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(Exact name of registrant as specified in its charter)

Pennsylvania 23-2226454
(State or other jurisdiction of
incorporation or organization)

(I.R.S. Employer
Identification No.)

300 Market Street, P.O. Box 967
Williamsport, Pennsylvania 17703-0967

Registrant�s telephone number, including area code (570) 322-1111

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

Title of each class Name of each exchange which registered
Common Stock, par value $8.33 per share The NASDAQ Stock Market LLC

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

None

(Title of Class)

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

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

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been subject
to such filing requirements for the past 90 days. Yes x No o

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate website, if any, every Interactive Data
File required to be submitted and posted pursuant to Rule 405 of Regulation S-T during the preceding 12 months (or for such shorter period that
the registrant was required to submit and post such files). Yes x No o

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained herein, and will not be
contained, to the best of registrant�s knowledge, in definitive proxy or information statements incorporated by reference in Part III of this
Form 10-K or any amendment to this Form 10-K.
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Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a nonaccelerated filer, or a smaller reporting
company. See definition of �large accelerated filer�, �accelerated filer�, and �smaller reporting company� in Rule 12b-2 of the Exchange Act.  (Check
one):

Large accelerated filer o Accelerated filer x

Non-accelerated filer o Smaller reporting company o

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

State the aggregate market value of the voting stock held by non-affiliates of the registrant $152,782,420 at June 30, 2012.

Indicate the number of shares outstanding of each of the issuer�s classes of common stock, as of the latest practicable date.

Class Outstanding at March 1, 2013
Common Stock, $8.33 Par Value 3,838,807 Shares
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PART I

ITEM 1                 BUSINESS

A. General Development of Business and History

On January 7, 1983, Penns Woods Bancorp, Inc. (the �Company�) was incorporated under the laws of the Commonwealth of Pennsylvania as a
bank holding company. The Jersey Shore State Bank, a Pennsylvania state-charted bank, (the �Bank�) became a wholly owned subsidiary of the
Company and each outstanding share of Bank common stock was converted into one share of Company common stock.  This transaction was
approved by the shareholders of the Bank on April 11, 1983 and was effective on July 12, 1983.  The Company�s two other wholly-owned
subsidiaries are Woods Real Estate Development Company, Inc. and Woods Investment Company, Inc.  The Company�s business has consisted
primarily of managing and supervising the Bank, and its principal source of income has been dividends paid by the Bank and Woods Investment
Company, Inc.

The Bank is engaged in commercial and retail banking which includes the acceptance of time, savings, and demand deposits, the funding of
commercial, consumer, and mortgage loans, and safe deposit services.  Utilizing a branch office network, ATMs, internet, and telephone
banking delivery channels, the Bank delivers its products and services to the communities it resides in.

In October 2000, the Bank acquired The M Group, Inc. D/B/A The Comprehensive Financial Group (�The M Group�). The M Group, which
operates as a subsidiary of the Bank, offers insurance and securities brokerage services. Securities are offered by The M Group through ING
Financial Partners, Inc., a registered broker-dealer.

Neither the Company nor the Bank anticipates that compliance with environmental laws and regulations will have any material effect on capital
expenditures, earnings, or on its competitive position.  The Bank is not dependent on a single customer or a few customers, the loss of whom
would have a material effect on the business of the Bank.

The Bank employed 194 persons as of December 31, 2012 in either a full-time or part-time capacity.  The Company does not have any
employees.  The principal officers of the Bank also serve as officers of the Company.

Woods Investment Company, Inc., a Delaware holding company, maintains an investment portfolio that is managed for total return and to fund
dividend payments to the Company.

Woods Real Estate Development Company, Inc. serves the Company through its acquisition and ownership of certain properties utilized by the
Bank.
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B. Regulation and Supervision

The Company is subject to the provisions of the Bank Holding Company Act of 1956, as amended (the �BHCA�) and to supervision and
examination by the Board of Governors of the Federal Reserve System (the �FRB�).  The Bank is also subject to the supervision and examination
by the Federal Deposit Insurance Corporation (the �FDIC�), as its primary federal regulator and as the insurer of the Bank�s deposits.  The Bank is
also regulated and examined by the Pennsylvania Department of Banking (the �Department�).

The insurance activities of The M Group are subject to regulation by the insurance departments of the various states in which The M Group,
conducts business including principally the Pennsylvania Department of Insurance. The securities brokerage activities of The M Group are
subject to regulation by federal and state securities commissions.

The FRB has issued regulations under the BHCA that require a bank holding company to serve as a source of financial and managerial strength
to its subsidiary banks.  As a result, the FRB, pursuant to such regulations, may require the Company to stand ready to use its resources to
provide adequate capital funds to the Bank during periods of financial stress or adversity.  The BHCA requires the Company to secure the prior
approval of the FRB before it can acquire all or substantially all of the assets of any bank, or acquire ownership or control of 5% or more of any
voting shares of any bank.  Such a transaction would also require approval of the Department.

A bank holding company is prohibited under the BHCA from engaging in, or acquiring direct or indirect control of, more than 5% of the voting
shares of any company engaged in non-banking activities unless the FRB, by order or regulation, has found such activities to be so closely
related to banking or managing or controlling banks as to be a proper incident thereto.  Under the BHCA, the FRB has the authority to require a
bank holding company to terminate any activity or relinquish control of a non-bank subsidiary (other than a non-bank subsidiary of a bank) upon
the FRB�s determination that such activity or control constitutes a serious risk to the financial soundness and stability of any bank subsidiary of
the bank holding company.

3
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Bank holding companies are required to comply with the FRB�s risk-based capital guidelines.  The risk-based capital rules are designed to make
regulatory capital requirements more sensitive to differences in risk profiles among banks and bank holding companies and to minimize
disincentives for holding liquid assets.  Currently, the required minimum ratio of total capital to risk-weighted assets (including certain
off-balance sheet activities, such as standby letters of credit) is 8%.  At least half of the total capital is required to be Tier 1 capital, consisting
principally of common shareholders� equity, less certain intangible assets. The remainder (�Tier 2 capital�) may consist of certain preferred stock, a
limited amount of subordinated debt, certain hybrid capital instruments and other debt securities, 45% of net unrealized gains on marketable
equity securities, and a limited amount of the general loan loss allowance.  The risk-based capital guidelines are required to take adequate
account of interest rate risk, concentration of credit risk, and risks of nontraditional activities.

In addition to the risk-based capital guidelines, the FRB requires each bank holding company to comply with the leverage ratio, under which the
bank holding company must maintain a minimum level of Tier 1 capital to average total consolidated assets of 3% for those bank holding
companies which have the highest regulatory examination ratings and are not contemplating or experiencing significant growth or expansion. 
All other bank holding companies are expected to maintain a leverage ratio of at least 4% to 5%. The Bank is subject to similar capital
requirements adopted by the FDIC.

Dividends

Federal and state laws impose limitations on the payment of dividends by the Bank.  The Pennsylvania Banking Code restricts the availability of
capital funds for payment of dividends by the Bank to its additional paid-in capital.

In addition to the dividend restrictions described above, the banking regulators have the authority to prohibit or to limit the payment of dividends
by the Bank if, in the banking regulator�s opinion, payment of a dividend would constitute an unsafe or unsound practice in light of the financial
condition of the Bank.

Under Pennsylvania law, the Company may not pay a dividend, if, after giving effect thereto, it would be unable to pay its debts as they become
due in the usual course of business and, after giving effect to the dividend, the total assets of the Company would be less than the sum of its total
liabilities plus the amount that would be needed, if the Company were to be dissolved at the time of distribution, to satisfy the preferential rights
upon dissolution of shareholders whose rights are superior to those receiving the dividend.

It is also the policy of the FRB that a bank holding company generally only pay dividends on common stock out of net income available to
common shareholders over the past year and only if the prospective rate of earnings retention appears consistent with a bank holding company�s
capital needs, asset quality, and overall financial condition.  In the current financial and economic environment, the FRB has indicated that bank
holding companies should carefully review their dividend policy and has discouraged dividend pay-out ratios at the 100% level unless both asset
quality and capital are very strong.  A bank holding company also should not maintain a dividend level that places undue pressure on the capital
of such institution�s subsidiaries, or that may undermine the bank holding company�s ability to serve as a source of strength for such subsidiaries.

C. Regulation of the Bank

Edgar Filing: PENNS WOODS BANCORP INC - Form 10-K

8



The Bank is highly regulated by the FDIC and the Pennsylvania Department of Banking and Securities.  The laws that such agencies enforce
limit the specific types of businesses in which the Bank may engage, and the products and services that the Bank may offer to customers. 
Generally, these limitations are designed to protect the insurance fund of the FDIC and/or the customers of the Bank, and not the Bank or its
shareholders.  From time to time, various types of new federal and state legislation have been proposed that could result in additional regulation
of, and restrictions of, the business of the Bank. It cannot be predicted whether any such legislation will be adopted or how such legislation
would affect business of the Bank.  As a consequence of the extensive regulation of commercial banking activities in the United States, the
Bank�s business is particularly susceptible to being affected by federal legislation and regulations that may increase the costs of doing business. 
Some of the major regulatory provisions that affect the business of the Bank are discussed briefly below.

Prompt Corrective Action

The FDIC has specified the levels at which an insured institution will be considered �well-capitalized,� �adequately capitalized,� �undercapitalized,�
and �critically undercapitalized.� In the event an institution�s capital deteriorates to the �undercapitalized� category or below, the Federal Deposit
Insurance Act (the �FDIA�) and FDIC regulations prescribe an increasing amount of regulatory intervention, including: (1) the institution of a
capital restoration plan by a bank and a guarantee of the plan by a parent institution and liability for civil money damages for failure to fulfill its
commitment on that guarantee; and (2) the placement of a hold on increases in assets, number of branches, or lines of business.  If capital has
reached the significantly or critically undercapitalized levels, further material restrictions can be imposed, including restrictions on interest
payable on accounts, dismissal of management and (in critically undercapitalized situations) appointment of a
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receiver.  For well-capitalized institutions, the FDIA provides authority for regulatory intervention where the institution is deemed to be
engaging in unsafe or unsound practices or receives a less than satisfactory examination report rating for asset quality, management, earnings or
liquidity.

Deposit Insurance

The FDIC maintains the DIF by assessing depository institutions an insurance premium. The amount each institution was assessed is based upon
a variety of factors that included the balance of insured deposits as well as the degree of risk the institution possessed to the insurance fund.  As a
result of the enactment of the Emergency Economic Stabilization Act of 2008, the FDIC temporarily increased the amount of deposits it insures
from $100,000 to $250,000. This increase has been made permanent. The Bank paid an insurance premium into the DIF based on the quarterly
average daily deposit liabilities net of certain exclusions. The FDIC used a risk-based premium system that assessed higher rates on those
institutions that posed a greater risk to the DIF. The FDIC placed each institution in one of four risk categories using a two-step process based
first on capital ratios (the capital group assignment) and then on other relevant information (the supervisory group assignment). Subsequently,
the rate for each institution within a risk category was adjusted depending upon different factors that either enhance or reduce the risk the
institution poses to the DIF, including the unsecured debt, secured liabilities and brokered deposits related to each institution. Finally, certain
risk multipliers were applied to the adjusted assessment.

Beginning with the second quarter of 2011, as mandated by the Dodd-Frank Wall Street Reform and Consumer Protection Act (the �Dodd-Frank
Act�), the assessment base that the FDIC uses to calculate assessment premiums became a bank�s average assets minus average tangible equity. 
As the asset base of the banking industry is larger than the deposit base, the range of assessment rates will change to a low or 2.5 basis points to
a high of 45 basis points, per $100 of assets; however, the dollar amount of the actual premiums is expected to be roughly the same.

The FDIC is required under the Dodd-Frank Act to establish assessment rates that will allow the Deposit Insurance Fund to achieve a reserve
ratio of 1.35% of Insurance Fund insured deposits by September 2020.  In addition, the FDIC has established a �designated reserve ratio� of 2.0%,
a target ratio that, until it is achieved, will not likely result in the FDIC reducing assessment rates.  In attempting to achieve the mandated 1.35%
ratio, the FDIC is required to implement assessment formulas that charge banks over $10 billion in asset size more than banks under that size. 
Those new formulas began in the second quarter of 2011, but did not affect the Bank.  Under the Dodd-Frank Act, the FDIC is authorized to
make reimbursements from the insurance fund to banks if the reserve ratio exceeds 1.50%, but the FDIC has adopted the �designated reserve ratio�
of 2.0% and has announced that any reimbursements from the fund are indefinitely suspended.

On November 12, 2009, the FDIC approved a rule to require insured institutions to prepay their estimated quarterly risk-based assessments for
the fourth quarter of 2009, and for all of 2010, 2011, and 2012. An insured institution�s risk-based deposit insurance assessments will continue to
be calculated on a quarterly basis, but will be paid from the amount the institution prepaid until the later of the date that amount is exhausted or
June 30, 2013, at which point any remaining funds would be returned to the insured institution. Consequently, the Company�s prepayment of DIF
premiums made in December 2009 resulted in a prepaid asset of $812,000 at December 31, 2012.

Federal Home Loan Bank System
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The Bank is a member of the Federal Home Loan Bank of Pittsburgh (the �FHLB�), which is one of 12 regional Federal Home Loan Banks. Each
Federal Home Loan Bank serves as a reserve or central bank for its members within its assigned region.  It is funded primarily from funds
deposited by member institutions and proceeds from the sale of consolidated obligations of the Federal Home Loan Bank System. It makes loans
to members (i.e., advances) in accordance with policies and procedures established by the board of directors of the Federal Home Loan Bank. 
At December 31, 2012, the Bank had $92,514,000 in FHLB advances.

As a member, the Bank is required to purchase and maintain stock in the FHLB in an amount equal to the greater of 1% of its aggregate unpaid
residential mortgage loans, home purchase contracts or similar obligations at the beginning of each year or 5% of its outstanding advances from
the FHLB.  At December 31, 2012, the Bank had $5,251,000 in stock of the FHLB which was in compliance with this requirement.

Other Legislation

The Dodd-Frank Act was enacted on July 21, 2010.  This new law will significantly change the current bank regulatory structure and affect the
lending, deposit, investment, trading and operating activities of financial institutions and their holding companies.  The Dodd-Frank Act requires
various federal agencies to adopt a broad range of new rules and regulations, and to prepare various studies and reports for Congress.  The
federal agencies are given significant discretion in drafting such rules and regulations, and consequently, many of the details and much of the
impact of the Dodd-Frank Act may not be known for some time.

5
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Certain provisions of the Dodd-Frank Act are expected to have a near term impact on the Company. For example, effective July 21, 2011, a
provision of the Dodd-Frank Act eliminated the federal prohibitions on paying interest on demand deposits, thus allowing businesses to have
interest bearing checking accounts. Depending on competitive responses, this significant change to existing law could have an adverse impact on
the Company�s interest expense.

The Dodd-Frank Act also broadens the base for FDIC insurance assessments. Under the Dodd-Frank Act, the assessment base will no longer be
an institution�s deposit base, but rather its average consolidated total assets less its average tangible equity during the assessment period.  The
Dodd-Frank Act also permanently increased the maximum amount of deposit insurance for banks, savings institutions and credit unions to
$250,000 per depositor, retroactive to January 1, 2008.

Bank and thrift holding companies with assets of less than $15 billion as of December 31, 2009, such as the Company, will be permitted to
include trust preferred securities that were issued before May 19, 2010, as Tier 1 capital; however, trust preferred securities issued by a bank or
thrift holding company (other than those with assets of less than $500 million) after May 19, 2010, will no longer count as Tier 1 capital. Trust
preferred securities still will be entitled to be treated as Tier 2 capital.

The Dodd-Frank Act requires publicly traded companies to give shareholders a non-binding vote on executive compensation and so-called
�golden parachute� arrangements, and may allow greater access by shareholders to the company�s proxy material by authorizing the SEC to
promulgate rules that would allow shareholders to nominate their own candidates using a company�s proxy materials. The legislation also directs
the FRB to promulgate rules prohibiting excessive compensation paid to bank holding company executives, regardless of whether the company
is publicly traded.

The Dodd-Frank Act creates a new Consumer Financial Protection Bureau with broad powers to supervise and enforce consumer protection
laws. The Consumer Financial Protection Bureau has broad rule-making authority for a wide range of consumer protection laws that apply to all
banks and savings institutions, including the authority to prohibit �unfair, deceptive or abusive� acts and practices. The Consumer Financial
Protection Bureau has examination and enforcement authority over all banks and savings institutions with more than $10 billion in assets. Banks
and savings institutions with $10 billion or less in assets such as the Bank will continue to be examined for compliance with the consumer laws
by their primary bank regulators. The Dodd-Frank Act also weakens the federal preemption rules that have been applicable for national banks
and federal savings associations, and gives state attorneys general the ability to enforce federal consumer protection laws.

It is difficult to predict at this time the specific impact the Dodd-Frank Act and the yet to be written implementing rules and regulations will
have on community banks. Given the uncertainty associated with the manner in which the provisions of the Dodd-Frank Act will be
implemented by the various regulatory agencies and through regulations, the full extent of the impact such requirements will have on financial
institutions� operations is presently unclear. The changes resulting from the Dodd-Frank Act may impact the profitability of our business
activities, require changes to certain of our business practices, impose upon us more stringent capital, liquidity and leverage ratio requirements
or otherwise adversely affect our business. These changes may also require us to invest significant management attention and resources to
evaluate and make necessary changes in order to comply with new statutory and regulatory requirements.

The Sarbanes-Oxley Act of 2002 was enacted to enhance penalties for accounting and auditing improprieties at publicly traded companies and to
protect investors by improving the accuracy and reliability of corporate disclosures under the federal securities laws.  The Sarbanes-Oxley Act
generally applies to all companies, including the Company, that file or are required to file periodic reports with the Securities and Exchange
Commission under the Securities Exchange Act of 1934, or the Exchange Act.  The legislation includes provisions, among other things,
governing the services that can be provided by a public company�s independent auditors and the procedures for approving such services,

Edgar Filing: PENNS WOODS BANCORP INC - Form 10-K

12



requiring the chief executive officer and principal accounting officer to certify certain matters relating to the company�s periodic filings under the
Exchange Act, requiring expedited filings of reports by insiders of their securities transactions and containing other provisions relating to insider
conflicts of interest, increasing disclosure requirements relating to critical financial accounting policies and their application, increasing penalties
for securities law violations, and creating a new public accounting oversight board, a regulatory body subject to SEC jurisdiction with broad
powers to set auditing, quality control, and ethics standards for accounting firms.  In response to the legislation, the national securities exchanges
and NASDAQ have adopted new rules relating to certain matters, including the independence of members of a company�s audit committee as a
condition to listing or continued listing.

Congress is often considering some financial industry legislation, and the federal banking agencies routinely propose new regulations.  The
Company cannot predict how any new legislation, or new rules adopted by federal or state banking agencies, may affect the business of the
Company and its subsidiaries in the future.  Given that the financial industry remains under stress and severe scrutiny, and given that the U.S.
economy has not yet fully recovered to pre-crisis levels of activity, the Company expects that there will be significant legislation and regulatory
actions that may materially affect the banking industry for the foreseeable future.
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Environmental Laws

Environmentally related hazards have become a source of high risk and potential liability for financial institutions relating to their loans.
Environmentally contaminated properties owned by an institution�s borrowers may result in a drastic reduction in the value of the collateral
securing the institution�s loans to such borrowers, high environmental clean up costs to the borrower affecting its ability to repay the loans, the
subordination of any lien in favor of the institution to a state or federal lien securing clean up costs, and liability to the institution for clean up
costs if it forecloses on the contaminated property or becomes involved in the management of the borrower. The Company is not aware of any
borrower who is currently subject to any environmental investigation or clean up proceeding which is likely to have a material adverse effect on
the financial condition or results of operations of the Company.

Effect of Government Monetary Policies

The earnings of the Company are and will be affected by domestic economic conditions and the monetary and fiscal policies of the United States
Government and its agencies.   The monetary policies of the FRB have had, and will likely continue to have, an important impact on the
operating results of commercial banks through its power to implement national monetary policy in order, among other things, to curb inflation or
combat a recession. The FRB has a major effect upon the levels of bank loans, investments, and deposits through its open market operations in
the United States Government securities and through its regulation of, among other things, the discount rate on borrowing of member banks and
the reserve requirements against member bank deposits.  It is not possible to predict the nature and impact of future changes in monetary and
fiscal policies.

DESCRIPTION OF BANK

History and Business

The Bank was incorporated under the laws of the Commonwealth of Pennsylvania as a state bank in 1934 and became a wholly owned
subsidiary of the Company on July 12, 1983.

As of December 31, 2012, the Bank had total assets of $848,446,000; total shareholders� equity of $79,653,000; and total deposits of
$647,814,000. The Bank�s deposits are insured by the FDIC for the maximum amount provided under current law.

The Bank engages in business as a commercial bank, doing business at locations in Lycoming, Clinton, Centre, and Montour Counties,
Pennsylvania.  The Bank offers insurance, securities brokerage services, annuity and mutual fund investment products, and financial planning
through the M Group.
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Services offered by the Bank include accepting time, demand and savings deposits including Super NOW accounts, statement savings accounts,
money market accounts, fixed rate certificates of deposit, and club accounts.  Its services also include making secured and unsecured business
and consumer loans that include financing commercial transactions as well as construction and residential mortgage loans and revolving credit
loans with overdraft protection.

The Bank�s loan portfolio mix can be classified into three principal categories.  These are commercial and agricultural, real estate, and consumer. 
Real estate loans can be further segmented into residential, commercial, and construction.  Qualified borrowers are defined by policy and our
underwriting standards. Owner provided equity requirements range from 0% to 30% with a first lien status required.  Terms are generally
restricted to between 10 and 30 years with the exception of construction and land development, which are limited to one to five years.  Real
estate appraisals, property construction verifications, and site visitations comply with policy and industry regulatory standards.

Prospective residential mortgage customer�s repayment ability is determined from information contained in the application and recent income tax
returns.  Emphasis is on credit, employment, income, and residency verification.  Broad hazard insurance is always required and flood insurance
where applicable.  In the case of construction mortgages, builders risk insurance is requested.

Agricultural loans for the purchase or improvement of real estate must meet the Bank�s real estate underwriting criteria.  Agricultural loans made
for the purchase of equipment are usually payable in five years, but never more than ten, depending upon the useful life of the purchased asset.
Minimum borrower equity ranges from 0% to 20% depending on the purpose.  Livestock financing criteria depends upon the nature of the
operation. Agricultural loans are also made for crop production purposes.  Such loans are structured to repay within the production cycle and not
carried over into a subsequent year.

Commercial loans are made for the acquisition and improvement of real estate, purchase of equipment, and for working capital purposes on a
seasonal or revolving basis.  General purpose working capital loans are also available with repayment expected within one year.  Equipment
loans are generally amortized over three to ten years. Insurance coverage with the Bank as loss payee is required, especially in the case where
the equipment is rolling stock.  It is also a general policy to collateralize non-real
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estate loans with the asset purchased and, dependant upon loan terms, junior liens are filed on other available assets.  Financial information
required on all commercial mortgages includes the most current three years balance sheets and income statements and projections on income to
be developed through the project. In the case of corporations and partnerships, the principals are often asked to personally guaranty the entity�s
debt.

Seasonal and revolving lines of credit are offered for working capital purposes.  Collateral for such a loan may vary but often includes the pledge
of inventory and/or receivables.  Drawing availability is usually 50% of inventory and 80% of eligible receivables.  Eligible receivables are
defined as invoices less than 90 days delinquent.  Exclusive reliance is very seldom placed on such collateral; therefore, other lienable assets are
also taken into the collateral pool.  Where reliance is placed on inventory and accounts receivable, the applicant must provide financial
information including agings on a specified basis.  In addition, the guaranty of the principals is usually obtained.

Letter of Credit availability is usually limited to standbys where the customer is well known to the Bank.  The credit criteria is the same as that
utilized in making a direct loan. Collateral is obtained in most cases.

Consumer loan products include residential mortgages, home equity loans and lines, automobile financing, personal loans and lines of credit,
overdraft check lines, and PHEAA referral loans.  Our policy includes standards used in the industry on debt service ratios and terms are
consistent with prudent underwriting standards and the use of proceeds. Verifications are made of employment and residency, along with credit
history.

Second mortgages are confined to equity borrowing and home improvements.  Terms are generally fifteen years or less and rates are fixed. 
Loan to collateral value criteria is 90% or less and verifications are made to determine values.   Automobile financing is generally restricted to
five years and done on a direct basis.  The Bank, as a practice, does not floor plan and therefore does not discount dealer paper.  Small loan
requests are to accommodate personal needs such as debt consolidation or the purchase of small appliances.  Overdraft check lines are usually
limited to $5,000 or less.

The Bank�s investment portfolio is analyzed and priced on a monthly basis. Investments are made in U.S. Treasuries, U.S. Agency issues, bank
qualified tax-exempt municipal bonds, taxable municipal bonds, corporate bonds, and corporate stocks which consist of Pennsylvania bank
stocks.  Bonds with BAA or better ratings are used, unless a local issue is purchased that has a lesser or no rating.  Factors taken into
consideration when investments are purchased include liquidity, the Company�s tax position, tax equivalent yield, third party investment ratings,
and the policies of the Asset/Liability Committee.

The banking environment in Lycoming, Clinton, Centre, and Montour Counties, Pennsylvania is highly competitive.  The Bank operates thirteen
full service offices in these markets and competes for loans and deposits with numerous commercial banks, savings and loan associations, and
other financial institutions. The economic base of the region is developed around small business, health care, educational facilities (college and
public schools), light manufacturing industries, and agriculture.

The Bank has a relatively stable deposit base and no material amount of deposits is obtained from a single depositor or group of depositors,
excluding public entities that account for approximately 15% of total deposits.  Although the Bank has regular opportunities to bid on pools of
funds of $100,000 or more in the hands of municipalities, hospitals, and others, it does not rely on these monies to fund loans or intermediate or
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longer-term investments.

The Bank has not experienced any significant seasonal fluctuations in the amount of its deposits.

Supervision and Regulation

As referenced elsewhere, the banking business is highly regulated, and the Bank is only able to engage in business activities, and to provide
products and services, that are permitted by applicable law and regulation.  In addition, the earnings of the Bank are affected by the policies of
regulatory authorities including the FDIC and the FRB. An important function of the FRB is to regulate the money supply and interest rates. 
Among the instruments used to implement these objectives are open market operations in U.S. Government Securities, changes in reserve
requirements against member bank deposits, and limitations on interest rates that member banks may pay on time and savings deposits.  These
instruments are used in varying combinations to influence overall growth and distribution of bank loans, investments on deposits, and their use
may also affect interest rates charged on loans or paid for deposits.

The policies and regulations of the FRB have had and will probably continue to have a significant effect on the Bank�s deposits, loans and
investment growth, as well as the rate of interest earned and paid, and are expected to affect the Bank�s operation in the future. The effect of such
policies and regulations upon the future business and earnings of the Bank cannot accurately be predicted.

8
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ITEM 1A              RISK FACTORS

The following sets forth several risk factors that are unique to the Company.

Changes in interest rates could reduce our income, cash flows and asset values.

Our income and cash flows and the value of our assets depend to a great extent on the difference between the interest rates we earn on
interest-earning assets, such as loans and investment securities, and the interest rates we pay on interest-bearing liabilities such as deposits and
borrowings.  These rates are highly sensitive to many factors which are beyond our control, including general economic conditions and policies
of various governmental and regulatory agencies and, in particular, the Board of Governors of the Federal Reserve System. Changes in monetary
policy, including changes in interest rates, will influence not only the interest we receive on our loans and investment securities and the amount
of interest we pay on deposits and borrowings but will also affect our ability to originate loans and obtain deposits and the value of our
investment portfolio.  If the rate of interest we pay on our deposits and other borrowings increases more than the rate of interest we earn on our
loans and other investments, our net interest income, and therefore our earnings, could be adversely affected.  Our earnings also could be
adversely affected if the rates on our loans and other investments fall more quickly than those on our deposits and other borrowings.

Economic conditions either nationally or locally in areas in which our operations are concentrated may adversely affect our business.

Deterioration in local, regional, national, or global economic conditions could cause us to experience a reduction in deposits and new loans, an
increase in the number of borrowers who default on their loans, and a reduction in the value of the collateral securing their loans, all of which
could adversely affect our performance and financial condition. Unlike larger banks that are more geographically diversified, we provide
banking and financial services locally. Therefore, we are particularly vulnerable to adverse local economic conditions.

Our financial condition and results of operations would be adversely affected if our allowance for loan losses is not sufficient to absorb
actual losses or if we are required to increase our allowance.

Despite our underwriting criteria, we may experience loan delinquencies and losses.  In order to absorb losses associated with nonperforming
loans, we maintain an allowance for loan losses based on, among other things, historical experience, an evaluation of economic conditions, and
regular reviews of delinquencies and loan portfolio quality.  Determination of the allowance inherently involves a high degree of subjectivity
and requires us to make significant estimates of current credit risks and future trends, all of which may undergo material changes.  At any time
there are likely to be loans in our portfolio that will result in losses but that have not been identified as nonperforming or potential problem
credits. We cannot be sure that we will be able to identify deteriorating credits before they become nonperforming assets or that we will be able
to limit losses on those loans that are identified. We may be required to increase our allowance for loan losses for any of several reasons. 
Federal regulators, in reviewing our loan portfolio as part of a regulatory examination, may request that we increase our allowance for loan
losses.  Changes in economic conditions affecting borrowers, new information regarding existing loans, identification of additional problem
loans and other factors, both within and outside of our control, may require an increase in our allowance.  In addition, if charge-offs in future
periods exceed our allowance for loan losses, we will need additional increases in our allowance for loan losses.  Any increases in our allowance
for loan losses will result in a decrease in our net income and, possibly, our capital, and may materially affect our results of operations in the
period in which the allowance is increased.
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Many of our loans are secured, in whole or in part, with real estate collateral which is subject to declines in value.

In addition to considering the financial strength and cash flow characteristics of a borrower, we often secure our loans with real estate collateral.
Real estate values and the real estate market are generally affected by, among other things, changes in local, regional or national economic
conditions, fluctuations in interest rates and the availability of loans to potential purchasers, changes in tax laws and other governmental statutes,
regulations and policies, and acts of nature.  The real estate collateral provides an alternate source of repayment in the event of default by the
borrower.  If real estate prices in our markets decline, the value of the real estate collateral securing our loans could be reduced. If we are
required to liquidate real estate collateral securing loans during a period of reduced real estate values to satisfy the debt, our earnings and capital
could be adversely affected.

Competition may decrease our growth or profits.

We face substantial competition in all phases of our operations from a variety of different competitors, including commercial banks, savings and
loan associations, mutual savings banks, credit unions, consumer finance companies, factoring companies, leasing companies, insurance
companies, and money market mutual funds.  There is very strong competition among financial services providers in our principal service area. 
Our competitors may have greater resources, higher lending limits, or larger

9
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branch systems than we do.  Accordingly, they may be able to offer a broader range of products and services as well as better pricing for those
products and services than we can.

In addition, some of the financial services organizations with which we compete are not subject to the same degree of regulation as is imposed
on federally insured financial institutions.  As a result, those nonbank competitors may be able to access funding and provide various services
more easily or at less cost than we can, adversely affecting our ability to compete effectively.

The value of certain investment securities is volatile and future declines or other-than-temporary impairments could materially
adversely affect our future earnings and regulatory capital.

Continued volatility in the market value for certain of our investment securities, whether caused by changes in market perceptions of credit risk,
as reflected in the expected market yield of the security, or actual defaults in the portfolio could result in significant fluctuations in the value of
the securities. This could have a material adverse impact on our accumulated other comprehensive income/loss and shareholders� equity
depending on the direction of the fluctuations. Furthermore, future downgrades or defaults in these securities could result in future classifications
of investment securities as other than temporarily impaired. This could have a material impact on our future earnings, although the impact on
shareholders� equity will be offset by any amount already included in other comprehensive income/loss for securities where we have recorded
temporary impairment.

We may be adversely affected by government regulation.

The banking industry is heavily regulated. Banking regulations are primarily intended to protect the federal deposit insurance funds and
depositors, not shareholders. Changes in the laws, regulations, and regulatory practices affecting the banking industry may increase our costs of
doing business or otherwise adversely affect us and create competitive advantages for others. Regulations affecting banks and financial services
companies undergo continuous change, and we cannot predict the ultimate effect of these changes, which could have a material adverse effect on
our profitability or financial condition.

In response to the financial crisis that commenced in 2008, Congress has taken actions that are intended to strengthen confidence and encourage
liquidity in financial institutions, and the FDIC has taken actions to increase insurance coverage on deposit accounts.  The Dodd-Frank Act
provides for the creation of a consumer protection division at the Board of Governors of the Federal Reserve System that will have broad
authority to issue regulations governing the services and products we provide consumers.  This additional regulation could increase our
compliance costs and otherwise adversely impact our operations.  That legislation also contains provisions that, over time, could result in higher
regulatory capital requirements (including through the implementation of the capital standards of Basel III) and loan loss provisions for the
Bank, and may increase interest expense due to the ability granted in July 2011 to pay interest on all demand deposits.  In addition, there have
been proposals made by members of Congress and others that would reduce the amount delinquent borrowers are otherwise contractually
obligated to pay under their mortgage loans and limit an institution�s ability to foreclose on mortgage collateral.  These proposals could result in
credit losses or increased expense in pursuing our remedies as a creditor.  Recent regulatory changes impose limits on our ability to charge
overdraft fees, which may decrease our non-interest income as compared to more recent prior periods.
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The potential exists for additional federal or state laws and regulations, or changes in policy, affecting many aspects of our operations, including
capital levels, lending and funding practices, and liquidity standards.  New laws and regulations may increase our costs of regulatory compliance
and of doing business and otherwise affect our operations, and may significantly affect the markets in which we do business, the markets for and
value of our loans and investments, the fees we can charge and our ongoing operations, costs and profitability.

We rely on our management and other key personnel, and the loss of any of them may adversely affect our operations.

We are and will continue to be dependent upon the services of our executive management team. In addition, we will continue to depend on our
ability to retain and recruit key commercial loan officers. The unexpected loss of services of any key management personnel or commercial loan
officers could have an adverse effect on our business and financial condition because of their skills, knowledge of our market, years of industry
experience, and the difficulty of promptly finding qualified replacement personnel.

Environmental liability associated with lending activities could result in losses.

In the course of our business, we may foreclose on and take title to properties securing our loans.  If hazardous substances were discovered on
any of these properties, we could be liable to governmental entities or third parties for the costs of remediation of the hazard, as well as for
personal injury and property damage.  Many environmental laws can impose liability regardless of whether we knew of, or were responsible for,
the contamination.  In addition, if we arrange for the disposal of hazardous or toxic substances at another site, we may be liable for the costs of
cleaning up and removing those substances from the site even if we neither own nor operate the disposal site.  Environmental laws may require
us to incur substantial expenses and may materially limit use of properties we acquire through foreclosure, reduce their value or limit our ability
to sell them in the event
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of a default on the loans they secure.  In addition, future laws or more stringent interpretations or enforcement policies with respect to existing
laws may increase our exposure to environmental liability.

Failure to implement new technologies in our operations may adversely affect our growth or profits.

The market for financial services, including banking services and consumer finance services is increasingly affected by advances in technology,
including developments in telecommunications, data processing, computers, automation, internet-based banking, and telebanking. Our ability to
compete successfully in our markets may depend on the extent to which we are able to exploit such technological changes. However, we can
provide no assurance that we will be able to properly or timely anticipate or implement such technologies or properly train our staff to use such
technologies.  Any failure to adapt to new technologies could adversely affect our business, financial condition, or operating results.

An investment in our common stock is not an insured deposit.

Our common stock is not a bank deposit and, therefore, is not insured against loss by the FDIC, any other deposit insurance fund, or by any other
public or private entity.  Investment in our common stock is subject to the same market forces that affect the price of common stock in any
company.

The merger agreement with Luzerne National Bank Corporation may be terminated in accordance with its terms and the merger may
be terminated, or we may fail to realize all of the anticipated benefits of the merger.

The merger agreement with respect to the pending merger with Luzerne National Bank Corporation is subject to a number of conditions which
must be fulfilled in order to complete the merger. Those conditions include the approval of the merger agreement by shareholders of both the
Company and Luzerne, regulatory approvals, absence of orders prohibiting the completion of the merger, and the continued accuracy of the
representations and warranties by both parties and the performance by both parties of their covenants and agreements as of the closing date, and
completion of the merger by July 31, 2013.  The conditions to closing of the merger may not be fulfilled and the merger may not be completed.  
If completed, the success of the merger will depend, in part, on the Company�s ability to realize the anticipated benefits and cost savings from
combining the businesses of the Company and Luzerne.  To realize these anticipated benefits and cost savings, however, the businesses of the
Company and Luzerne must be successfully combined.  If the Company is not able to achieve these objectives, the anticipated benefits and cost
savings of the merger may not be realized fully or at all, or may take longer to realize than expected.  If the merger is not completed or if the
Company fails to realize the anticipated benefits of the merger, the Company�s results of operations could be adversely affected.

ITEM 1B UNRESOLVED STAFF COMMENTS

None.
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