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PEOPLES FINANCIAL SERVICES CORP.

CONSOLIDATED BALANCE SHEETS (UNAUDITED)
(Dollars in thousands, except per share data)

ASSETS: June 30, 2011 December 31, 2010
Cash and due from banks $ 12,736 $ 6,731
Interest-bearing balances with banks 1,007 107
Federal funds sold 9,357 11,003
Investment securities available-for-sale 114,096 121,772
Loans held for sale 92 30
Loans, net 426,655 390,772
Less:  allowance for loan losses 5,153 4,100
Net loans 421,502 386,672
Premises and equipment, net 8,171 8,238
Accrued interest receivable 3,272 3,003
Other assets 16,347 21,031
Total assets $ 586,580 $ 558,587

LIABILITIES:
Deposits:
Noninterest-bearing $ 78,216 $ 73,663
Interest-bearing 392,353 365,071
Total deposits 470,569 438,734
Short-term borrowings 36,352 38,724
Long-term debt 21,862 27,336
Accrued interest payable 307 311
Other liabilities 1,220 2,966
Total liabilities 530,310 508,071

STOCKHOLDERS' EQUITY:
Common stock, par value $2.00, authorized 12,500,000 shares, issued
3,341,251 shares 6,672 6,683
Capital surplus 3,122 3,118
Retained earnings 48,938 46,048
Accumulated other comprehensive income (loss) 2,040 (834 )
Less:  Treasury stock, at cost, held: June 30, 2011, 197,595 shares;
December 31, 2010, 199,520 shares 4,502 4,499
Total stockholders' equity 56,270 50,516
Total liabilities and stockholders’ equity $ 586,580 $ 558,587

See Notes to Consolidated Financial Statements
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PEOPLES FINANCIAL SERVICES CORP.

CONSOLIDATED STATEMENTS OF INCOME AND COMPREHENSIVE INCOME (UNAUDITED)
(Dollars in thousands, except per share data)

Three Months Ended Six Months Ended
June 30,

2011
June 30,

2010
June 30,

2011
June 30,

2010
INTEREST INCOME:
    Interest and fees on loans:
Taxable $ 5,413 $ 4,952 $ 10,549 $ 9,669
Tax-exempt 346 274 703 544
Interest and dividends on investment securities
available-for-sale:
Taxable 633 745 1,299 1,496
Tax-exempt 411 488 886 982
Dividends 8 13 17 26
Interest on interest-bearing balances with
banks 3 1 5 2
Interest on federal funds sold 11 8 13 12
Total interest income 6,825 6,481 13,472 12,731
INTEREST EXPENSE:
Interest on deposits 1,132 1,221 2,176 2,473
Interest on short-term borrowings 76 101 162 172
Interest on long-term debt 263 393 520 785
Total interest expense 1,471 1,715 2,858 3,430
Net interest income 5,354 4,766 10,614 9,301
Provision for loan losses 804 682 1,225 1,577
Net interest income after provision for loan
losses 4,550 4,084 9,389 7,724
NONINTEREST INCOME:
Service charges, fees and commissions 711 1,017 1,420 1,970
Wealth management income 236 99 375 159
Mortgage banking income 98 63 146 140
Net gains on sale of investment securities
available-for-sale 2 179 12 201
Other than temporary investment equity
securities impairment (84 )
Net gains (loss) on sale of other real estate 1,583 (47 ) 1,583 (47 )
Total noninterest income 2,630 1,311 3,452 2,423
N NONINTEREST EXPENSE:
Salaries and employee benefits expense 1,628 1,395 3,074 2,706
Net occupancy and equipment expense 699 614 1,375 1,236
Other expenses 1,743 1,501 3,016 2,605
Total noninterest expense 4,070 3,510 7,465 6,547
Income before income taxes 3,110 1,885 5,376 3,600
Provision for income tax expense 751 361 1,218 558
Net income 2,359 1,524 4,158 3,042
    OTHER COMPREHENSIVE INCOME:

3,183 2,418 4,283 3,590
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Unrealized gains on investment securities
available-for-sale
Reclassification adjustment for gains included
in net income (2 ) (179 ) (12 ) (201 )
Reclassification adjustment for other than
temporary impairment 84
Income taxes related to other comprehensive
income 1,082 761 1,481 1,152
Other comprehensive income, net of income
taxes 2,099 1,478 2,874 2,237
Comprehensive income $ 4,458 $ 3,002 $ 7,032 $ 5,279
P  PER SHARE DATA:
Earnings (basic) $ 0.75 $ 0.49 $ 1.32 $ 0.97
    Earnings (dilutive) $ 0.75 $ 0.48 $ 1.32 $   0.97
Cash dividends declared $ 0.20 $ 0.20 $ 0.40 $ 0.39

See Notes to Consolidated Financial Statements
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PEOPLES FINANCIAL SERVICES CORP.

CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOLDERS’ EQUITY (UNAUDITED)
(Dollars in thousands, except per share data)

Common
Stock

Capital
Surplus

Retained
Earnings

Accumulated
Other

Comprehensive
Income (Loss)

Treasury
Stock Total

Balance, December 31, 2010 $6,683 $3,118 $46,048 $ (834 ) $(4,499 ) $50,516
Net income 4,158 4,158
Other comprehensive income,
net of income taxes 2,874 2,874
Dividends declared:  $0.40 per
share (1,268 ) (1,268 )
Treasury stock
purchased:  5,500 shares (11 ) (138 ) (149 )
Treasury stock
issued:  7,425  shares 4 135 139
Balance, June 30, 2011 $6,672 $3,122 $48,938 $ 2,040 $(4,502 ) $56,270

Balance, December 31, 2009 $6,683 $3,098 $42,043 $ (2,258 ) $(4,596 ) $44,970
Net income 3,042 3,042
Other comprehensive income,
net of income taxes 2,237 2,237
Dividends declared:  $0.39 per
share (1,223 ) (1,223 )
Treasury stock issued:  4,900
shares 18 85 103
Balance, June 30, 2010 $6,683 $3,116 $43,862 $ (21 ) $(4,511 ) $49,129
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See Notes to Consolidated Financial Statements
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PEOPLES FINANCIAL SERVICES CORP.

CONSOLIDATED STATEMENTS OF CASH FLOWS (UNAUDITED)
(Dollars in thousands, except per share data)

        Six Months Ended
CASH FLOWS FROM OPERATING ACTIVITIES June 30, 2011 June 30, 2010
Net income $ 4,158 $ 3,042
Adjustments to reconcile net income to net cash provided by operating
activities:
Depreciation and amortization of premises and equipment 424 344
Amortization of intangibles 183 129
Provision for loan losses 1,225 1,577
(Gain) loss on sale of other real estate (1,583 ) 47
Net amortization of investment securities available-for-sale 188 90
Amortization of deferred loan costs 108 109
Gains on sales of investment securities available-for-sale (12 ) (201 )
Other than temporary security impairment 84
Net gains on sale of loans (146 ) (140 )
Net earnings on investment in life insurance (185 ) (164 )
Gain from investment in life insurance (320 )
Net change in:
Loans held for sale 84 (142 )
Accrued interest receivable (269 ) (189 )
Other assets 1,561 145
Accrued interest payable (4 ) (64 )
Other liabilities (1,746 ) 859
Net cash provided by operating activities 4,070 5,122
C CASH FLOWS FROM INVESTING ACTIVITIES
Proceeds from sales of investment securities available-for-sale 15,259 55,253
Proceeds from repayments on investment securities available-for-sale 767 10,293
Purchases of investment securities available-for-sale (4,255 ) (52,444 )
Net decrease in investments in restricted stock 257
Net increase in loans (33,163 ) (34,259 )
Purchases of premises and equipment (357 ) (951 )
Proceeds from investment in life insurance 549
Purchases of investment in life insurance (2,000 )
Proceeds from sale of other real estate 1,970 2,014
Net cash used in investing activities (21,522 ) (19,545 )
    CASH FLOWS FROM FINANCING ACTIVITIES
Cash dividends paid (1,268 ) (1,223 )
Net increase in deposits 31,835 24,511
Repayment of long-term debt (5,474 ) (451 )
Net increase (decrease) in short-term borrowings (2,372 ) 13,696
Purchases of treasury stock (149 )
Issuance of treasury stock 139 103
Net cash provided by financing activities 22,711 36,636
Net increase in cash and cash equivalents 5,259 22,213
CASH AND CASH EQUIVALENTS, BEGINNING OF YEAR 17,841 18,915
CASH AND CASH EQUIVALENTS, END OF PERIOD $ 23,100 $ 41,128
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SUPPLEMENTAL DISCLOSURES
Cash paid during the period for:
Interest $ 2,862 $ 3,494
Income taxes 1,250 (656 )
Noncash items:
Transfers from loans to foreclosed real estate 177

See Notes to Consolidated Financial Statements
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PEOPLES FINANCIAL SERVICES CORP.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1.  BASIS OF PRESENTATION

The accompanying unaudited consolidated financial statements of  Peoples Financial Services Corp, and subsidiaries
(collectively, the “Company”) have been prepared in accordance with accounting principles generally accepted in the
United States of America (“GAAP”) for interim financial information and with the instructions to Form 10-Q and
Article 10-01 of Regulation S-X. In the opinion of management, all normal recurring adjustments necessary for a fair
presentation of the financial position and results of operations for the periods presented have been included. All
significant intercompany balances and transactions have been eliminated in consolidation. Prior-period amounts are
reclassified when necessary to conform with the current year’s presentation. These reclassifications did not have any
effect on the operating results or financial position of the Company. The operating results and financial position of the
Company for the three and six months ended and as of June 30, 2011, are not necessarily indicative of the results of
operations and financial position that may be expected in the future.

The preparation of financial statements in conformity with GAAP requires management to make estimates and
assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets and liabilities
at the date of the financial statements and the reported amounts of revenues and expenses during the reported periods.
Actual results could differ from those estimates. For additional information and disclosures required under GAAP,
reference is made to the Company’s Annual Report on Form 10-K for the period ended December 31, 2010.

In preparing these consolidated financial statements, the Company evaluated the events and transactions that occurred
after June 30, 2011 through the date these consolidated financial statements were issued.

7
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PEOPLES FINANCIAL SERVICES CORP.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Dollars in thousands, except per share data)

2.  EARNINGS PER SHARE

The following table sets forth the computation of basic and diluted earnings per share:

Three months ended
Net

Income

Average
Common

Shares
Outstanding EPS

June 30, 2011:
Basic EPS $ 2,359 3,146,611 $ 0.75
Diluted EPS $ 2,359 3,147,904 $ 0.75

June 30, 2010:
Basic EPS $ 1,524 3,139,631 $ 0.49
Diluted EPS $ 1,524 3,142,586 $ 0.48

Six months ended
June 30, 2011:
Basic EPS $ 4,158 3,144,386 $ 1.32
Diluted EPS $ 4,158 3,146,366 $ 1.32

June 30, 2010:
Basic EPS $ 3,042 3,137,939 $ 0.97
Diluted EPS $ 3,042 3,140,132 $ 0.97

Stock options for 9,113 and 9,970 shares of common stock were not considered in computing diluted earnings per
share for the three and six months ended June 30, 2011 and 2010, respectively, because they were anti-dilutive.

8

Edgar Filing: PEOPLES FINANCIAL SERVICES CORP. - Form 10-Q

14



PEOPLES FINANCIAL SERVICES CORP.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Dollars in thousands, except per share data)

3.  INVESTMENT SECURITIES AVAILABLE-FOR-SALE

At June 30, 2011 and December 31, 2010, the amortized cost and fair values of securities available-for-sale are as
follows:

Amortized
Cost

Gross
Unrealized

Gains

Gross
Unrealized

Losses Fair Value
June 30, 2011
U.S. Government agencies and sponsored enterprises $32,815 $1,852 $31 $34,636
State and Municipals:
Taxable 18,624 620 67 19,177
Tax-exempt 41,435 816 468 41,783
Corporate debt securities 4,464 362 347 4,479
Mortgage-backed securities-residential 12,456 181 25 12,612
Equity securities:
Preferred 54 172 226
Common 1,157 114 88 1,183
Total $111,005 $4,117 $1,026 $114,096

December 31, 2010
U.S. Government agencies and sponsored enterprises $38,133 $1,094 $109 $39,118
State and Municipals:
Taxable 18,634 127 387 18,374
Tax-exempt 51,789 146 1,626 50,309
Corporate debt securities 4,467 208 655 4,020
Mortgage-backed securities-residential 8,682 85 97 8,670
Equity securities:
Preferred 54 54
Common 1,277 114 164 1,227
Total $123,036 $1,774 $3,038 $121,772

9
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PEOPLES FINANCIAL SERVICES CORP.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Dollars in thousands, except per share data)

3.  INVESTMENT SECURITIES AVAILABLE-FOR-SALE (Continued)

The amortized cost and fair value of debt securities as of June 30, 2011, by contractual maturity, are shown
below.  Expected maturities may differ from contractual maturities because borrowers may have the right to prepay
obligations with or without any penalties.

Amortized
Cost Fair Value

Due in one year or less $ 480 $ 483
Due after one year through five years 10,615 11,024
Due after five years through ten years 35,254 36,808
Due after ten years 50,989 51,760

97,338 100,075

Mortgage-backed
securities-residential 12,456 12,612
Total $ 109,794 $ 112,687

Securities with a carrying value of $83,397 and $84,281 at June 30, 2011 and December 31, 2010, respectively, were
pledged to secure public deposits and repurchase agreements as required or permitted by law.

The following tables show the Company’s investments’ gross unrealized losses and fair value, aggregated by
investment category and length of time that individual securities have been in a continuous unrealized loss position at
June 30, 2011 and December 31, 2010:

June 30, 2011:

Less Than 12 Months 12 Months or More Total

Fair Value
Unrealized

Losses Fair Value
Unrealized

Losses Fair Value
Unrealized

Losses
U.S. Government agencies and
sponsored enterprises $1,171 $31 $1,171 $31
State and Municipals:
Taxable 977 23 $450 $44 1,427 67
Tax-Exempt 1,348 29 2,881 439 4,229 468
Corporate debt securities 2,665 347 2,665 347
Mortgage-backed
securities-residential 3,323 25 3,323 25
Common equity securities 366 88 366 88

$6,819 $108 $6,362 $918 $13,181 $1,026

10
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PEOPLES FINANCIAL SERVICES CORP.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Dollars in thousands, except per share data)

3.  INVESTMENT SECURITIES AVAILABLE-FOR-SALE (Continued)

December 31, 2010:
Less Than 12 Months 12 Months or More Total

Fair Value
Unrealized

Losses Fair Value
Unrealized

Losses Fair Value
Unrealized

Losses
U.S. Government agencies and
sponsored enterprises $4,414 $109 $4,414 $109
State and Municipals:
Taxable 12,576 324 $430 $63 13,006 387
Tax-Exempt 33,643 977 2,645 649 36,288 1,626
Corporate debt securities 2,358 655 2,358 655
Mortgage-backed
securities-residential 3,562 97 3,562 97
Common equity securities 374 164 374 164

$54,195 $1,507 $5,807 $1,531 $60,002 $3,038

At June 30, 2011, the securities portfolio contained one (less than 12 months) agency security with an unrealized loss
of $31, 12 (four less than 12 months, eight greater than 12 months) state and municipal obligations with
unrealized  losses totaling $535, two (both greater than 12 months) corporate debt securities with unrealized losses of
$347, two (both less than 12 months) mortgage-backed securities with unrealized losses of $25, and six (all greater
than 12 months) common equity securities with unrealized losses of $88.  Management does not consider the
unrealized losses, as a result of changes in interest rates, to be other-than-temporary impairment (“OTTI”) based on
historical evidence that indicates the cost of these securities is recoverable within a reasonable period of time in
relation to normal cyclical changes in the market rates of interest. Moreover, because there has been no material
change in the credit quality of the issuer or other events or circumstances that may cause a significant adverse impact
on the fair value of these securities, and management does not intend to sell these securities and it is unlikely that the
Company will be required to sell these securities before recovery of their amortized cost basis, which may be
maturity, the Company does not consider the unrealized losses to be OTTI at June 30, 2011.

In comparison, at December 31, 2010, the Company had four (all less than 12 months) U.S. Government Agency
securities with unrealized losses of $109, 90 (82 less than 12 months, eight greater than 12 months) state and
municipal obligations with unrealized losses of $2,013, four ( all less than 12 months)  mortgage-backed securities
with unrealized losses of $97, two (both greater than 12 months) corporate debt securities with unrealized losses of
$655, and six ( all greater than 12 months) common equity securities with unrealized losses of $164.

11
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PEOPLES FINANCIAL SERVICES CORP.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Dollars in thousands, except per share data)

3.  INVESTMENT SECURITIES AVAILABLE-FOR-SALE (Continued)

An other than temporary impairment of $84 was recognized for the six-months ended June 30, 2011.  The impairment
was the result of writing down a common equity security.  The write-down was determined based on public market
prices.  In reaching the determination to record the impairment, management reviewed the facts and circumstances
available surrounding the security, including the duration and amount of the unrealized loss, the financial condition of
the issuer and the prospects for a change in market value within a reasonable period of time.  Based on its assessment,
management determined that the impairment was other-than-temporary and that a charge to operating results was
appropriate for the security.  The charge was recognized based entirely on the assessment of the credit quality
deterioration of the underlying company.

None of the corporate debt securities are private label trust preferred issuances.  Rather, this portfolio contains
corporate bond issuances in large, national financial institutions.

The common equity securities consist of equity investments in stocks of financial institutions.  The Company does not
invest in bank stocks with the intent to turn them over for a profit in the near term.

Management evaluates securities for OTTI at least on a quarterly basis, and more frequently when economic or market
conditions warrant such an evaluation.  All of the investment securities classified as available-for-sale are evaluated
for OTTI under the rules for accounting for certain investments in debt and equity securities.

In determining OTTI under the rules for accounting for certain debt and equity securities, management considers
many factors, including:  (i) the length of time and the extent to which the fair value has been less than amortized cost,
(ii) the financial condition and near-term prospects of the issuer, (iii) whether the market decline was affected by
macroeconomic conditions, and (iv) whether the Company has the intent to sell the debt security or more likely than
not will be required to sell the debt security before its anticipated recovery.  The assessment of whether an OTTI
decline exists involves a high degree of subjectivity and judgment and is based on information available to
management at a point in time.  An OTTI is deemed to have occurred if there has been an adverse change in the
remaining expected future cash flows.

12
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PEOPLES FINANCIAL SERVICES CORP.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Dollars in thousands, except per share data)

3.  INVESTMENT SECURITIES AVAILABLE-FOR-SALE (Continued)

Declines in the fair value of available-for-sale securities below their cost that are deemed to be other than temporary
are reflected in earnings as realized losses or in other comprehensive income, depending on whether the Company
intends to sell the security or more likely than not will be required to sell the security before recovery of its amortized
cost basis less any current period credit loss. If the Company intends to sell the security or more likely than not it will
be required to sell the security before recovery of its amortized cost basis less any current period credit loss, the OTTI
impairment shall be recognized in earnings equal to the entire difference between the investment’s amortized cost basis
and its fair value at the balance sheet date. If the Company does not intend to sell the security and it is not more likely
than not that the entity will be required to sell the security before recovery of its amortized cost basis less any current
period credit loss, the OTTI shall be separated into (i) the amount representing the credit loss and (ii) the amount
related to all other factors. The amount of the total OTTI related to the credit loss shall be recognized in earnings. The
amount of the total OTTI related to other factors shall be recognized in other comprehensive income, net of applicable
taxes.  As described previously, the Company recognized an OTTI of $84 for the six months ended June 30, 2011.

4.  LOANS, NET AND ALLOWANCE FOR LOAN LOSSES

The major classifications of loans outstanding, net of deferred loan origination fees and costs at June 30, 2011 and
December 31, 2010 are summarized as follows. Net deferred loan costs were $540 at June 30, 2011, and $523 at
December 31, 2010.

June 30, 2011
December 31,

2010
Commercial $ 144,911 $ 112,526
Real estate:
Commercial 141,932 136,910
Residential 118,886 119,424
Consumer 20,926 21,912
Total $ 426,655 $ 390,772
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PEOPLES FINANCIAL SERVICES CORP.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Dollars in thousands, except per share data)

4.  LOANS, NET AND ALLOWANCE FOR LOAN LOSSES (Continued)

The changes in the allowance for loan losses account by major classification of loan for the three months and six
months ended June 30, 2011 was as follows:

June 30, 2011 Commercial
Commercial

real estate
Residential
real estate Consumer Unallocated Total

Beginning Balance, April 1,
2011 $ 1,695 $ 1,468 $732 $284 $177 $4,356
Charge-offs 23 23
Recoveries 1 1 14 16
Provisions 410 116 1 14 263 804
Ending balance $ 2,105 $ 1,585 $734 $289 $440 $5,153

Beginning Balance, January 1.
2011 $ 1,696 $ 1,384 $726 $243 $51 $4,100
Charge-offs 58 56 8 77 199
Recoveries 2 1 24 27
Provisions 467 255 15 99 389 1,225
Ending balance $ 2,105 $ 1,585 $734 $289 $440 $5,153
Ending balance: individually
evaluated for impairment $ 1,136 $ 52 $9 $1,197
Ending balance: collectively
evaluated for impairment $ 969 $ 1,533 $734 $280 $3,516
Loans receivable:
Ending balance $ 144,911 $ 141,932 $118,886 $20,926 $426,655
Ending balance: individually
evaluated  for impairment $ 8,949 $ 6,152 $1,076 $21 $16,198
Ending balance: collectively
evaluated for impairment $ 135,962 $ 135,780 $117,810 $20,905 $410,457
December 31, 2010
Allowance for loan losses:
Ending balance $ 1,696 $ 1,384 $726 $243 $51 $4,100
Ending balance: individually
evaluated for impairment $ 663 $ 122 $9 $31 $825
Ending balance: collectively
evaluated for impairment $ 1,033 $ 1,262 $717 $212 $51 $3,275
Loans receivable:
Ending balance $ 112,526 $ 136,910 $119,424 $21,912 $390,772
Ending balance: individually
evaluated for impairment $ 5,916 $ 8,923 $674 $47 $15,560
Ending balance: collectively
evaluated for impairment $ 106,610 $ 127,987 $118,750 $21,865 $375,212
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PEOPLES FINANCIAL SERVICES CORP.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Dollars in thousands, except per share data)

4.  LOANS, NET AND ALLOWANCE FOR LOAN LOSSES (Continued)

The following tables present the classes of the loan portfolio summarized by the aggregate pass rating and the
classified ratings of special mention, substandard and doubtful within the Company’s internal risk rating system:

June 30, 2011:

Pass
Special

Mention Substandard Doubtful Total
Commercial $130,293 $5,669 $ 2,689 $6,260 $144,911
Real estate:
Commercial 135,154 626 5,155 997 141,932
Residential 117,810 11 1,065 118,886
Consumer 20,896 9 21 20,926
Total $404,153 $6,304 $ 7,876 $8,322 $426,655

December 31, 2010:

Pass
Special

Mention Substandard Doubtful Total
Commercial $105,869 $986 $ 181 $5,490 $112,526
Real estate:
Commercial 118,972 8,836 8,731 371 136,910
Residential 118,794 630 119,424
Consumer 21,890 22 21,912
Total $365,525 $9,822 $ 8,912 $6,513 $390,772

The following table presents nonaccrual loans by classes of the loan portfolio:

June 30, 2011 December 31, 2010
Commercial $ 6,260 $ 5,490
Real estate:
Commercial 997 371
Residential 1,065 630
Consumer 22
Total $ 8,322 $ 6,513
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4.  LOANS, NET AND ALLOWANCE FOR LOAN LOSSES (Continued)

The performance and credit quality of the loan portfolio is also monitored by analyzing the age of the loans receivable
as determined by the length of time a recorded payment is past due.  The following table presents the classes of the
loan portfolio summarized by the past due status:

June 30, 2011:

30-59 Days
Past Due

60-89 Days
Past Due

Greater
than

90 Days
Total Past

Due Current
Total Loans
Receivables

Loans
Receivable
> 90 Days

and
Accruing

Commercial $364 117 $1,566 $2,047 $142,864 $ 144,911 $29
Real estate:
Commercial 953 312 997 2,262 139,670 141,932
Residential 905 551 1,076 2,532 116,354 118,886 11
Consumer 337 76 403 816 20,110 20,926 403
Total $2,559 $1,056 $4,042 $7,657 $418,998 $ 426,655 $443

December 31, 2010:

30-59 Days
Past Due

60-89 Days
Past Due

Greater
than

90 Days
Total Past

Due Current
Total Loans
Receivables

Loans
Receivable
> 90 Days

and
Accruing

Commercial $192 $81 $754 $1,027 $111,499 $ 112,526 $123
Real estate:
Commercial 1,431 1,049 2,480 134,430 136,910
Residential 1,260 358 626 2,244 117,180 119,424
Consumer 293 133 291 717 21,195 21,912 269
Total $3,176 $572 $2,720 $6,468 $384,304 $ 390,772 $392

16

Edgar Filing: PEOPLES FINANCIAL SERVICES CORP. - Form 10-Q

24



PEOPLES FINANCIAL SERVICES CORP.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Dollars in thousands, except per share data)

4.  LOANS, NET AND ALLOWANCE FOR LOAN LOSSES (Continued)

The following tables summarize information in regards to impaired loans for the six months ended June 30, 2011, and
for the year ended December 31, 2010, by loan portfolio class:

June 30, 2011:

This Quarter Year to Date

Recorded
Investment

Unpaid
Principal
Balance

Related
Allowance

Average
Recorded

Investment

Interest
Income

Recognized

Average
Recorded

Investment

Interest
Income

Recognized
With no related
allowance
recorded:
Commercial $ 4,996 $ 4,996 $ 5,796 $ 65 $ 6,276 $ 170
Real estate:
Commercial 4,096 4,096 4,137 63 4,010 99
Residential 1,076 1,076 1,024 925
Consumer 12 12 12 1 13 $ 1
Total 10,180 10,180 10,969 129 11,224 270

With an
allowance
recorded:
Commercial 3,953 3,953 $ 1,136 3,036 13 2,535 21
Real estate:
Commercial 2,056 2,056 52 2,061 33 2,144 66
Residential
Consumer 9 9 9 9 9
Total 6,018 6,018 1,197 5,106 46 4,688 87

Commercial 8,949 8,949 1,136 8,832 78 8,811 191
Real estate:
Commercial 6,152 6,152 52 6,198 96 6,154 165
Residential 1,076 1,076 1,024 925
Consumer 21 21 9 21 1 22 1
Total $ 16,198 $ 16,198 $ 1,197 $ 16,075 $ 175 $ 15,912 $ 357
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4.  LOANS, NET AND ALLOWANCE FOR LOAN LOSSES (Continued)

December 31, 2010:

Recorded
Investment

Unpaid
Principal
Balance

Related
Allowance

Average
Recorded

Investment

Interest
Income

Recognized
With no related allowance recorded:
Commercial $304 $304 $264 $ 12
Real estate:
Commercial 6,263 6,263 6,394 392
Residential 383 383 384 2
Consumer 16 16 20 2
Total 6,966 6,966 7,062 408

With an allowance recorded:
Commercial 5,612 5,612 $663 5,629 165
Real estate:
Commercial 2,660 2,660 122 2,714 166
Residential 291 291 9 292 5
Consumer 31 31 31 31
Total 8,594 8,594 825 8,666 336

Total:
Commercial 5,916 5,916 663 5,893 177
Real estate:
Commercial 8,923 8,923 122 9,108 558
Residential 674 674 9 676 7
Consumer 47 47 31 51 2
Total $15,560 $15,560 $825 $15,728 $ 744

Included in the commercial loan category are troubled debt restructurings that were classified as impaired. Trouble
debt restructurings totaled $4,738 at June 30, 2011, and $4,185 at December 31, 2010.

5.  STOCK-BASED COMPENSATION

As of June 30, 2011, all stock options were fully vested and there are no unrecognized compensation costs related to
stock options.  There were no stock options granted for the six month periods ending June 30, 2011 and 2010.
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6.  OFF-BALANCE SHEET FINANCIAL INSTRUMENTS

The Company does not issue any guarantees that would require liability recognition or disclosure, other than standby
letters of credit.  Outstanding letters of credit written are conditional commitments issued by the Company to
guarantee the performance of a customer to a third party.  The Company's exposure to credit loss in the event of
nonperformance by the other party to the financial instrument for standby letters of credit is represented by the
contractual amount of those instruments.  The Company had $17,711 of standby letters of credit at June 30,
2011.  The Bank uses the same credit policies in making conditional obligations as it does for on-balance sheet
instruments.

The majority of these standby letters of credit expire within the next twelve months.  The credit risk involved in
issuing letters of credit is essentially the same as that involved in extending other loan commitments.  The Company
requires collateral supporting these letters of credit as deemed necessary.  The maximum undiscounted exposure
related to these commitments at June 30, 2011 was $17,711 and the approximate value of underlying collateral upon
liquidation, that would be expected to cover this maximum potential exposure, was $16,013.

7.  FAIR VALUE MEASUREMENTS

The Company uses fair value measurements to record fair value adjustments to certain assets and liabilities and to
determine fair value disclosure under GAAP. Fair value estimates are calculated without attempting to estimate the
value of anticipated future business and the value of certain assets and liabilities that are not considered financial.
Accordingly, such assets and liabilities are excluded from disclosure requirements. For example, no benefit is
recorded for the value of low-cost funding subsequently discussed. In addition, the Bank’s Wealth Management
Division contributes fee income annually. Assets and liabilities of this Division are not considered financial
instruments for this disclosure, and their values have not been incorporated into the fair value estimates.

The Company’s assets that were considered financial instruments approximated 96.2 percent of total assets at June 30,
2011, and 95.3 percent of total assets at December 31, 2010. Liabilities that were considered financial instruments
approximated 99.8 percent of total liabilities at June 30, 2011, and 99.4 percent of total liabilities at December 31,
2010.

In accordance with FASB ASC 820, “Fair Value Measurements and Disclosures,” fair value is the price that would be
received to sell an asset or transfer a liability in an orderly transaction between market participants at the measurement
date. Fair value is best determined based upon quoted market prices. In cases where quoted market prices are not
available, fair values are based on estimates using present value or other valuation techniques. Those techniques are
significantly affected by the assumptions used, including the discount rate and estimates of future cash flows. In that
regard, the derived fair value estimates cannot be substantiated by comparison to independent markets. In many cases,
these values cannot be realized in immediate settlement of the instrument.
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7.  FAIR VALUE MEASUREMENTS (Continued)

Current fair value guidance provides a consistent definition of fair value, which focuses on exit price in an orderly
transaction that is not a forced liquidation or distressed sale between participants at the measurement date under
current market conditions. If there has been a significant decrease in the volume and level of activity for the asset or
liability, a change in valuation technique or the use of multiple valuation techniques may be appropriate. In such
instances, determining the price at which willing market participants would transact at the measurement date under
current market conditions depends on the facts and circumstances and requires the use of significant judgment. The
fair value is a reasonable point within the range that is most representative of fair value under current market
conditions.

The following methods and assumptions were used by the Company to construct the following table containing the
fair values and related carrying amounts of financial instruments:

Cash and Cash Equivalents:   The carrying values of cash and cash equivalents as reported on the balance sheet
approximate fair value.

Securities Available for Sale:   The fair value of marketable equity securities is based on quoted market prices from
active exchange markets. The fair value of debt securities is based on pricing from a matrix pricing model.

Restricted equity securities:  The carrying value of restricted equity securities approximate fair value.

Loans held for sale, net:   The fair value of loans held for sale, net, are based on quoted market prices.

Net loans: For adjustable-rate loans that reprice immediately and with no significant credit risk, fair values are based
on carrying values. The fair values of other nonimpaired loans are estimated using discounted cash flow analysis,
using interest rates currently offered in the market for loans with similar terms to borrowers of similar credit risk. Fair
values for impaired loans are estimated using discounted cash flow analysis determined by the loan review function or
underlying collateral values, where applicable.

Accrued interest receivable:   The carrying value of accrued interest receivable as reported on the balance sheet
approximates fair value.

Deposits:   The fair value of noninterest-bearing deposits and savings, NOW and money market accounts is the
amount payable on demand at the reporting date. The fair value estimates do not include the benefit that results from
such low-cost funding provided by the deposit liabilities compared to the cost of borrowing funds in the market. The
carrying value of adjustable-rate, fixed-term time deposits approximates their fair value at the reporting date. For
fixed-rate time deposits, the present value of future cash flows is used to estimate fair value. The discount rates used
are the current rates offered for time deposits with similar maturities.

Short-term Borrowings:   The carrying value of short-term borrowings approximates fair value.
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7.  FAIR VALUE MEASUREMENTS (Continued)

Long-term Debt:   The fair value of fixed-rate long-term debt is based on the present value of future cash flows. The
discount rate used is the current rates offered for long-term debt with the same maturity.

Accrued interest payable:  The carrying value of accrued interest payable as reported on the balance sheet
approximates fair value.

Off-balance sheet financial instruments:   The majority of commitments to extend credit, unused portions of lines of
credit and standby letters of credit carry current market interest rates if converted to loans. Because such commitments
are generally unassignable by either the Company or the borrower, they only have value to the Company and the
borrower. None of the commitments are subject to undue credit risk. The estimated fair values of off-balance sheet
financial instruments are based on fees currently charged to enter into similar agreements, taking into account the
remaining terms of the agreements and the counterparties’ credit standing. The fair value of off-balance sheet financial
instruments was not material at June 30, 2011 and December 31, 2010.

The estimated fair values of the Company’s financial instruments were as follows at June 30, 2011 and December 31,
2010.

June 30, 2011 December 31, 2010
Carrying
Amount Fair Value

Carrying
Amount Fair Value

Financial assets:
Cash and cash equivalents $23,100 $23,100 $17,841 $17,841
Securities available for sale 114,096 114,096 121,772 121,772
Restricted equity securities 2,385 2,385 2,642 2,642
Loans held for sale 92 92 30 30
Net loans 421,502 432,571 386,672 393,033
Accrued interest receivable $3,272 $3,272 $3,003 $3,003

Financial liabilities:
Deposits $470,569 $473,515 $438,734 $440,529
Short-term borrowings 36,352 36,352 38,724 38,724
Long-term borrowings 21,862 22,274 27,336 27,872
Accrued interest payable $307 $307 $311 $311
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7.  FAIR VALUE MEASUREMENTS (Continued)

In accordance with GAAP, the Company groups its assets and liabilities generally measured at fair value into three
levels based on market information or other fair value estimates in which the assets and liabilities are traded or valued
and the reliability of the assumptions used to determine fair value. These levels include:

• Level 1: Unadjusted quoted prices of identical assets or liabilities in active
markets that the entity has the ability to access as of the measurement date.

• Level 2: Significant other observable inputs other than Level 1 prices such as
quoted prices for similar assets or liabilities; quoted prices in markets that are
not active; or other inputs that are observable or can be corroborated by
observable market data.

• Level 3: Significant unobservable inputs that reflect a reporting entity’s own
assumptions about the assumptions that market participants would use in
pricing an asset or liability.

An asset’s or liability’s level within the fair value hierarchy is based on the lowest level of input that is significant to the
fair value measurement.
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7.  FAIR VALUE MEASUREMENTS (Continued)

For financial assets measured at fair value on a recurring basis, the fair value measurements by level within the fair
value hierarchy used at June 30, 2011 and December 31, 2010 are as follows:

Amount

(Level 1)
Quoted Prices in
Active Markets

for Identical
Assets

(Level 2)
Significant Other

Observable Inputs

(Level 3)
Significant

Unobservable
Inputs

June 30, 2011
U.S. Government agencies and
sponsored enterprises $ 34,636 $ 34,636
State and Municipals:
Taxable 19,177 19,177
Tax-exempt 41,783 41,783
Corporate debt securities 4,479 4,479
Mortgage-backed securities-residential 12,612 12,612
Equity securities:
Preferred 226 226
Common 1,183 $ 1,183
Total $ 114,096 $ 1,183 $ 112,913
December 31, 2010
U.S. Government agencies and
sponsored enterprises $ 39,118 $ 39,118
State and Municipals:
Taxable 18,374 18,374
Tax-exempt 50,309 50,309
Corporate debt securities 4,020 4,020
Mortgage-backed securities-residential 8,670 8,670
Equity securities:
Preferred 54 54
Common 1,227 $ 1,227
Total $ 121,772 $ 1,227 $ 120,545
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7.  FAIR VALUE MEASUREMENTS (Continued)

For financial assets measured at fair value on a nonrecurring basis, the fair value measurements by level within the fair
value hierarchy used at June 30, 2011 and December 31, 2010 are as follows:

Amount

(Level 1)
Quoted

Prices in
Active

Markets for
Identical

Assets

(Level 2)
Significant

Other
Observable

Inputs

(Level 3)
Significant

Unobservable
Inputs

June 30, 2011
Impaired loans $ 4,821 $ 4,821

December 31, 2010
Impaired loans $ 7,769 $ 7,769

Fair values of impaired loans are estimated using discounted cash flow analysis determined by the loan review
function or underlying collateral volume, where applicable.

8.  RECENT ACCOUNTING PRONOUNCEMENTS

Accounting Standards Update (“ASU”) 2011-05, “Amendments to Topic 220, Comprehensive Income.”  In June, 2011,
FASB issued ASU 2011-05. Under the amendments in this ASU, an entity has the option to present the total of
comprehensive income, the components of net income, and the components of other comprehensive income either in a
single continuous statement of comprehensive income or in two separate but consecutive statements. In both choices,
an entity is required to present each component of net income along with total net income, each component of other
comprehensive income along with a total for other comprehensive income, and a total amount for comprehensive
income. This ASU eliminates the option to present the components of other comprehensive income as part of the
statement of changes in stockholders' equity. The amendments in this ASU do not change the items that must be
reported in other comprehensive income or when an item of other comprehensive income must be reclassified to net
income.

The amendments in this ASU should be applied retrospectively. For public entities, the amendments are effective for
fiscal years, and interim periods within those years, beginning after December 15, 2011. Early adoption is permitted,
because compliance with the amendments is already permitted. The amendments do not require any transition
disclosures. Due to the recency of this pronouncement, the Company is evaluating its timing of adoption of ASU
2011-05, but will adopt the ASU retrospectively by the due date.

24

Edgar Filing: PEOPLES FINANCIAL SERVICES CORP. - Form 10-Q

33



PEOPLES FINANCIAL SERVICES CORP.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Dollars in thousands, except per share data)

8.  RECENT ACCOUNTING PRONOUNCEMENTS (Continued)

ASU 2011-02, “A Creditor’s Determination of Whether a Restructuring Is a Troubled Debt Restructuring (“TDR”).” In
April, 2011, FASB issued ASU 2011-02, intended to provide additional guidance to assist creditors in determining
whether a restructuring of a receivable meets the criteria to be considered a troubled debt restructuring. The
amendments in this ASU are effective for the first interim or annual period beginning on or after June 15, 2011, and
are to be applied retrospectively to the beginning of the annual period of adoption. As a result of applying these
amendments, an entity may identify receivables that are newly considered impaired. Early adoption is permitted. The
Company intends to adopt the methodologies prescribed by this ASU by the date required, and is continuing to
evaluate the impact of adoption of this ASU.

ASU 2011-03, “Reconsideration of Effective Control for Repurchase Agreements.” In April, 2011, FASB issued ASU
2011-03. The amendments in this ASU remove from the assessment of effective control the criterion relating to the
transferor’s ability to repurchase or redeem financial assets on substantially the agreed terms, even in the event of
default by the transferee. The amendments in this ASU also eliminate the requirement to demonstrate that the
transferor possesses adequate collateral to fund substantially all the cost of purchasing replacement financial assets.

The guidance in this ASU is effective for the first interim or annual period beginning on or after December 15, 2011.
The guidance should be applied prospectively to transactions or modifications of existing transactions that occur on or
after the effective date. Early adoption is not permitted. The Company will adopt the methodologies prescribed by this
ASU by the date required, and does not anticipate that the ASU will have a material effect on its financial position or
results of operations.

ASU 2011-04, “Amendments to Achieve Common Fair Value Measurement and Disclosure Requirements in U.S.
GAAP and IFRSs.” In May, 2011, FASB issued ASU 2011-04. The amendments in this ASU generally represent
clarifications of Topic 820, but also include some instances where a particular principle or requirement for measuring
fair value or disclosing information about fair value measurements has changed. This ASU results in common
principles and requirements for measuring fair value and for disclosing information about fair value measurements in
accordance with U.S. GAAP and IFRSs.

The amendments in this ASU are to be applied prospectively. For public entities, the amendments are effective during
interim and annual periods beginning after December 15, 2011. Early application by public entities is not permitted.
The Company will adopt the methodologies prescribed by this ASU by the date required, and does not anticipate that
the ASU will have a material effect on its financial position or results of operations.
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Item 2.  Management’s Discussion and Analysis of Financial Condition and Results of Operations

Management’s Discussion and Analysis of the Company is intended to assist the reader in evaluating the Company’s
performance.  The Company’s subsidiaries, Peoples Neighborhood Bank (the “Bank”) and Peoples Wealth Management,
LLC, provide financial services to individuals and businesses within the Bank’s primary market area made up of
Susquehanna, Wyoming and Northern Lackawanna Counties in Pennsylvania, and Broome County in New York.  The
Bank is subject to regulation, supervision, and examination by the Federal Deposit Insurance Corporation
(“FDIC”).  Peoples Wealth Management is a member of the National Association of Securities Dealers (“NASD”), which
also acts as the primary regulator for Peoples Wealth Management. Peoples Financial Capital Corporation is also a
subsidiary of the Company and its main activities are the maintenance and management of certain investments and the
collection and distribution of the income from such investments. Peoples Financial Leasing, LLC is a subsidiary of the
Bank and provides employee leasing services to the Bank. Peoples Investment Holdings, LLC is also a subsidiary of
the Bank and its main activities are the maintenance and management of intercompany investments and the collection
and distribution of the income from such investments.

CAUTIONARY STATEMENT CONCERNING FORWARD LOOKING INFORMATION

Except for historical information, this Report may be deemed to contain “forward looking” information.  Examples of
forward looking information may include, but are not limited to:  (i) projections of or statements made regarding
future earnings, interest income, other income, earnings or loss per share, asset mix and quality, growth prospects,
capital structure and other financial terms; (ii) statements of plans and objectives of management or the Board of
Directors; (iii) statements of future economic performance; and (iv) statements of assumptions, such as economic
conditions in the market areas served by the Company and the Bank, underlying other statements and statements about
the Company and the Bank or their respective businesses.  Such forward looking information can be identified by the
use of forward looking terminology such as “believes,” “expects,” “may,” “intends,” “will,” “should,” “anticipates,” or the negative
of any of the foregoing or other variations thereon or comparable terminology, or by discussion of strategy.  No
assurance can be given that the future results covered by the forward looking information will be achieved.  Such
statements are subject to risks, uncertainties, and other factors which could cause actual results to differ materially
from future results expressed or implied by such forward looking information.  Important factors that could impact
operating results include, but are not limited to, (i) the effects of changing economic conditions in both the market
areas served by the Company and the Bank and nationally, (ii) credit risks of commercial, real estate, consumer and
other lending activities, (iii) significant changes in interest rates, (iv) changes in federal and state banking laws and
regulations which could affect operations, (v) funding costs, and (vi) other external developments which could
materially affect business and operations.
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CRITICAL ACCOUNTING POLICIES

Disclosure of the Company’s significant accounting policies is included in Note 1 to the consolidated financial
statements of the Company’s Annual Report on Form 10-K for the year ended December 31, 2010.  Some of these
policies are particularly sensitive requiring significant judgments, estimates and assumptions to be made by
Management.

REVIEW OF FINANCIAL POSITION

Total assets grew $27,993 or at an annualized rate of 10.1% to $586,580 at June 30, 2011, from $558,587 at
December 31, 2010. For the six months ended June 30, 2011, total assets averaged $571,562, an increase of $35,713
or 6.7%, from $535,849 for the same period of 2010. The balance sheet growth was driven by increases in total
deposits of $31,835 or at an annualized rate of 14.6% in the first half of 2011. Interest bearing deposits increased
$27,282, while noninterest bearing deposits grew $4,553. At June 30, loans, net increased $35,883 or at an annualized
rate of 18.5% to $426,655 in 2011 compared to $390,772 at December 31, 2010. Total stockholders’ equity increased
$5,754 or at an annualized rate of 23.0%, from $50,516 at year-end 2010 to $56,270 at June 30, 2011.

Investment Portfolio:

The entire securities portfolio is held as available for sale, which allows for greater flexibility in using the investment
portfolio for liquidity purposes by allowing securities to be sold when market opportunities occur.  Investment
securities totaled $114,096 at June 30, 2011, a decrease of $7,676, or 6.3% from $121,772 at December 31, 2010.  The
decline resulted from the sale of certain long-term tax-exempt municipal obligations and U.S. Government sponsored
enterprise securities in order to reduce the Company’s exposure to interest rate changes.

Securities available for sale are accounted for at fair value, with unrealized gains or losses net of deferred income
taxes reported in the accumulated other comprehensive income (loss) component of stockholders’ equity.  The carrying
value of securities at June 30, 2011 included a net unrealized gain of $3,091 reflected as accumulated other
comprehensive income of $2,040 in stockholders’ equity, net of deferred income taxes of $1,051.  This compares to a
net unrealized loss of $1,264 at December 31, 2010 reflected as an accumulated other comprehensive loss of $834, net
of deferred income taxes of $430. Any unrealized losses resulted from changes in interest rates subsequent to the
acquisition of the securities and management believes that these unrealized losses represent a temporary impairment
of those securities.    The Company does not intend to sell these securities nor is it likely it will be required to sell the
securities before recovery of amortized cost. The Company has the intent and ability to hold such securities until
maturity or market prices recover.
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Management monitors the earnings performance and effectiveness of liquidity of the securities portfolio on a monthly
basis through the Asset/Liability Committee (“ALCO”).  The ALCO also reviews and manages interest rate
risk.  Through active balance sheet management and analysis of the securities portfolio, the Company maintains
sufficient liquidity to satisfy depositor requirements and various credit needs of its customers.

Loan Portfolio:

Loans, net increased $35,883, or 9.2%, to $426,655 at June 30, 2011 from $390,772 at December 31,
2010.  Commercial loans increased $32,385, or 28.8 %, to $144,911 at June 30, 2011 compared to $112,526 at
December 31, 2010. Commercial real estate loans increased $5,022, or 3.7 %, to $141,932 at June 30, 2011 compared
to $136,910 at December 31, 2010. Residential real estate mortgages decreased $538, or 0.5%, to $118,886 at June 30,
2011 compared to $119,424 at December 31, 2010. Consumer loans decreased 4.5%, or $986, to $20,926 at June 30,
2011 compared to $21,912 at December 31, 2010.

Generally, maintaining a high loan to deposit ratio is a primary goal for the Company in order to maximize
profitability, but loan quality is always considered in this effort.  Management has continued its efforts to create good
underwriting standards for both commercial and consumer credit.  Most commercial lending is done primarily with
locally owned small businesses.

Deposits:

Deposits are attracted within the Bank’s primary market area through the offering of various deposit instruments
including demand deposit accounts, NOW accounts, money market deposit accounts, savings accounts, and time
deposits, including certificates of deposit and IRA’s.  During the six month period ended June 30, 2011, total deposits
increased $31,835, or 7.3%, to $470,569 compared to $438,734 at December 31, 2010.  Time deposits increased
$14,306, or 15.5%, to $106,753 at June 30, 2011, compared to $92,447 at December 31, 2010. Demand deposits,
increased $4,553, or 6.2%, to $78,216 at June 30, 2011, compared to $73,663 at December 31, 2010. Interest-bearing
checking deposits, including NOW and money market accounts, increased $15,557, or 20.1%, to $93,060 at June 30,
2011, compared to $77,503 at December 31, 2010.  Savings deposits decreased $2,581, or 1.3%, to $192,540 at June
30, 2011, compared to $195,121 at December 31, 2010.

The trend through six months of 2011 has been one of continued deposit growth. Interest rates have been at historic
lows for an extended period. Short term and core deposit rates have remained flat. As such, deposits have been
attracted by offering rates on time deposit products which are higher than other investment alternatives available to
customers elsewhere in the market place. The added benefit of expanded $250,000 FDIC insurance has also made
bank deposits an attractive investment vehicle to customers.
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Borrowings:

The Bank utilizes borrowings as a source of funds for its asset/liability management.  Advances are available from the
Federal Home Loan Bank (“FHLB) provided certain standards related to credit worthiness have been met.  Repurchase
and term agreements are also available from the FHLB.

Total short-term borrowings at June 30, 2011 were $36,352 as compared to $38,724 at December 31, 2010, a decrease
of $2,372, or 6.1%. Long-term debt was $21,862 as of June 30, 2011 compared to $27,336 as of December 31, 2010, a
decrease of $5,474, or 20.0%. The decrease in long-term debt is the result of contractual principal payments to the
FHLB as well as the early payment of a $5,000 borrowing from the FHLB with an original maturity of January 2015,
resulting in a prepayment penalty of $509, which is included in other expenses for the three and six month periods
ended June 30, 2011.  The Company chose early payment despite the penalty due to the favorable long term interest
implications.

Capital:

The adequacy of capital is reviewed on an ongoing basis with reference to the size, composition and quality of
resources and regulatory guidelines.  Management seeks to maintain a level of capital sufficient to support existing
assets and anticipated asset growth, maintain favorable access to capital markets, and preserve high quality credit
ratings.  As of June 30, 2011, the Bank’s Tier I capital to total average assets was 8.57% as compared to 8.53% at
December 31, 2010.  The Bank’s Tier 1 capital to risk weighted asset ratio was 10.91% and the total capital to risk
weighted asset ratio was 12.06% at June 30, 2011.  The Bank was deemed to be well-capitalized under regulatory
standards at June 30, 2011.

The Company repurchases its stock in the open market, or from individuals as warranted, to leverage the capital
account and to provide stock for its stock option plan and dividend reinvestment plan.  On April 29, 2011, the
Company’s Board of Directors announced they would reinstate a previously authorized repurchase plan and directed
management to complete the plan through the purchase of the remaining 65,751 shares of the Company’s common
stock associated with the plan.  For the six months ended June 30, 2011, the Company has purchased 5,500 shares of
stock at a total cost of $139.

Liquidity:

Liquidity measures an organization’s ability to meet cash obligations as they come due.  The liquidity of the Company
is reflected in its capacity to have sufficient amounts of cash available to fund the needs of customer withdrawal
requests, accommodate loan demand, and maintain regulatory reserve requirements. Additional liquidity is obtained
by either increasing liabilities or by decreasing other assets and converting them to more liquid assets. The primary
source for increasing liabilities is the generation of additional deposit accounts, which are managed through our
system of branches. Alternative sources of liquidity are generated from payments on existing loans or securities
available-for-sale.  Other sources include income from operations, decreases in federal funds sold or interest-bearing
deposits in other banks, securities sold under agreements to repurchase, and borrowings from the FHLB.  As of June
30, 2011, the Bank had a borrowing capacity from the FHLB of approximately $156.4 million.
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Management believes the Company has the capability to offer customers a variety of attractive deposit products at
competitive rates that will mitigate significant runoff in deposits from occurring. One such product is the certificate of
savings product which acts as a hybrid between a core savings account and a short term certificate of deposit. This
deposit product offers an interest rate higher than traditional core deposit savings accounts on the market and a
quarterly limit placed on customer withdrawals provides stability in funding to the Company. This account has proven
to be a deposit leader in the past and the Company will rely on it, along with traditional bank time deposits to provide
a source of funds. In addition to its ability to fund itself through deposit gathering, the Company also has available to
it, open lines of credit at the FHLB with current availability of approximately $134.5 million, and Atlantic Central
Bankers Bank of $7.0 million.

The ALCO addresses the liquidity needs of the Bank to see that sufficient funds are available to meet credit demands
and deposit withdrawals, as well as to the placement of available funds in the investment portfolio.  In assessing
liquidity requirements, equal consideration is given to the current position as well as the future outlook.

The Consolidated Statements of Cash Flows present the changes in cash and cash equivalents from operating,
investing and financing activities. Cash and cash equivalents, consisting of cash on hand, cash items in the process of
collection, deposit balances with other banks and federal funds sold, increased $5.3 million during the six months
ended June 30, 2011. Cash and cash equivalents increased $22.2 million for the same period last year. For the six
months ended June 30, 2011, net cash inflows of $22.7 million from financing activities and $4.1 million from
operating activities were partially offset by a $21.5 million net cash outflow from investing activities. For the same
period of 2010, net cash inflows of $36.6 million from financing activities and $5.1 million from operating activities
were partially offset by a $19.5 million net cash outflow from investing activities.

Financing activities provided net cash of $22.7 million for the six months ended June 30, 2011, and $36.6 million for
the same six months of 2010. Deposit gathering is our predominant financing activity. During the first six months of
2011 deposit gathering increased, which resulted in a $31.8 million increase in net cash. Similarly, deposit gathering
provided net cash of $24.5 million for the same period of 2010.  The Company continued to attract significant deposits
from new and existing customers in relation to natural gas leases within existing markets in Susquehanna and
Wyoming Counties in Pennsylvania.

Operating activities provided net cash of $4.1 million for the six months ended June 30, 2011, and $5.1 million for the
same six months of 2010. Net income, adjusted for the effects of noncash transactions such as depreciation and the
provision for loan losses, is the primary source of funds from operations.
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Investing activities primarily include transactions related to our lending activities and investment portfolio. Investing
activities used net cash of $21.5 million for the six months ended June 30, 2011, compared to $19.5 million for the
same period of 2010. For 2011, net cash used to fund an increase in lending activities exceeded the net proceeds
received from repayments and sales of investment securities. In 2010, a net increase in lending activities was the
primary factor causing the net cash outflow from investing activities.

Management believes the liquidity needs of the Company are satisfied by the current balance of cash and cash
equivalents, readily available access to traditional funding sources, and the portion of the securities and loan portfolios
that mature within one year.  The current sources of funds will enable the Company to meet all its cash obligations as
they come due.

Off-Balance Sheet Arrangements:

The Company’s consolidated financial statements do not reflect various commitments that are made in the normal
course of business, which may involve some liquidity risk.  These commitments consist primarily of unfunded loans
and letters of credit made under the same underwriting standards as on-balance sheet instruments.  Unused
commitments on June 30, 2011, totaled $53,323, consisting of $35,612 in unfunded commitments of existing loans
and $17,711 in letters of credit.  Due to fixed maturity dates, specified conditions within these instruments, and the
ultimate needs of our customers, many will expire without being drawn upon.  Management believes that amounts
actually drawn upon can be funded in the normal course of operations and therefore, do not represent a significant
liquidity risk to the Company.

In comparison, unused commitments, at December 31, 2010, totaled $56,012, consisting of $37,842 in unfunded
commitments of existing loans and $18,170 in letters of credit.

Interest Rate Sensitivity:

The management of interest rate sensitivity seeks to avoid fluctuating net interest margins and to provide consistent
net interest income through periods of changing interest rates.

The Company’s risk of loss arising from adverse changes in the fair value of financial instruments, or market risk, is
composed primarily of interest rate risk.  The primary objective of the Company’s asset/liability management activities
is to maximize net interest income while maintaining acceptable levels of interest rate risk.  The Company’s ALCO is
responsible for establishing policies to limit exposure to interest rate risk, and to ensure procedures are established to
monitor compliance with those policies.  The guidelines established by ALCO are reviewed by the Company’s Board
of Directors.
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The primary tools used to monitor sensitivity are the Statement of Interest Sensitivity Gap and the Interest Rate Shock
Analysis.  The Bank uses an internal software model to measure interest rate sensitivity.  In addition, an external
consulting firm performs a quarterly analysis to supplement our internal analysis.  The Statement of Interest
Sensitivity Gap is a good assessment of current position and is a very useful tool for ALCO.  This report is monitored
in an effort to “match” maturities or re-pricing opportunities of assets and liabilities, in order to attain the maximum
interest within risk tolerance policy guidelines.  However, this tool has inherent limitations in that certain assets and
liabilities may react to changes in interest rates in different ways, with some categories reacting in advance of changes
and some lagging behind the changes.  In addition, there are estimates used in determining the actual propensity to
change of certain items, such as deposits without maturities.

The following table represents projected changes in the Company’s net interest income given instantaneous and
parallel shifts in general market rates of plus or minus 100 and 200 basis points.

Calculated increase (decrease) in
projected net interest income

Changes in interest
rates June 30, 2011 June 30, 2010
+200 basis points $ (1,456 ) $ (1,212 )
+100 basis points (716 ) (566 )
-100 basis points (48 ) 140
-200 basis points (720 ) (344 )

REVIEW OF FINANCIAL PERFORMANCE

Net income for the second quarter of 2011 equaled $2,359 or $0.75 per share, an increase of $835 or 54.8% compared
to $1,524 or $0.49 per share for the second quarter of 2010. The improvement in earnings in 2011 was a result of the
recognition of higher net interest income and gains recognized on the sale of other real estate offset partially by
increases in noninterest expenses, the FHLB prepayment penalty of $509, and the provision for income taxes. Return
on average assets (“ROA”) measures the Company’s net income in relation to its total assets.  The Company’s ROA was
1.63% for the second quarter of 2011 compared to 1.12% for the same period of 2010.  Return on average equity
(“ROE”) indicates how effectively the Company can generate net income on the capital invested by its
stockholders.  The Company’s ROE was 18.56% for the second quarter of 2011 compared to 13.59% for the second
quarter of 2010.  Net income for the first half of 2011 equaled $4,158 or $1.32 per share, an increase of $1,116 or
36.7% compared to $3,042 or $0.97 per share for the first half of 2010.  The Company’s ROA was 1.47% for the first
half of 2011compared to 1.14% for the same period of 2010.  The Company’s ROE was 16.74% for the first half of
2011compared to 13.91% for the first half of 2010.
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Net Interest Income:

For the three months ended June 30, 2011, tax-equivalent net interest income increased $585 or 11.3% to $5,744 in
2011 from $5,159 in 2010.  The net interest spread increased to 3.96% for the three months ended June 30, 2011 from
3.73% for the three months ended June 30, 2010.  The net interest margin increased to 4.20% for the three month
period ended June 30, 2011 from 4.01% for the three month period ended June 30, 2010. The yield curve has
continued to be steep since the Federal Reserve began the process of injecting liquidity into the financial markets
through the implementation of lower overnight and discount rates as well as the treasury purchases aimed at keeping
borrowing rates low. Since deposit rates are affected by the short end of the yield curve and loan and securities rates
tend to follow the long end of the yield curve, the continuation of the current interest rate environment may assist the
Company in maintaining a stable net interest margin in the future.

For the six months ended June 30, 2011, tax-equivalent net interest income increased $1,345 or 13.3% to $11,432 in
2011 from $10,087 in 2010.  The net interest spread increased to 4.04% for the six months ended June 30, 2011 from
3.75% for the six months ended June 30, 2010.  The net interest margin increased to 4.28% for the six month period
ended June 30, 2011 from 4.04% for the six month period ended June 30, 2010.

For the three months ended June 30, 2011, tax equivalent interest revenue increased $341, or 5.0%, to $7,215 as
compared to $6,874 for the three months ended June 30, 2010.  The increase was primarily due to the growth in
average earning assets. The yield earned on loans declined for the second quarter of 2011 to 5.71% from 5.91% for the
second quarter of 2010.  Conversely, average earning assets increased to $549,129 for the three months ended June 30,
2011 compared to $515,892 for the three months ended June 30, 2010. Average loans increased to $417,213 for the
quarter ended June 30, 2011 compared to $364,526 for the same period in 2010.  This indicates that the increase in
interest revenue was volume driven when comparing the two periods. The resulting interest earned on loans was
$5,937 for the three month period ended June 30, 2011 compared to $5,367 for the same period in 2010, an increase of
$570 or 10.6%. The overall yield on earning assets, on a fully tax equivalent basis, decreased for the three months
ended June 30, 2011 to 5.27% as compared to 5.34% for the three months ended June 30, 2010. The decline was a
result of the continuation of the low interest rate environment along with increased market competition.
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Total interest expense decreased by $244, or 14.2%, to $1,471 for the three months ended June 30, 2011 from $1,715
for the three months ended June 30, 2010.  This decrease was attributable to the decrease in the cost of funds since the
average volume of interest bearing liabilities increased comparing the three months ended June 30, 2011 and 2010.
The cost of funds decreased to 1.31% for the three months ended June 30, 2011 as compared to 1.61% for the three
months ended of 2010.  Average interest bearing liabilities on the other hand increased to $448,963 for the three
months ended June 30, 2011 as compared to $426,588 for the three months ended June 30, 2010.  This increase was
primarily due to the increase in average time deposits.  Average time deposits increased to $104,176 for the three
month period ended June 30, 2011 as compared to $91,320 for the same period in 2010. In addition, average savings
deposit balances increased to $191,608 for the three month period ended June 30, 2011 as compared to $184,695 for
the same period in 2010. Special promotional rates were offered on longer term certificates of deposit to position the
Company for the eventual increase in market interest rates.

For the six months ended June 30, 2011, tax equivalent interest revenue increased $773, or 5.7%, to $14,290 as
compared to $13,517 for the six months ended June 30, 2010.  Similar to the second quarter results, the increase was
primarily due to the growth in average earning assets. The yield earned on loans declined for the first half of 2011 to
5.71% from 5.96% for the first half of 2010.  Conversely, average earning assets increased to $538,917 for the six
months ended June 30, 2011 compared to $503,541 for the six months ended June 30, 2010. Average loans increased
to $410,434 for the six months ended June 30, 2011 compared to $354,890 for the same period in 2010.  This
indicates that the increase in interest revenue was volume driven when comparing the two periods. The resulting
interest earned on loans was $11,613 for the six-month period ended June 30, 2011 compared to $10,493 for the same
period in 2010, an increase of $1,120 or 10.7%. The overall yield on earning assets, on a fully tax equivalent basis,
decreased for the six months ended June 30, 2011 to 5.35% as compared to 5.41% for the six months ended June 30,
2010.

Total interest expense decreased by $572, or 16.7%, to $2,858 for the six months ended June 30, 2011 from $3,430 for
the six months ended June 30, 2010.  Similar to the second quarter results, this decrease was the result of the decrease
in the cost of funds since the average volume of interest bearing liabilities rose comparing the six months ended June
30, 2011 and 2010. The cost of funds decreased to 1.31% for the six months ended June 30, 2011 as compared to
1.66% for the first half of 2010.  Average interest bearing liabilities on the other hand increased to $440,723 for the
six months ended June 30, 2011 as compared to $417,519 for the six months ended June 30, 2010.  This increase was
driven by the increase in average savings deposits and time deposits.  Average savings deposits increased to $192,630
for the six month period ended June 30, 2011 as compared to $181,327 for the same period in 2010. In addition, time
deposit balances increased to $99,836 for the six month period ended June 30, 2011 as compared to $90,326 for the
same period in 2010. The special promotional rates on longer term certificates of deposit attracted deposit customers.
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The average balances of assets and liabilities, corresponding interest income and expense and resulting average yields
or rates paid are summarized as follows. Averages for earning assets include nonaccrual loans. Investment averages
include available-for-sale securities at amortized cost. Income on investment securities and loans is adjusted to a tax
equivalent basis using the prevailing federal statutory tax rate of 34.0%.

Three months ended
June 2011 June 2010

Average Yield/ Average Yield/
ASSETS Balance Interest Rate Balance Interest Rate
Loans
Real estate $ 118,417 $ 1,753 5.94 % $ 117,273 $ 1,747 5.98 %
Installment 20,273 257 5.08 % 22,447 245 4.38 %
Commercial 241,194 3,391 5.64 % 197,732 2,948 5.98 %
Tax exempt 36,685 524 5.73 % 26,501 415 6.28 %
Other loans 644 12 7.47 % 573 12 8.40 %
Total loans 417,213 5,937 5.71 % 364,526 5,367 5.91 %
Investment securities
Taxable 68,614 641 3.75 % 80,834 758 3.76 %
Tax exempt 41,434 623 6.03 % 48,042 740 6.18 %
Total securities 110,048 1,264 4.61 % 128,876 1,498 4.66 %
Interest bearing balances
with other banks 1,364 3 0.88 % 995 1 0.40 %
Federal funds sold 20,504 11 0.22 % 21,495 8 0.15 %
Total earning assets 549,129 7,215 5.27 % 515,892 6,874 5.34 %
Less: allowance for loan
losses 4,443 4,278
Cash and due from banks 8,579 7,582
Premises and equipment,
net 7,843 7,189
Other assets 20,991 21,160
Total assets $ 582,099 $ 547,545
LIABILITIES AND
STOCKHOLDERS’
EQUITY
Deposits
Interest bearing demand $ 49,721 74 0.60 % $ 45,804 87 0.76 %
Savings 191,608 409 0.86 % 184,695 530 1.15 %
Money market  savings 42,150 68 0.65 % 37,562 75 0.80 %
Time 104,176 581 2.24 % 91,320 529 2.32 %
Total interest bearing
deposits 387,655 1,132 1.17 % 359,381 1,221 1.36 %
Borrowings 61,308 339 2.22 % 67,207 494 2.95 %
Total interest bearing
liabilities 448,963 1,471 1.31 % 426,588 1,715 1.61 %
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Net interest
income/spread $ 5,744 3.96 % $ 5,159 3.73 %
Non-interest bearing
demand deposits 78,959 71,951
Accrued expenses and
other liabilities 3,192 4,021
Stockholders’ equity 50,985 44,985
Total liabilities and
stockholders’ equity $ 582,099 $ 547,545
Net interest margin 4.20 % 4.01 %
Tax Equivalent
Adjustments:
Loans $ 178 $ 141
Investments 212 252
Total Adjustments $ 390 $ 393
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Six months ended
June 2011 June 2010

Average Yield/ Average Yield/
ASSETS Balance Interest Rate Balance Interest Rate
Loans
Real estate $118,879 $3,516 5.96 % $116,653 $3,477 6.01 %
Installment 20,576 497 4.87 % 22,164 516 4.69 %
Commercial 232,992 6,511 5.64 % 189,148 5,654 6.03 %
Tax exempt 37,343 1,064 5.75 % 26,362 824 6.30 %
Other loans 644 25 7.83 % 563 22 7.88 %
Total loans 410,434 11,613 5.71 % 354,890 10,493 5.96 %
Investment securities
Taxable 69,692 1,316 3.81 % 83,277 1,522 3.69 %
Tax exempt 44,444 1,343 6.09 % 48,110 1,488 6.24 %
Total securities 114,136 2,659 4.70 % 131,387 3,010 4.62 %
Interest bearing balances with
other banks 1,041 5 0.97 % 1,016 2 0.40 %
Federal funds sold 13,306 13 0.20 % 16,248 12 0.15 %
Total earning assets 538,917 14,290 5.35 % 503,541 13,517 5.41 %
Less: allowance for loan losses 4,297 3,862
Cash and due from banks 7,924 7,306
Premises and equipment, net 7,754 6,918
Other assets 21,264 21,946
Total assets $571,562 $535,849
LIABILITIES AND
STOCKHOLDERS’ EQUITY
Deposits
Interest bearing demand $44,528 123 0.56 % $45,618 191 0.84 %
Savings 192,630 820 0.86 % 181,327 1,070 1.19 %
Money market  savings 40,208 125 0.63 % 36,722 153 0.84 %
Time 99,836 1,108 2.24 % 90,326 1,059 2.36 %
Total interest bearing deposits 377,202 2,176 1.16 % 353,993 2,473 1.41 %
Borrowings 63,521 682 2.17 % 63,526 957 3.04 %
Total interest bearing liabilities 440,723 2,858 1.31 % 417,519 3,430 1.66 %
Net interest income/spread $11,432 4.04 % $10,087 3.75 %
Non-interest bearing demand
deposits 76,862 70,545
Accrued expenses and other
liabilities 3,898 3,694
Stockholders’ equity 50,079 44,091
Total liabilities and
stockholders’ equity $571,562 $535,849
Net interest margin 4.28 % 4.04 %
Tax Equivalent Adjustments:
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Loans $361 $280
Investments 457 506
Total Adjustments $818 $786
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Provision for Loan Losses:

The provision for loan losses for the three months ended June 30, 2011 was $804, an increase of $122, or 17.9% over
the same period in 2010.  A deterioration in the ability of one large commercial customer to repay certain loans, in
accordance with contractual terms, caused the increase in 2011.  In the three month period ended June 30, 2011, net
charge-offs totaled $7, or 0.01% of average loans as compared $1, or 0.00% of average loans, for the same three
month period in 2010.

The provision for loan losses for the six months ended June 30, 2011 was $1,225, a decrease of $352, or 22.3% over
the same period in 2010. During the six month period ended June 30, 2011, net charge-offs totaled $172, or 0.08% of
average loans as compared to $123, or 0.07% of average loans, for the same six month period in 2010. The allowance
for loan losses as a percentage of loans, net was 1.21% at June 30, 2011 and 1.30% at June 30, 2010.

Monthly, senior management uses a detailed analysis of the loan portfolio to determine loan loss reserve
adequacy.  The process considers all “problem loans” including criticized and watched loans.  Prior loan loss history and
current market trends, both nationally and locally, are taken into consideration.  A watch list of potential problem
loans is maintained and monitored on a monthly basis by the Board of Directors.  Based upon this analysis, senior
management has concluded that the allowance of loan losses is adequate at June 30, 2011.

Noninterest Income:

Noninterest income for the second quarter increased $1,319, or 100.6%, to $2,630 in 2011 from $1,311 in
2010.  Included in noninterest income in 2011 was a nonrecurring gain on the sale of a commercial property held as
other real estate owned of $1,583.  Non recurring noninterest income recognized in 2010 included a $320 tax-exempt
cash surrender receipt from bank owned life insurance.  Noninterest income in the second quarter of 2011 included
$236 in commission income from our Wealth Management Division.  This represents an increase of $137, or 138.4%
over the second quarter of 2010.  The increase is attributed to the fourth quarter 2010 purchase of an existing
investment advisory business.  The purchase of this business added an additional investment representative. Investing
activity has increased and, coupled with the additional investments managed, has increased the commission income
recognized.

Noninterest income for the six months ended June 30, 2011 increased $1,029, or 42.5%, to $3,452 in 2011 from
$2,423 during the same period in 2010.  Noninterest income in the first half of 2011 included $375 in commission
income from our Wealth Management Division as compared to $159 for the same period in 2010.  This represents an
increase of $216, or 135.9% over the first quarter of 2010.
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Mortgage banking income totaled $98 for the second quarter of 2011, compared to $63 for the same period in
2010.  Mortgage banking income recognized through mortgage sales has continued to be an income producer as more
customers are attracted by the rates offered by Fannie Mae. For the six months ended June 30, 2011, mortgage
banking income totaled $146, compared to $140 for the same period in 2010.

Gains on security sales were $2 for the three months ended June 30, 2011 compared to gains of $179 for the
comparable period in 2010.  Gains on security sales were $12 for the six months ended June 30, 2011 compared to
gains of $201 for the same six month period in 2010.  As previously mentioned in the discussion of securities,
management evaluates securities for OTTI at least on a quarterly basis, and more frequently when economic or market
concerns warrant such evaluation. Impairment charges of $84 were recorded against income for the six months ended
June 30, 2011. No impairment charges were recorded for the comparable period of 2010.  The 2011 charges are
related to a common equity security. Consideration was given to the extent of the loss position, the length of time it
had been below cost and the prospects for recovery.

Noninterest Expenses:

Total noninterest expenses increased $560, or 16.0%, to $4,070 during the three months ended June 30, 2011
compared to $3,510 for the comparable period in 2010. Total noninterest expenses increased $918, or 14.0%, to
$7,465 during the six months ended June 30, 2011 compared to $6,547 for the comparable period in 2010.

Salaries and benefits expense increased $233, or 16.7%, to $1,628 for the three months ended June 30, 2011 compared
to $1,395 for the same period in 2010. Salaries and benefits expense increased $368, or 13.6%, to $3,074 for the six
months ended June 30, 2011 compared to $2,706 for the same period in 2010. Additional staffing in the loan, finance
and wealth management divisions, along with normal merit increases, caused the salary portion to increase $247 when
comparing the first half of 2011 to the first half of 2010. The cost of employee benefits continued to increase for the
first six months of 2011. Health insurance costs increased $42 for the six months ended June 30, 2011 compared to the
same period in 2010.

Net occupancy and equipment expense increased $85, or 13.8%, for the three month period ended June 30, 2011, to
$699, compared to $614 for the same period in 2010. Net occupancy and equipment expense increased $139, or
11.3%, for the six months ended June 30, 2011, to $1,375, compared to $1,236 for the same period in 2010. Increased
depreciation expense and other costs related to equipment and computer systems caused the increase between
comparable periods. The ongoing need for new technologies has increased the need for additional equipment and the
costs associated with such equipment.

Other expenses increased to $1,743 for the quarter ended June 30, 2011 from $1,501 for the same period last
year.  Other expenses increased to $3,016 for the six months ended June 30, 2011 from $2,605 for the same period in
2010.  Included in other expenses in 2011 is a nonrecurring $509 penalty assessed during the current quarter by the
FHLB for the prepayment of a $5,000 borrowing which had an original maturity of January 2015.
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Income Tax Provision:

The Company recorded an income tax expense of $751, or 24.1% of pre-tax income, and $361, or 19.2% of pre-tax
income for the quarters ended June 30, 2011 and 2010. The Corporation recorded an income tax expense of $1,218, or
22.7% of pre-tax income, and $558, or 15.5% of pre-tax income for the six-month periods ended June 30, 2011 and
2010. Taxable income was reduced in 2010 by tax exempt cash surrender value received from bank owned life
insurance.

Item 3.  Quantitative and Qualitative Disclosures about Market Risk

The overnight borrowing rate has been subject to a range of 0% to 0.25% since the Federal Reserve adopted their
accommodative monetary policy. The Federal Reserve and Treasury Department have also acted in concert to drive
longer term rates to historic lows as well as operating as a backstop to the financial industry through direct infusions
of capital. While some federal programs to aid the economy have expired, there are no immediate signs that the
current rate environment will change in the near term as the employment and housing sectors have shown only
minimal signs of improvement. As such, the Company is operating within a steep, albeit low rate yield curve
environment which has allowed the Company to maintain a strong net interest margin. At June 30, 2011, the Company
is subject to a greater level of interest rate sensitivity given a rising rate scenario. The results of the latest financial
simulation indicate a possible decrease in net interest income of 6.9% given an instantaneous and parallel change of
+200 basis points.  A decrease of 3.4% is shown in the model at a -200 basis point rate shock scenario.  The net
interest income risk position of the Company is within the guidelines established by the asset/liability policy for
interest rate sensitivity testing.  The Bank continuously monitors this rate sensitivity and acts accordingly to minimize
its risk to the overall asset liability position of the Company.  To mitigate exposure to rising rates, the Company has
implemented a plan to shorten the duration on the asset side of the balance sheet to allow for flexibility to reinvest at
the higher rates.

Equity value at risk is monitored regularly and is also within established policy limits.  Please refer to the Annual
Report on Form 10-K filed with the Securities and Exchange Commission for December 31, 2010, for a further
discussion of this matter.
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MANAGEMENT’S DISCUSSION AND ANALYSIS
(Dollars in thousands, except per share data)

Item 4.  Controls and Procedures

(a)  Evaluation of disclosure controls and procedures.

The Company’s management, including the Company’s Chief Executive Officer and Principal Financial Officer,
evaluated the effectiveness of the design and operation of the Company’s disclosure controls and procedures (as
defined in Rule 13a-15(e) and 15(d)-15(e) under the Securities Exchange Act of 1934, as amended) as of June 30,
2011.  Based upon that evaluation, the Chief Executive Officer and Principal Financial Officer concluded that, as of
the Evaluation Date, the Company’s disclosure controls and procedures were effective in timely alerting them to any
material information relating to the Company and its subsidiaries required to be included in the Company’s periodic
SEC filings.

(b)  Changes in internal controls.

There were no changes made in the Company’s internal controls over financial reporting that occurred during the
Company’s most recent fiscal quarter that have materially affected, or are reasonably likely to materially affect, the
Company’s internal controls over financial reporting.
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PART II                      OTHER INFORMATION

Item 1.  Legal Proceedings

The nature of the Company’s business generates a certain amount of litigation involving matters arising out of the
ordinary course of business.  In the opinion of management, there are no legal proceedings that might have a material
effect on the consolidated results of operations, liquidity, or the financial position of the Company at this time.

Item 1A.  Risk Factors

No changes from those previously disclosed.

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

On July 2, 2001, the Board of Directors authorized the repurchase of 158,931 shares of the Company’s common
stock.  The following purchases were made by or on behalf of the Company or any “affiliated purchaser,” as defined in
the Exchange Act Rule 10b-18(a) (3), of the Company’s common stock during each of the three months ended June 30,
2011.  As of June 30, 2011, there were 60,251 shares available for repurchase under the 2001 Stock Repurchase
Program with no expiration date.

MONTH

Total number
of shares
purchased

Average price
paid per share

Total number
of shares

purchased as
part of publicly

announced
plans or

programs

Maximum
number of

shares that may
yet be

purchased
under the plans

or programs
April 1, 2011 – April 30, 2011 65,751
May 1, 2011 – May 31, 2011 500 $ 27.00 500 65,251
June 1, 2011 – June 30, 2011 5,000 $ 27.25 5,000 60,251
    TOTAL 5,500 $ 27.22 5,500

Item 3.  Defaults upon Senior Securities

None.

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

At the Annual Meeting of Shareholders, held on April 23, 2011, William E. Aubrey, II, Chairman of the Board of
Directors of the Company, reported on the Items of Business:  (i) Election of three Class I Directors to hold office for
three years from the date of election and until his successor(s) shall have been elected and qualified; (ii) To hold an
advisory vote on executive compensation; and (iii) To hold an advisory vote on the frequency of holding the advisory
vote on executive compensation.  Mr. Aubrey reported that the Judge of Election and Proxies had completed the
voting tabulations and on the basis of their report, he declared that George H. Stover, Jr., Richard S. Lochen, Jr. and
Ronald G. Kukuchka were elected for a three-year term.
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Item 4.  Submission of Matters to a Vote of Security Holders (Continued)

Election of Class I Directors

NAME FOR
WITHHOLD
AUTHORITY

George H. Stover,
Jr. 1,666,192 37,212
Richard S. Lochen,
Jr. 1,663,531 39,873
Ronald G.
Kukuchka 1,629,143 74,260

Advisory Vote on Executive Compensation

FOR AGAINST ABSTAIN
1,480,282 121,391 101,730

Advisory Vote on the Frequency of Holding Advisory Vote on Executive Compensation

1
YEAR 2 YEARS 3 YEARS ABSTAIN
313,444 133,594 1,033,600 222,766

Item 5.  Other Information

None.

Item 6.  Exhibits

31 (i) Certification of Chief Executive Officer Principal Financial Officer pursuant to Rule
13a-14(a)/15d-14(a).

32 Certification of Chief Executive Officer pursuant to Section 1350 of Sarbanes-Oxley Act of
2002.

  101 The following materials from Peoples Financial Services Corp. Quarterly Report on Form
10-Q for the period ended June 30, 2011, Formatted in XBRL (i) the Consolidated Balance
Sheets, (ii) the Consolidated Statements of Income, (iii) the Consolidated Statements of
Stockholders' Equity, (iv) the Consolidated Statements of Cash Flows and (v) the Notes to
the Consolidated Financial Statements.
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SIGNATURES

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

PEOPLES FINANCIAL SERVICES CORP.

/s/Alan W. Dakey August 9, 2011
Alan W. Dakey, President, CEO
(Principal Executive Officer)

/s/Scott A. Seasock August 9, 2011
Scott A. Seasock, Senior Vice President
(Principal Financial Officer)
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EXHIBIT INDEX

Item Number Description

31 (i)
CEO and CFO Certifications Pursuant to Rule 13a-14 (a)
/15d-14 (a).

32 CEO and CFO Certifications Pursuant to Section 1350.

101 The following materials from Peoples Financial Services Corp.
Quarterly Report on Form 10-Q for the period ended June 30,
2011, Formatted in XBRL (i) the Consolidated Balance Sheets,
( i i )  the Consolidated Statements  of  Income,  ( i i i )  the
Consolidated Statements of Stockholders’ Equity, (iv) the
Consolidated Statements of Cash Flows and (v) the Notes to the
Consolidated Financial Statements.*

*This information is deemed furnished and filed.
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