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system, consisting of multiple-grading categories, is utilized as an analytical tool to assess risk and the appropriate
level of loss reserves. Along with the risk system, management further evaluates risk characteristics of the loan
portfolio under current economic conditions and considers such factors as the financial condition of the borrowers,
past and expected loan loss experience and other factors management feels deserve recognition in establishing an
adequate reserve. This risk assessment process is performed at least quarterly and as adjustments become necessary,
they are realized in the periods in which they become known. The amount of future losses is susceptible to changes
in economic, operating and other conditions, including changes in interest rates that may be beyond our control, and
these losses may exceed current estimates. State and federal regulatory agencies, as an integral part of their
examination process, review our loans and allowance for loan losses and have in the past required an increase in our
allowance for loan losses. Although we believe that our allowance for loan losses is adequate to cover probable and
reasonably estimated losses, we cannot assure you that we will not further increase the allowance for loan losses or
that our regulators will not require us to increase this allowance. Either of these occurrences could adversely affect
our earnings.
We are in competition with many other banks, including larger commercial banks which have greater
resources than us. The banking industry within our trade area is highly competitive. The Company’s principal
market area is also served by branch offices of large commercial banks and thrift institutions. In addition, in 1999
the Gramm-Leach-Bliley Financial Modernization Act of 1999 was passed into law. The Modernization Act
permits other financial entities, such as insurance companies and securities firms, to acquire or form financial
institutions, thereby further increasing competition. A number of our competitors have substantially greater
resources than we do to expend upon advertising and marketing, and their substantially greater capitalization enables
them to make much larger loans. Our success depends a great deal upon our judgment that large and mid-size
financial institutions do not adequately serve small businesses in our principal market area and upon our ability to
compete favorably for such customers. In addition to competition from larger institutions, we also face competition
for individuals and small businesses from recently-formed banks seeking to compete as “home town” institutions.
Most of these new institutions have focused their marketing efforts on the smaller end of the small business market
we serve.
The laws that regulate our operations are designed for the protection of depositors and the public, but not
our stockholders. The federal and state laws and regulations applicable to our operations give regulatory
authorities extensive discretion in connection with their supervisory and enforcement responsibilities and generally
have been promulgated to protect depositors and the deposit insurance funds and to foster economic growth and not
for the purpose of protecting stockholders. These laws and regulations can materially affect our future business.
Laws and regulations now affecting us may be changed at any time, and the interpretation of such laws and
regulations by bank regulatory authorities is also subject to change. We can give no assurance that future changes in
laws and regulations or changes in their interpretation will not adversely affect our business.
We may be subject to higher operating costs as a result of government regulation. We are subject to extensive
federal and state legislation, regulation and supervision which are intended primarily to protect depositors and the
Federal Deposit Insurance Company's Deposit Insurance Fund, rather than investors. Legislative and regulatory
changes may increase our costs of doing business; or, otherwise, adversely affect us and create competitive
advantages for non-bank competitors.
We cannot predict how changes in technology will impact our business. The financial services market,
including banking services, is increasingly affected by advances in technology, including developments in:
• telecommunications;
• data processing;
• automation;
• Internet-based banking;
• Tele-banking; and
• debit cards and so-called "smart cards."
Our ability to compete successfully in the future will depend on whether we can anticipate and respond to
technological changes. To develop these and other new technologies, we will likely have to make additional capital
investments. Although we continually invest in new technology, we cannot assure you that we will have sufficient
resources or access to the necessary proprietary technology to remain competitive in the future.
The Company’s information systems may experience an interruption or breach in security. The Company
relies heavily on communications and information systems to conduct its business. Any failure, interruption or
breach in security of these systems could result in failures or disruptions in the Company’s customer-relationship
management, general ledger, deposit, loan and other systems. While the Company has policies and procedures
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Off-Balance Sheet Arrangements. The Company's financial statements do not reflect off-balance sheet
arrangements that are made in the normal course of business. These off-balance sheet arrangements consist of
unfunded loans and letters of credit made under the same standards as on-balance sheet instruments. These unused
commitments, at December 31, 2008 totaled $48.9 million. This consisted of $2.3 million in commitments to grant
commercial and residential loans, $12.3 million in commercial construction lines of credit, $12.9 million in home
equity lines of credit, and the remainder in other unused commitments. These instruments have fixed maturity dates,
and because many of them will expire without being drawn upon, they do not generally present any significant
liquidity risk to the Company. Management believes that any amounts actually drawn upon can be funded in the
normal course of operations.

INTEREST RATE RISK

An interest rate sensitive asset or liability is one that, within a defined time period, either matures or experiences an
interest rate change in line with general market interest rates. Interest rate sensitivity is the volatility of a Company's
earnings from a movement in market interest rates. Interest rate "gap" analysis is a common, though imperfect,
measure of interest rate risk. We do not employ gap analysis as a rate risk management tool, but rather we rely upon
earnings at risk analysis to forecast the impact on our net interest income instantaneous 100 and 200 basis point
increases in market rates. In assessing the impact on earnings, the rate shock analysis assumes that no change occurs
in our funding sources or types of assets in response to the rate change.
Our Board of Directors has established limits for interest rate risk based on the percentage change in interest income
we would incur in differing interest rate scenarios. At December 31, 2008 the percentage of change in interest
income in the event of a 100 or 200 basis point change in interest rates was within the policy limits.
Our financial modeling simulates our cash flows, interest income and interest expense from earning assets and
interest bearing liabilities for a twelve month period in each of the different interest rate environments, using actual
individual deposit, loan and investment maturities and rates in the model calculations. Assumptions regarding the
likelihood of prepayments on residential mortgage loans and investments are made based on historical relationships
between interest rates and prepayments. Commercial loans with prepayment penalties are assumed to pay on
schedule to maturity. In actual practice, commercial borrowers may request and be granted interest rate reductions
during the life of a commercial loan due to competition from financial institutions and declining interest rates.
The following table sets forth our interest rate risk profile at December 31, 2008 and 2007. The interest rate
sensitivity of our assets and liabilities and the impact on net interest income illustrated in the following table would
vary substantially if different assumptions were used or if actual experience differs from that indicated by the
assumptions.

(Dollars in thousands)
Down 200 basis points
Down 100 basis points
Up 100 basis points
Up 200 basis points

Change in
Net Interest
Income
($412)
76
(497)
(1,376)

2008
Percent
Change in Net
Interest Income
-0.09%
0.02%
-0.11%
-0.32%

Gap as a
% of
Total Assets
4.71%
-1.74%
-11.37%
-15.75%

Change in
Net Interest
Income
($267)
155
(456)
(1,299)

2007
Percent
Change in Net
Interest Income
-0.07%
0.04%
-0.12%
-0.33%

IMPACT OF INFLATION AND CHANGING PRICES

Gap as a
% of
Total Assets
3.42%
-3.96%
-11.69%
-16.65%

Unlike most industrial companies, virtually all of the assets and liabilities of a financial institution are monetary in
nature. As a result, the level of interest rates has a more significant impact on a financial institution's performance
than general levels of inflation. Interest rates do not necessarily move in the same direction or change with the same
magnitude as the price of goods and services, which are affected by inflation. Accordingly, the liquidity, interest
rate sensitivity and maturity characteristics of the Company's assets and liabilities are more indicative of its ability to
maintain acceptable performance levels. Management of the Company monitors and seeks to mitigate the impact of
interest rate changes by attempting to match the maturities of assets and liabilities to gap, thus seeking to minimize
the potential effect of inflation.

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT
MARKET RISK
Not Applicable
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399 Route 23
PO Box 353
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