black-Scholes fair value method described in SFAS No. 123,
"Accounting for Stock-Based Compensation", as amended, had been applied to
the Company's stock-based compensation plan:
_6_

For the three For the

nine

Months ended months ended
September 30, 2003 September 30, 2003

(In thousands, except per share data)
Net Income:

As reported. . . . . . . . . . ... oL S 333 $ 1,342
Less: Total stock-based employee compensation
expense determined under Black-Scholes option
pricing model, net of tax effect . . . . . . . 7 21
Pro forma net income . . . . . . . . . « . . . S 326 $ 1,321
Earnings per share: Basic Diluted Basic Diluted
As reported . . .. $0.14 s 0.14 $ 0.55 $ 0.54
Pro forma . .. . . $0.13 s 0.13 $ 0.54 S 0.53
For purposes of pro forma disclosures, the estimated fair value of the
options is amortized to expense over the options vesting period. Since
changes 1in the subjective input assumptions can materially affect the fair
value estimates, the existing model, 1in management's opinion does not
necessarily provide a single reliable measure of the fair value of its
stock options. In addition, the pro forma effect on reported net income and
earnings per share for the periods presented should not be considered
representative of the pro forma effects on reported net income and earnings
per share for future periods.
(4) PENSION BENEFITS
The composition of net periodic benefit plan cost for the three and nine
months ended September 30, 1is as follows:
For the three For the nine

10



Edgar Filing: PATHFINDER BANCORP INC - Form 10-Q

months ended months ended

September 30, September 30,

2004 2003 2004 2003
(In thousands)
Service cost. . . . . . . . . . $ 36 S 38 S 122 $ 114
Interest cost . . . . . . . . . 52 50 156 150
Expected return on plan assets. (63) (57) (189) (171)
Amortization of net losses. . . 23 27 71 79
Net periodic benefit cost S 48 $ 58 $ 160 $ 172

The Company previously disclosed in its financial statements for the year
ended December 31, 2003, that it expected to contribute $250,000 to its
pension plan in 2004. As of September 30, 2004, $278,000 had been
contributed to this pension plan. No additional contributions will be made
in 2004.

(5) DIVIDEND RESTRICTIONS
The Company maintains a restricted capital account with a $1.0 million
balance, representing Pathfinder Bancorp, M.H.C.'s portion of dividends
waived as of September 30, 2004.

(6) COMPREHENSIVE INCOME
The components of other comprehensive (loss) income and related tax effects

for the three and nine month period ended September 30, 2004 and 2003 are
as follows:

_7_
For the three For the nine
Months ended months ended
September 30, September 30,
2004 2003 2004 2003
(In thousands)
Gross change in unrealized gains on
securities available for sale. . . . $1,316 $(682) $ (567) $ 365
Reclassification adjustment for gains
included in net income . . . . . . . (85) (2) (569) (523)
1,231 (684) (1,1306) (158)
Tax effect (492) 277 455 63
Net of tax amount. $ 739 $(407) $ (681) S (95)

(7) GUARANTEES

The Company does not 1ssue any guarantees that would require liability
recognition or disclosure, other than its standby letters of credit.
Standby letters of credit written are conditional commitments issued by the
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Company to guarantee the performance of a customer to a third party.
Generally, all letters of credit, when issued have expiration dates within
one year. The credit risk involved 1in issuing letters of credit is
essentially the same as those that are involved 1in extending loan
facilities to customers. The Company, generally, holds collateral and/or
personal guarantees supporting these commitments. The Company had $1.1
million of standby letters of credit as of September 30, 2004. Management
believes that the proceeds obtained through a liquidation of collateral and
the enforcement of guarantees would be sufficient to cover the potential
amount of future payment required under the corresponding guarantees. The
current amount of the 1liability as of September 30, 2004 for guarantees
under standby letters of credit issued is not material.

NEW ACCOUNTING PRONOUNCEMENTS

In January 2003, the Financial Accounting Standards Board issued FASB

Interpretation No. 46, "Consolidation of Variable Interest Entities, an
Interpretation of ARB No. 51" which was revised in December 2003. This
Interpretation provides guidance for the consolidation of variable interest
entities (VIEs). Pathfinder Statutory Trust I qualifies as a variable

interest entity wunder FIN 46. Pathfinder Statutory Trust I issued
mandatorily redeemable preferred securities (Trust Preferred Securities) to
third-party investors and loaned the proceeds to the Company. Pathfinder
Statutory Trust I holds, as it sole asset, subordinated debentures issued
by the Company.

FIN 46 required the Company to deconsolidate Pathfinder Statutory Trust I
from the consolidated financial statements as of March 31, 2004. There has
been no restatement of prior periods. The impact of this deconsolidation
was to increase Jjunior subordinated debentures by $5,155,000 and reduce the
mandatory redeemable preferred securities line item by $5,000,000, which
represented the trust preferred securities of the trust. The Company's
equity interest 1in the trust subsidiary of $155,000, which had previously
been eliminated in consolidation, is now reported in "Other assets". For
regulatory reporting purposes, the Federal Reserve Board has indicated that
the preferred securities will continue to qualify as Tier 1 Capital subject
to previously specified limitations, until further notice. If regulators
make a determination that Trust Preferred Securities can no longer be
considered in regulatory capital, the securities become callable and the
Company may redeem them. The adoption of FIN 46 did not have an impact on
the Company's results of operations or liquidity.

—8—

In March 2004, the Emerging Issues Task Force (EITF) reached consensus on

Issue 03-01, "The Meaning of Other-Than-Temporary Impairment and Its
Application to Certain Investments." EITF No. 03-01 includes new guidance
for evaluating and recording impairment losses on debt and equity
investments, as well as new disclosure requirements for investments that

are deemed to be temporarily impaired. The accounting guidance of EITF No.
03-01 is effective for fiscal years beginning after June 15, 2004, while
the disclosure requirements are effective for fiscal years ending after
June 15, 2004. The Company has not yet determined the impact that adoption
will have on its financial position or results of operations as the impact
is heavily dependent on the interest rate environment at the date of
adoption and pending implementation guidance from the Financial Accounting
Standards Board.

—-9—

ITEM 2 - MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS

OF

OPERATIONS

12
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GENERAL

Throughout the Management's Discussion and Analysis ("MD&A") the term, "the
Company", refers to the consolidated entity of Pathfinder Bancorp, Inc.
Pathfinder Bank and Pathfinder Statutory Trust I are wholly owned subsidiaries
of Pathfinder Bancorp, Inc. Pathfinder Commercial Bank, Pathfinder REIT, Inc.
and Whispering Oaks Development Corp. represent wholly owned subsidiaries of
Pathfinder Bank. Pathfinder Statutory Trust I 1is not included in the
consolidated financial statements for the period ended September 30, 2004. At
September 30, 2004, Pathfinder Bancorp, M.H.C., the Company's mutual holding
company parent, whose activities are not included in the M.D.& A held 64.7% of
the Company's common stock and the public held 35.3%.

The following discussion reviews the Company's financial condition at September
30, 2004 and the results of operations for the three and nine months ended

September 30, 2004 and September 30, 2003.

This Quarterly Report contains certain "forward-looking statements" within the

meaning of the Private Securities Litigation Reform Act of 1995. Such
statements are subject to certain risks and uncertainties, including, among
other things, changes 1in economic conditions in the Company's market area,

changes 1in policies by regulatory agencies, fluctuations in interest rates,
demand for loans in the Company's market areas and competition, that could cause
actual results to differ materially from historical earnings and those presently
anticipated or projected. The Company wishes to caution readers not to place
undue reliance on any such forward-looking statements, which speak only as of
the date made. The Company wishes to advise readers that the factors listed
above could affect the Company's financial performance and could cause the
Company's actual results for future periods to differ materially from any
opinions or statements expressed with respect to future periods in any current
statements.

The Company does not undertake, and specifically declines any obligation, to
publicly release the result of any revisions that may be made to any
forward-looking statements to reflect events or circumstances after the date of
such statements or to reflect the occurrence of anticipated or unanticipated
events.

The Company's net income 1s primarily dependent on its net interest income,
which 1is the difference between interest income earned on its investments in
mortgage loans, investment securities and other loans, and its cost of funds
consisting of interest paid on deposits and borrowed funds. The Company's net
income 1s also affected by its provision for loan losses, as well as by the
amount of noninterest income, including income from fees and service charges,
net gains and losses on sales of securities, loans and foreclosed real estate,
and non interest expense such as employee compensation and benefits, occupancy
and equipment costs, data processing and income taxes. Earnings of the Company
also are affected significantly by general economic and competitive conditions,
particularly changes 1in market interest rates, government policies and actions
of regulatory authorities, which events are beyond the control of the Company.
In particular, the general level of market rates tends to be highly cyclical.

-10-
APPLICATION OF CRITICAL ACCOUNTING POLICIES

The Company's consolidated financial statements are prepared in accordance with
accounting principles generally accepted 1in the United States and follow
practices within the banking industry. Application of these principles requires
management to make estimates, assumptions and judgments that affect the amounts
reported in the financial statements and accompanying notes. These estimates,

13
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assumptions and judgments are based on information available as of the date of

the financial statements; accordingly, as this information changes, the
financial statements could reflect different estimates, assumptions and

judgments. Certain policies inherently have a greater reliance on the use of
estimates, assumptions and judgments and as such have a greater possibility of
producing results that could be materially different than originally reported.
Estimates, assumptions and judgments are necessary when assets and liabilities
are required to be recorded at fair value or when an asset or liability needs to
be recorded contingent upon a future event. Carrying assets and liabilities at

fair wvalue inherently results in more financial statement volatility. The fair
values and information used to record valuation adjustments for certain assets
and liabilities are based on quoted market prices or are provided by other
third-party sources, when available. When third party information is not
available, wvaluation adjustments are estimated in good faith by management.

The most significant accounting policies followed by the Company are presented
in Note 1 to the consolidated financial statements included in the 2003 Annual

Report on Form 10-K ("the Consolidated Financial Statements"). These policies,
along with the disclosures presented in the other financial statement notes and
in this discussion, provide information on how significant assets and

liabilities are wvalued 1in the financial statements and how those values are
determined. Based on the valuation techniques used and the sensitivity of
financial statement amounts to the methods, assumptions and estimates underlying
those amounts, management has identified the determination of the allowance for
loan losses to Dbe the accounting area that requires the most subjective and
complex judgments, and as such could be the most subject to revision as new
information becomes available.

The allowance for loan losses represents management's estimate of probable loan
losses inherent 1in the loan portfolio. Determining the amount of the allowance
for loan losses is considered a critical accounting estimate because it requires
significant Jjudgment and the use of estimates related to the amount and timing
of expected future cash flows on impaired loans, estimated losses on pools of
homogeneous loans based on historical loss experience, and consideration of
current economic trends and conditions, all of which may be susceptible to
significant change. The 1loan portfolio also represents the largest asset type
on the consolidated balance sheet. ©Note 1 to the Consolidated Financial
Statements describes the methodology used to determine the allowance for loan
losses, and a discussion of the factors driving changes in the amount of the
allowance for loan losses 1is included in this report.

The Company carries all of its investments at fair value with any unrealized
gains or losses reported net of tax as an adjustment to shareholders' equity.
Based on management's assessment, at September 30, 2004, the Company did not
hold any security that had a fair value decline that is currently expected to be
other than temporary. Consequently, any declines in a specific security's fair
value below amortized cost have not been provided for in the income statement.
The Company's ability to fully realize the value of its investment in various

securities, 1including corporate debt securities, 1is dependent on the underlying
creditworthiness of the 1issuing organization.
_11_

RESULTS OF OPERATIONS

Net income for the third quarter of 2004 was $360,000 as compared to net income
of $333,000 for the same quarter in 2003. Basic earnings per share was $0.15
and $0.14 per share for the quarters ended September 30, 2004 and 2003,
respectively. The return on average assets and return on shareholders' equity
were 0.48% and 6.62%, respectively, for the three months ended September 30,
2004, compared with 0.47% and 6.29%, respectively, for the three months ended
September 30, 2003. During the third quarter of 2004 when compared to the third
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quarter of 2003, other income increased $114,000 and provision for loan losses
decreased $14,000, partially offset by a decrease in net interest income of
$46,000 and an increase 1in other expenses of $46,000.

For the nine months ended September 30, 2004, net income was $1.2 million, a
decrease of $137,000, or 10%, as compared to net income of $1.3 million in 2003.
The decrease 1in net income was primarily a result of a decline in net interest
income of $302,000, partially offset by declines in provisions for loan losses
and income taxes. Basic earnings per share decreased to $0.50 per share for the
nine months ended September 30, 2004 from $0.55 for the same period in 2003.
The return on average assets and return on shareholders' equity were 0.54% and
7.40%, respectively for the nine months ended September 30, 2004, compared with
0.63% and 8.47% for the same period in 2003.

NET INTEREST INCOME

Net interest income 1s the Company's primary source of operating income for
payment of operating expenses and providing for loan losses. It is the amount
by which interest earned on interest-earning deposits, loans and investment
securities, exceeds the interest paid on deposits and other interest-bearing
liabilities. Changes 1in net interest income and net interest margin ratio
result from the interaction between the volume and composition of earning
assets, 1interest-bearing liabilities, related vyields and associated funding
costs.

Net interest income, on a tax-equivalent basis, decreased slightly to $2.2
million for the three months ended September 30, 2004, as compared to $2.3
million during the same period of 2003. The Company's net interest margin ratio
for the third quarter of 2004 decreased to 3.28% from 3.63% when compared to the
same quarter in 2003. Management expects continued margin compression to
challenge earnings growth over the near term. The decline in net interest income
is attributable to lower market interest rates which decreased earning asset
yields to 5.33% from 5.91% when compared to the same period during 2003.
Average interest-earning assets increased 8% to $271.6 million at September
30, 2004 as compared to $250.5 million at September 30, 2003. The increase
in average earning assets 1is primarily attributable to a $22.3 million
increase in investment securities and a $4.9 million increase in
interest-earning deposits, offset by a $6.1 million decrease in loans
receivable. Average interest-bearing liabilities increased $17.5 million,
while the <cost of funds decreased 22 basis points to 2.16% from 2.38% for the

same period in 2003. The increase 1in the average Dbalance of
interest-bearing liabilities resulted primarily from a $25.6 million growth in
average deposits, offset by a $8.1 million decrease in borrowed funds. The

growth in deposits was primarily in NOW accounts and money management accounts
and resulted from the Company's focus on attracting new municipal deposit
customers.

For the nine months ended September 30, 2004, net interest income, on a
tax—-equivalent Dbasis, decreased $297,000, or 4%, as compared to the same period
during 2003. ©Net interest margin decreased 40 Dbasis points, to 3.29% at
September 30, 2004 from 3.69% at September 30, 2003. Average interest-earning
assets increased 7% to $274.2 million at September 30, 2004 as compared to
$255.4 million at September 30, 2003, while the yield on interest earning
assets declined 76 basis points to 5.31% from 6.07% for the comparable periods.
The increase 1n average earning assets is primarily attributable to a $15.4
million increase in investment securities and a $4.3 million increase in
interest—-earning deposits, partially offset by a $949,000 decrease in loans
receivable. Average interest-bearing 1liabilities increased $9.6 million,
while the <cost of funds decreased 32 basis points to 2.18% from 2.50% for the
same period in 2003. The increase 1in the average Dbalance of
interest-bearing liabilities resulted primarily from a $14.9 million growth in
average deposits, offset by a $5.3 million decrease 1in Dborrowed funds.
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INTEREST INCOME

Total interest income, on a tax-equivalent Dbasis, for the quarter ended
September 30, 2004 decreased $78,000, or 2%, to $3.6 million from $3.7 million
at the quarter ended September 30, 2003. Average loans decreased $6.1 million,
with vyields declining 37 basis points to 6.19% for the third quarter of 2004.
Average commercial loans decreased $469,000, and experienced an increase in the
average tax-equivalent yield of 124 basis points, to 5.53% from 4.29%, in 2003.
The 1increase 1in the yield on commercial loans was affected, in part, by higher
yielding alternative 1loans replacing the lower yielding municipal loans which
paid down in August of 2003. The average balance of loans to municipal entities
for the third quarter of 2004 was $2.7 million, compared to $4.2 million for the
same period in 2003. The Company's residential mortgage loan portfolio decreased
$8.4 million, or 6%, when comparing the third quarter of 2004 to the same period
in 2003. The average yield on the residential mortgage loan portfolio decreased
39 basis points to 5.96% in 2004 from 6.35% in 2003. New loans were originated
at lower rates than in the prior period and a large volume of existing mortgages
had their rates modified downward or were refinanced at lower rates. An
increase in the average Dbalance of consumer loans of $1.9 million, or 12%,
resulted from an increase in home equity loans. The average yield declined 141
basis points, to 6.75% from 8.16% 1in 2003.

Average 1nvestment securities (taxable and tax—-exempt) for the quarter ended
September 30, 2004 increased by $22.3 million, compared to the same period a
year ago, with an increase in tax-equivalent interest income from investments of
$176,000, or 34%, compared to 2003. The average tax—-equivalent yield of the

portfolio declined 17 basis points, to 3.58% from 3.75%. The increase in the
average Dbalance of investment securities is reflective of the expanded deposit
growth with local municipalities. Investment securities purchased in 2004

pledged against municipal deposits had an average yield of 3.34%.

Total interest income, on a tax-equivalent basis, for the nine months ended
September 30, 2004 decreased $712,000, or 6%, when compared to the nine months
ended September 30, 2003. Average loans decreased $949,000, with vyields
declining 51 Dbasis points to 6.29% from 6.80%. Average commercial loans
increased $3.9 million, while the vyield decreased to 4.84% from 5.48% at
September 30, 2003.

For the nine months ended September 30, 2004, tax-equivalent interest income
from investment securities increased $32,000, or 2%, compared to the same period
in 2003. The average tax-equivalent yield of the portfolio declined 76 basis
points, to 3.38% from 4.14% and was offset by a $15.4 million increase in the
average balance of investment securities.

INTEREST EXPENSE

Total interest expense remained relatively constant at $1.4 million for the
three months ended September 30, 2004, when compared to the same quarter in
2003. Deposit expense for the comparable periods increased $36,000, or 4%, as
the average rate paid on higher earning money management accounts increased 34
basis points to 1.37% in 2004 from 1.03% in 2003, combined with an increase in
the average Dbalance of money management accounts to $42.9 million in 2004 from
$21.3 million in 2003. The cost of other interest-bearing deposits declined 18
basis points, to 1.78% from 1.96%, and was offset by an increase of $4.0
million, or %, 1in the average balance of these deposits. Interest expense on
borrowings also decreased by $72,000, or 13%, from the prior period.

For the nine months ended September 30, 2004, interest expense decreased
$415,000, or 9%, to $4.1 million from $4.6 million for the same period in 2003.
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This decrease was partially offset by a $14.9 million increase in the average

balance of deposits. Deposit expense for the comparable periods declined
$204,000, or 7%, as the average rate on deposits decreased 27 basis points, to
1.71% from 1.98%. 1Interest expense on borrowings declined 9 basis points to

4.46% from 4.55%.
_13_

PROVISION FOR LOAN LOSSES

The provision for loans losses was $112,000 for the third quarter of 2004 as
compared to $126,000 for the same period in 2003. The decrease in the provision
for the quarter primarily resulted from a decrease in commercial charge-offs for
the period. Non-performing loans totaled $3.0 million at September 30, 2004 and
December 31, 2003. Allowance for loan losses, as a percentage of loans,
increased slightly to 1.00% at September 30, 2004 compared to 0.91% as of
December 31, 2003.

For the nine months ended September 30, 2004, the provision for loan losses was
$407,000 as compared to $492,000 for the same period in 2003.

OTHER INCOME
The Company's other income 1is primarily comprised of fees on deposit account
balances and transactions, loan servicing, commissions, and net gains on

securities, loans and for