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PARTI

ITEM 1 — BUSINESS.

CITIZENS FINANCIAL SERVICES, INC.

Citizens Financial Services, Inc. (the “Company”), a Pennsylvania business corporation, was incorporated April 30,
1984. The Company is registered with the Board of Governors of the Federal Reserve System as a bank holding
company under the Bank Holding Company Act of 1956, as amended. Simultaneous with establishment of the
Company in 1984, First Citizens National Bank (the “Bank™) became a wholly-owned subsidiary of the Company
through a merger transaction in which the shareholders of the Bank became shareholders of the Company. The
Company is subject to regulation, supervision and examination by the Board of Governors of the Federal Reserve
System. In general, the Company is limited to owning or controlling banks and engaging in such other activities as
are properly incident thereto.

Our Company does not currently engage in any operating business activities, other than the ownership and
management of the Bank and its wholly-owned insurance agency subsidiary.

FIRST CITIZENS NATIONAL BANK

The Bank was created as a result of the merger of Citizens National Bank of Blossburg, Pennsylvania with and into
The First National Bank of Mansfield in 1970. Upon consummation of the merger, the Bank had 2 offices and served
Tioga County, Pennsylvania. In 1971, the Bank expanded its operations into Potter County through the acquisition of
the Grange National Bank, which had offices in Ulysses and Genesee, Pennsylvania. As previously discussed, the
Bank became the wholly-owned subsidiary of Citizens Financial Services, Inc. in 1984. On November 16, 1990, the
Company acquired Star Savings and Loan Association, originally organized as a Pennsylvania state-chartered mutual
savings and loan association in 1899, and converted it into a Pennsylvania state-chartered permanent reserve fund
stock savings and loan association on March 27, 1986. On December 31, 1991, the Star Savings and Loan Association
merged with and into the Bank. On April 20, 1996, the Bank purchased two branch offices of Meridian Bank in
Canton and Gillett, Pennsylvania. In October 1996, the Bank opened an office in the Weis Supermarket in Wellsboro,
Pennsylvania. In August of 2000, the Bank opened an office in the Wal-Mart Super-center in Mansfield,
Pennsylvania. On October 27, 2000, the Bank purchased six branch offices of Sovereign Bank in Bradford County,
Pennsylvania. In February 2001, the Bank consolidated two of the six Sovereign branches. On June 4, 2004, two
branches of The Legacy Bank in Bradford County, Pennsylvania were purchased and the Bank consolidated two of its
existing branches to maximize efficiencies. On December 17, 2005, the Hannibal branch of the Fulton Savings Bank
in Hannibal, New York was acquired. Simultaneous with the purchase, the branch was relocated to Wellsville, New
York (Allegany County). A temporary banking facility was opened on December 19, 2005. A permanent banking
facility was constructed during 2006 and was opened for business on October 30, 2006.

The Bank’s main office is located at 15 South Main Street, Mansfield, (Tioga County) Pennsylvania. The Bank’s
primary market area consists of the Pennsylvania Counties of Bradford, Potter and Tioga in North Central
Pennsylvania. It also includes Allegany, Steuben, Chemung and Tioga Counties in Southern New York. The
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economy is diversified and includes manufacturing industries, wholesale and retail trade, service industries, family
farms and the production of natural resources of gas and timber. In addition to the main office, the Bank has 15 other
full service branch offices in its market area.

The Bank is a full-service bank engaging in a broad range of banking activities and services for individual, business,
governmental and institutional customers. These activities and services principally include checking, savings, time
and deposit accounts; real estate, commercial, industrial, residential and consumer loans; and a variety of other
specialized financial services. The Trust and Investment division offers a full range of client investment, estate and
retirement services.

As of December 31, 2007, the Bank employed 154full time employees and 30part-time employees, resulting in
167full time equivalent employees at our corporate offices and other banking locations.

Our Company's profitability does not depend upon a few customers. Losing the business of any one customer or group
of customers would not cause a material impact on our business. The Bank’s business is not seasonal nor does it have
any risks attendant to foreign sources. We are dependent geographically upon the economic conditions in north
central Pennsylvania and the southern tier of New York.
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COMPETITION

The banking industry in the Bank’s service area continues to be extremely competitive, both among commercial banks
and with financial service providers such as consumer finance companies, thrifts, investment firms, mutual funds,
insurance companies, credit unions and internet banks. The increased competition has resulted from changes in the
legal and regulatory guidelines as well as from economic conditions. Mortgage banking firms, financial companies,
financial affiliates of industrial companies, brokerage firms, retirement fund management firms and even government
agencies provide additional competition for loans and other financial services. The Bank is generally competitive
with all competing financial institutions in its service area with respect to interest rates paid on time and savings
deposits, service charges on deposit accounts and interest rates charged on loans.

Additional information related to our business and competition is included in Part II, Item 7, “Management's
Discussion and Analysis of Financial Condition and Results of Operations”.

SUPERVISION AND REGULATION
GENERAL

The Company is registered as a bank holding company and is subject to supervision and regulation by the Board of
Governors of the Federal Reserve System under the Bank Holding Company Act of 1956, as amended. The Company
is considered a bank holding company. Bank holding companies are required to file periodic reports with and are
subject to examination by the Federal Reserve Board. The Federal Reserve Board has issued regulations under the
Bank Holding Company Act that require a bank holding company to serve as a source of financial and managerial
strength to its subsidiary banks. As a result, the Federal Reserve Board, pursuant to such regulations, may require the
Company to stand ready to use its resources to provide adequate capital funds to its bank subsidiary during periods of
financial stress or adversity.

The Bank Holding Company Act prohibits the Company from acquiring direct or indirect control of more than 5% of
the outstanding shares of any class of voting stock, or substantially all of the assets of, any bank, or from merging or
consolidating with another bank holding company, without prior approval of the Federal Reserve
Board. Additionally, the Bank Holding Company Act prohibits the Company from engaging in or from acquiring
ownership or control of more than 5% of the outstanding shares of any class of voting stock of any company engaged
in a non-banking business, unless such business has been determined by the Federal Reserve Board to be so closely
related to banking as to be a proper incident thereto or, for financial holding companies, to be financial in nature or
incidental thereto.

The Bank is a national bank and a member of the Federal Reserve System, and its deposits are insured (up to
applicable limits) by the Federal Deposit Insurance Corporation (the “FDIC”). The Bank is subject to regulation and
examination by the Office of the Comptroller of the Currency (OCC), and to a much lesser extent, the Federal Reserve
Board and the FDIC. The Bank is also subject to requirements and restrictions under federal and state law, including
requirements to maintain reserves against deposits, restrictions on the types and amounts of loans that may be granted
and the interest that may be charged thereon, and limitations on the types of investments that may be made and the
types of services that may be offered. The Bank is subject to extensive regulation and reporting requirements in a
variety of areas, including to help prevent money laundering, to preserve financial privacy and to properly report late
payments, defaults and denials of loan applications. The Community Reinvestment Act requires the Bank to help
meet the credit needs of the entire community where the Bank operates, including low and moderate income
neighborhoods. The Bank's rating under the Community Reinvestment Act, assigned by the Comptroller of the
Currency pursuant to an examination of the Bank, is important in determining whether the bank may receive approval
for, or utilize certain streamlined procedures in, applications to engage in new activities. The Bank’s present CRA
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rating is “Outstanding.” Various consumer laws and regulations also affect the operations of the Bank. In addition to
the impact of regulation, commercial banks are affected significantly by the actions of the Federal Reserve Board as it
attempts to control the money supply and credit availability in order to influence the economy.
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CAPITAL ADEQUACY GUIDELINES

Bank holding companies are required to comply with the Federal Reserve Board's risk-based capital guidelines. 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,
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 Federal Reserve Board requires a bank holding company to
maintain a leverage ratio of a minimum level of Tier 1 capital (as determined under the risk-based capital guidelines)
equal to 3% of average total consolidated assets 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 required to maintain a ratio of at least 1% above the stated minimum. The Bank is subject to
almost identical capital requirements adopted by the OCC.

PROMPT CORRECTIVE ACTION RULES

The federal banking agencies have regulations defining the levels at which an insured institution would be considered

“well capitalized,” “adequately capitalized,” “undercapitalized,” “significantly undercapitalized” and “critical
undercapitalized.” Institutions that are classified as undercapitalized, significantly undercapitalized or critically
undercapitalized are subject to various supervision measures based on the degree of undercapitalization. The
applicable federal bank regulator for a depository institution could, under certain circumstances, reclassify a
“well-capitalized” institution as “adequately capitalized” or require an “adequately capitalized” or “undercapitalized’
institution to comply with supervisory actions as if it were in the next lower category. Such a reclassification could be

made if the regulatory agency determines that the institution is in an unsafe or unsound condition (which could
include unsatisfactory examination ratings). The Bank satisfies the criteria to be classified as “well capitalized” within

the meaning of applicable regulations.

REGULATORY RESTRICTIONS ON DIVIDENDS

The Bank may not, under the National Bank Act, declare a dividend without approval of the OCC, unless the dividend
to be declared by the Bank's Board of Directors does not exceed the total of: (i) the Bank's net profits for the current
year to date, plus (ii) its retained net profits for the preceding two current years, less any required transfers to
surplus. In addition, the Bank can only pay dividends to the extent that its retained net profits (including the portion
transferred to surplus) exceed its bad debts. The Federal Reserve Board, the OCC and the FDIC have formal and
informal policies which provide that insured banks and bank holding companies should generally pay dividends only
out of current operating earnings, with some exceptions. The Prompt Corrective Action Rules, described above,
further limit the ability of banks to pay dividends, because banks which are not classified as well capitalized or
adequately capitalized may not pay dividends.

Under these policies and subject to the restrictions applicable to the Bank, the Bank could have declared, during 2007,
without prior regulatory approval, aggregate dividends of approximately $6.2 million, plus net profits earned to the
date of such dividend declaration.

BANK SECRECY ACT

Under the Bank Secrecy Act (BSA), banks and other financial institutions are required to retain records to assure that
the details of financial transactions can be traced if investigators need to do so. Banks are also required to report most
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cash transactions in amounts exceeding $10,000 made by or on behalf of their customers. Failure to meet BSA
requirements may expose the Bank to statutory penalties, and a negative compliance record may affect the willingness
of regulating authorities to approve certain actions by the Bank requiring regulatory approval, including new branches.

INSURANCE OF DEPOSIT ACCOUNTS

The Bank’s deposits are insured up to applicable limits by the Deposit Insurance Fund of the FDIC. The Deposit
Insurance Fund is the successor to the Bank Insurance Fund and the Savings Association Insurance Fund, which were
merged in 2006. The FDIC amended its risk-based assessment system for 2007 to implement authority granted by the
Federal Deposit Insurance Reform Act of 2005 (“Reform Act”). Under the revised system, insured institutions are
assigned to one of four risk categories based on supervisory evaluations, regulatory capital levels and certain other
factors. An institution’s assessment rate depends upon the category to which it is assigned. Risk category I, which
contains the least risky depository institutions, is

3

10



Edgar Filing: CITIZENS FINANCIAL SERVICES INC - Form 10-K

expected to include more than 90% of all institutions. Unlike the other categories, Risk Category I contains further
risk differentiation based on the FDIC’s analysis of financial ratios, examination component ratings and other
information. Assessment rates are determined by the FDIC and currently range from five to seven basis points for the
healthiest institutions (Risk Category I) to 43 basis points of assessable deposits for the riskiest (Risk Category

IV). The Federal Deposit Insurance Corporation may adjust rates uniformly from one quarter to the next, except that
no single adjustment can exceed three basis points. No institution may pay a dividend if in default of the FDIC
assessment.

The Reform Act also provided a one-time credit for eligible institutions based on their assessment base as of

December 31, 1996. Subject to certain limitations, credits could be used beginning in 2007 to offset assessments until

exhausted. The Bank’s one-time credit approximated $335,000, of which $126,000 was utilized in 2007. The Reform
Act also provided for the possibility that the FDICmay pay dividends to insured institutions once the Deposit

Insurance fund reserve ratio equals or exceeds 1.35% of estimated insured deposits.

In addition to the assessment for deposit insurance, institutions are required to make payments on bonds issued in the
late 1980s by the Financing Corporation to recapitalize a predecessor deposit insurance fund. That payment is
established quarterly and during the calendar year ending December 31, 2007 averaged 1.18 basis points of assessable
deposits.

The Reform Act provided the FDIC with authority to adjust the Deposit Insurance Fund ratio to insured deposits
within a range of 1.15% and 1.50%, in contrast to the prior statutorily fixed ratio of 1.25%. The ratio, which is
viewed by the Federal Deposit Insurance Corporation as the level that the fund should achieve, has been established
by the agency at 1.25% for 2008, which was unchanged from 2007.

The FDIC has authority to increase insurance assessments. A significant increase in insurance premiums would likely
have an adverse effect on the operating expenses and results of operations of the Bank. Management cannot predict
what insurance assessment rates will be in the future.

Insurance of deposits may be terminated by the FDIC upon a finding that the institution has engaged in unsafe or
unsound practices, is in an unsafe or unsound condition to continue operations or has violated any applicable law,
regulation, rule, order or condition imposed by the FDIC or the OCC. The management of the Bank does not know of
any practice, condition or violation that might lead to termination of deposit insurance.

EFFECT OF GOVERNMENT MONETARY POLICIES

The earnings and growth of the banking industry are affected by the credit policies of monetary authorities, including
the Federal Reserve System. An important function of the Federal Reserve System is to regulate the national supply
of bank credit in order to control recessionary and inflationary pressures. Among the instruments of monetary policy
used by the Federal Reserve to implement these objectives are open market activities in U.S. Government Securities,
changes in the discount rate on member bank borrowings and changes in reserve requirements against member bank
deposits. These operations are used in varying combinations to influence overall economic growth and indirectly,
bank loans, securities, and deposits. These variables may also affect interest rates charged on loans or paid on
deposits. The monetary policies of the Federal Reserve authorities have had a significant effect on the operating
results of commercial banks in the past and are expected to continue to have such an effect in the future.

In view of the changing conditions in the national economy and in the money markets, as well as the effect of actions
by monetary and fiscal authorities including the Federal Reserve System, no prediction can be made as to possible
changes in interest rates, deposit levels, loan demand or their effect on the business and earnings of the Company and
the Bank. Additional information is included under the caption “Management’s Discussion and Analysis of Financial
Condition and Results of Operations” appearing in this Annual Report on Form 10-K.
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ITEM 1A — RISK FACTORS.
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 in north central Pennsylvania
and southern New York. The economy in this region is rural in nature with unemployment rates slightly higher than
the national average.

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
increase our allowance for loan losses based on our regular review of delinquencies and loan portfolio quality, or for
any of several other reasons. Bank 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.

Competition may decrease our growth or profits.

13
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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 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.

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
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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 addition to these banking laws and regulations, we are also subject to the Securities Exchange Act of 1934 and the
rules and regulations under that act. Moreover, we are subject to the provisions of the Sarbanes-Oxley Act of 2002
(SOX) and the rules and regulations issued thereunder by the Securities and Exchange Commission (“SEC”). These
laws and regulations impose, among other things, significant responsibilities on officers, auditors, boards of directors
and audit committees. Our expenses related to services rendered by our accountants, legal counsel and consultants
have increased and may continue to increase in order to ensure compliance with these laws and regulations.

Under Section 404 of SOX, we were required to conduct a comprehensive review and assessment of the adequacy of
our existing systems and controls as of the end of 2007and our auditors will have to attest to our assessment beginning
with the twelve months ended December 31, 2008, although the SEC has proposed to delay implementation of the
auditor attestation requirement until fiscal years ending on or after December 15, 2009. This resulted in additional
expenses in 2007 and will result in further expenses in succeeding years that may adversely affect our results of
operations. In a SOX 404 review, we could uncover deficiencies or material weaknesses in existing systems and
controls. If that is the case, we would have to take the necessary steps to correct any deficiencies or material
weaknesses, which may be costly and may strain our management resources. We also would be required to disclose
any such material weaknesses, which could adversely affect the market price of our common stock.

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 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 properly or timely to anticipate or implement such technologies or properly train our staff to use such
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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.

Our ability to pay dividends is limited by law.

Our ability to pay dividends to our shareholders largely depends on our receipt of dividends from the Bank. The
amount of dividends that the Bank may pay to us is limited by federal laws and regulations. We also may decide to
limit the payment of dividends even when we have the legal ability to pay them in order to retain earnings for use in
our business.
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Federal and state banking laws, our articles of incorporation and our by-laws may have an anti-takeover effect.

Federal law imposes restrictions, including regulatory approval requirements, on persons seeking to acquire control
over us. Pennsylvania law also has provisions that may have an anti-takeover effect. These provisions may serve to
entrench management or discourage a takeover attempt that shareholders consider to be in their best interest or in
which they would receive a substantial premium over the current market price.

ITEM 1B — UNRESOLVED STAFF COMMENTS.
Not applicable.
ITEM 2 — PROPERTIES.

The headquarters of the Company and Bank are located at 15 South Main Street, Mansfield, Pennsylvania. The
building contains the central offices of the Company and Bank. Our bank also owns fifteen other banking facilities
and leases two other facilities. All buildings owned by the Bank are free of any liens or encumbrances.

The net book value of owned properties and leasehold improvements totaled $11,618,228 as of December 31,
2007. The properties are adequate to meet the needs of the employees and customers. We have equipped all of our
facilities with current technological improvements for data and word processing.

ITEM 3 - LEGAL PROCEEDINGS.

The Company is not involved in any pending legal proceedings other than routine legal proceedings occurring in
the ordinary course of business. Such routine legal proceedings in the aggregate are believed by management to be
immaterial to the Company's financial condition or results of operations.

ITEM 4 - SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS.

During the quarter ended December 31, 2007, no matters were submitted to vote of security holders through a
solicitation of proxies or otherwise.
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PART II

ITEM 5 - MARKET FOR REGISTRANT’S COMMON EQUITY, RELATED STOCKHOLDER MATTERS AND
ISSUER PURCHASES OF EQUITY SECURITIES.

The Company's stock is not listed on any stock exchange, but it is quoted on the OTC Bulletin Board under the trading
symbol CZFS. Prices presented in the table below are bid prices between broker-dealers published by the OTC
Bulletin Board and the Pink Sheets Electronic Quotation Service. The prices do not include retail markups or
markdowns or any commission to the broker-dealer. The bid prices do not necessarily reflect prices in actual
transactions. Cash dividends are declared on a quarterly basis and are summarized in the table below (also see
dividend restrictions to Note 13 of the consolidated financial statements).

Dividends Dividends
2007 paid 2006 paid

High Low per share  High Low per share
First
quarter $ 2257$ 21.04$ 02208$ 2277$ 20.54% 0.210
Second
quarter 23.52 20.94 0.225 23.76 21.38 0.215
Third
quarter 22.75 20.25 0.225 23.01 21.38 0.215
Fourth
quarter 21.75 19.35 0.230 22.80 21.05 0.220

The Company has paid dividends since April 30, 1984, the effective date of our formation as a bank holding company.
The Company's Board of Directors intends to continue the dividend payment policy; however, future dividends
necessarily depend upon earnings, financial condition, appropriate legal restrictions and other factors as in existence at
the time the Board of Directors considers a dividend policy. Cash available for dividend distributions to stockholders

of the Company comes from dividends paid to the Company by the Bank. Therefore, restrictions on the ability of the
Bank to make dividend payments are directly applicable to the Company. See “Footnote 13 — Regulatory Matters” to the
consolidated financial statements.

Under the Pennsylvania Business Corporation Law of 1988, the Company may pay dividends only if, after payment,
the Company would be able to pay debts as they become due in the usual course of our business and total assets will
be greater than the sum of total liabilities. The Federal Reserve Board has issued a policy statement regarding the
payment of dividends by bank holding companies. In general, the Federal Reserve Board’s policies provide that
dividends should be paid only out of current earnings and only if the prospective rate of earnings retention by the bank
holding company appears consistent with the organization’s capital needs, asset quality, and overall financial
condition. The Federal Reserve Board’s policies also require that a bank holding company serve as a source of
financial strength to its subsidiary banks by standing ready to use available resources to provide adequate capital funds
to those banks during periods of financial stress or adversity and by maintaining the financial flexibility and
capital-raising capacity to obtain additional resources for assisting its subsidiary banks where necessary. Furthermore,
the Federal Reserve Board has authority to prohibit a bank holding company from paying a capital distribution where
a subsidiary bank is undercapitalized. These regulatory policies could affect the ability of the Company to pay
dividends or otherwise engage in capital distributions.

The Company distributed a 1% stock dividend on July 27, 2007 to all shareholders of record as of July 13, 2007.

18



Edgar Filing: CITIZENS FINANCIAL SERVICES INC - Form 10-K

As of February 13, 2008, the Company had approximately 1,572 stockholders of record. The computation of
stockholders of record excludes individual participants in securities positions listings. The Company has not sold any
unregistered shares of common stock in the past three years. The following table presents information regarding the
Company’s stock repurchases during the three months ended December 31, 2007:
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Maximum Number (or

Total Number of ~ Approximate Dollar Value)
Total Number Average Shares (or Units) of Shares (or Units) that
of Shares (or Price Paid Purchased as Part of = May Yet Be Purchased

units per Share Publicly Announced Under the Plans or

Period Purchased) (or Unit)  Plans of Programs Programs (1)
10/1/07 to

10/31/07 - - - 85,918
11/1/07 to

11/30/07 4,690 $21.29 4,690 81,228
12/1/07 to

12/31/07 5,000 $21.25 5,000 76,228

Total 9,690 $21.27 9,690 76,228

On January 7, 2006, the Company announced that the Board of Directors authorized the Company to repurchase up to
140,000 shares. The repurchases will be conducted through open-market purchases or privately negotiated
transactions and will be made from time to time depending on market conditions and other factors. No time limit was
placed on the duration of the share repurchase program. Any repurchased shares will be held as treasury stock and
will be available for general corporate purposes.
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ITEM 6 - SELECTED FINANCIAL DATA.

The following table sets forth certain financial data as of and for each of the years in the five year period ended
December 31, 2007:

(in thousands, except share data) 2007 2006 2005 2004 2003
Interest income $ 36,024 $ 32,851 $ 28,699 $ 26,606 $ 25615
Interest expense 16,922 14,953 11,000 9,235 8,826
Net interest income 19,102 17,898 17,699 17,371 16,789
Provision for loan losses 365 330 60 - 435
Net interest income after provision

for loan losses 18,737 17,568 17,639 17,371 16,354
Non-interest income 5,114 4,712 4,688 4,527 4,759
Investment securities gains (losses), net (29) 4 - (235) 553
Non-interest expenses 15,314 15,027 15,387 14,922 15,501
Income before provision for income taxes 8,508 7,257 6,940 6,741 6,165
Provision for income taxes 1,772 1,457 1,666 1,474 1,286
Net income $ 6,736 $ 5,800 $ 5274 $ 5267 $ 4,879
Return on Assets (net income to average
total assets) 1.16% 1.05% 1.04% 1.09% 1.11%
Return on Equity (net income to average
total equity) 14.38% 13.21% 12.63% 13.40% 13.22%
Dividend Payout Ratio (dividends
declared divided by net income) 37.86% 42.10% 44.28% 41.90% 43.10%
Equity to Asset Ratio (average equity to
average total assets, 8.10% 7.98% 8.20% 8.15% 8.43%

excluding other comprehensive income)

Per share data:

Net income (1) $ 237 $ 202 % 1.81 $ 1.80 $ 1.65
Cash dividends (1) 0.90 0.86 0.80 0.76 0.71
Book value (1) (2) 17.30 15.89 14.85 13.90 12.85
Total investments $ 120,802 $ 109,743 $ 102,602 $ 95747 $ 106,587
Loans, net (3) 419,182 410,897 379,139 355,774 314,037
Total assets (3) 591,029 572,168 529,241 499,347 463,878
Total deposits (3) 456,028 446,515 429,799 419,074 385,691
Stockholders' equity 48,528 43,500 41,561 40,789 38,529

(1) Amounts were adjusted to reflect

stock dividends.

(2) Calculation excludes accumulated other comprehensive income and unrecognized
pension cost.

(3) Amounts in 2004 reflect the acquisition of branches in the second

quarter of 2004.
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Amounts in 2005 reflect the branch acquisition in the
fourth quarter of 2005.

10
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ITEM 7 - MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATION.

CAUTIONARY STATEMENT

Forward-looking statements may prove inaccurate. We have made forward-looking statements in this document, and
in documents that we incorporate by reference, that are subject to risks and uncertainties. Forward-looking statements
include information concerning possible or assumed future results of operations of Citizens Financial Services, Inc.,
First Citizens National Bank, First Citizens Insurance Agency, Inc. or the combined Company. When we use words
such as “believes,” “expects,” “anticipates,” or similar expressions, we are making forward-looking statements. For a variety
of reasons, actual results could differ materially from those contained in or implied by forward-looking statements:

Interest rates could change more rapidly or more significantly than we expect.

-The economy could change significantly in an unexpected way, which would cause the demand for new loans and
the ability of borrowers to repay outstanding loans to change in ways that our models do not anticipate.

-The stock and bond markets could suffer a significant disruption, which may have a negative effect on our financial
condition and that of our borrowers, and on our ability to raise money by issuing new securities.

-It could take us longer than we anticipate implementing strategic initiatives designed to increase revenues or manage
expenses, or we may be unable to implement those initiatives at all.

Acquisitions and dispositions of assets could affect us in ways that management has not anticipated.

-We may become subject to new legal obligations or the resolution of litigation may have a negative effect on our
financial condition.

We may become subject to new and unanticipated accounting, tax, or regulatory practices or requirements.

-We could experience greater loan delinquencies than anticipated, adversely affecting our earnings and financial
condition. We could also experience greater losses than expected due to the ever increasing volume of information
theft and fraudulent scams impacting our customers and the banking industry.

-We could lose the services of some or all of our key personnel, which would negatively impact our business because
of their business development skills, financial expertise, lending experience, technical expertise and market area
knowledge.

Except as required by applicable law and regulation, we assume no obligation to update or revise any forward-looking
statements after the date on which they are made.

99 ¢

INTRODUCTION

The following is management’s discussion and analysis of the significant changes in the results of operations, capital
resources and liquidity presented in its accompanying consolidated financial statements for Citizens Financial
Services, Inc., a bank holding company and its subsidiary (the “Company”). Our Company’s consolidated financial
condition and results of operations consist almost entirely of our wholly owned subsidiary’s (First Citizens National
Bank) financial condition and results of operations. Management’s discussion and analysis should be read in
conjunction with the audited consolidated financial statements and related notes. Except as noted, tabular information

is presented in thousands of dollars.

Our Company currently engages in the general business of banking throughout our service area of Potter, Tioga and
Bradford counties in North Central Pennsylvania and Allegany, Steuben, Chemung and Tioga counties in Southern
New York. We maintain our central office in Mansfield, Pennsylvania. Presently we operate 16 banking facilities. In
Pennsylvania, these offices are located in Mansfield, Blossburg, Ulysses, Genesee, Wellsboro, Troy, Sayre, Canton,
Gillett, Millerton, LeRaysville, Towanda, the Wellsboro Weis Market store and the Mansfield Wal-Mart Super
Center.
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In December of 2005, regulatory approval was received to purchase the Hannibal branch of the Fulton Savings Bank
in Hannibal, New York (see footnote 18 to the consolidated financial statements). The office was relocated to
Wellsville, New York, where a temporary banking facility was utilized. In October, 2006, we officially opened our
newly constructed de novo branch facility in Wellsville, accomplishing one of our primary objectives of expanding
into New York State.

11
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Risk identification and management are essential elements for the successful management of the Company. In the
normal course of business, the Company is subject to various types of risk, including interest rate, credit, liquidity and
regulatory risk.

Interest rate risk is the sensitivity of net interest income and the market value of financial instruments to the direction
and frequency of changes in interest rates. Interest rate risk results from various re-pricing frequencies and the
maturity structure of the financial instruments owned by the Company. The Company uses its asset/liability and funds
management policies to control and manage interest rate risk.

Credit risk represents the possibility that a customer may not perform in accordance with contractual terms. Credit

risk results from loans with customers and the purchasing of securities. The Company’s primary credit risk is in the
loan portfolio. The Company manages credit risk by adhering to an established credit policy and through a disciplined

evaluation of the adequacy of the allowance for loan losses. Also, the investment policy limits the amount of credit

risk that may be taken in the investment portfolio.

Liquidity risk represents the inability to generate or otherwise obtain funds at reasonable rates to satisfy commitments
to borrowers and obligations to depositors. The Company has established guidelines within its asset/liability and
funds management policy to manage liquidity risk. These guidelines include, among other things, contingent funding
alternatives.

Regulatory risk represents the possibility that a change in law, regulations or regulatory policy may have a material
effect on the business of the Company and its subsidiary. We can not predict what legislation might be enacted or
what regulations might be adopted, or if adopted, the effect thereof on our operations. We can not anticipate
additional requirements or additional compliance efforts regarding the Bank Secrecy Act or USA Patriot Act, or
regulatory burdens regarding the ever increasing information theft and fraudulent activities impacting our customers
and the banking industry in general.

Readers should carefully review the risk factors described in other documents our Company files from time to time
with the Securities and Exchange Commission, including the annual reports on Form 10-K, the quarterly reports on
Form 10-Q and any current reports on Form 8-K filed by us.

We face strong competition in the communities that we serve from other commercial banks, savings banks, and
savings and loan associations, some of which are substantially larger institutions than our subsidiary. In addition,
insurance companies, investment-counseling firms, and other business firms and individuals offer personal and
corporate trust services. We also compete with credit unions, issuers of money market funds, securities brokerage
firms, consumer finance companies, mortgage brokers and insurance companies. These entities are strong competitors
for virtually all types of financial services. The financial services industry continues to experience tremendous change
to competitive barriers between bank and non-bank institutions. We must compete not only with traditional financial
institutions, but in addition, with other business corporations that have begun to deliver competing financial services,
and banking services that are easily accessible through the internet. Competition for banking services is based on
price, nature of product, quality of service, and in the case of certain activities, convenience of location.

TRUST AND INVESTMENT SERVICES

Our Investment and Trust Services Division is committed to helping our customers meet their financial goals. The
Trust Division offers professional trust administration, investment management services, estate planning and
administration, custody of securities and individual retirement accounts. Assets held by the Bank in a fiduciary or
agency capacity for its customers are not included in the consolidated financial statements since such items are not
assets of the Bank. As of December 31, 2007, non-deposit investment products under management totaled $40.4
million. Additionally, as summarized in the table below, the Trust Department had assets under management as of

25



Edgar Filing: CITIZENS FINANCIAL SERVICES INC - Form 10-K
December 31, 2007 and 2006 of $94.4 million and $82.6 million, respectively:

12
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(market values - in thousands) 2007 2006
INVESTMENTS:

Bonds $ 21,081 $ 17,543
Stock 23,014 21,013
Savings and Money Market Funds 9,907 9,163
Mutual Funds 38,177 32,678
Mortgages 1,098 951
Real Estate 978 1,263
Miscellaneous 12 16
Cash 106 10
TOTAL $ 94,373 $ 82,637
ACCOUNTS:

Trusts 30,306 26,333
Guardianships 682 144
Employee Benefits 34,944 30,253
Investment Management 27,791 24,742
Custodial 650 1,165
TOTAL $ 94,373 $ 82,637

Our Financial Consultants offer full service brokerage services throughout the Bank’s market area. Appointments can
be made at any First Citizens National Bank branch. The Financial Consultants provide financial planning and help
our customers achieve their financial goals with their choice of mutual funds, annuities, health and life
insurance. These products are made available through our insurance subsidiary, First Citizens Insurance Agency, Inc.

RESULTS OF OPERATIONS

Net income for the twelve months ended December 31, 2007 was $6,736,000, which represents an increase of
$936,000, or 16.1%, when compared to the 2006 related period. Net income for the twelve months ended December
31, 2006 totaled $5,800,000, an increase of $526,000 from the 2005 related period. Earnings per share were $2.37,
$2.02 and $1.81 for the years ended 2007, 2006 and 2005, respectively. The reasons for these changes are discussed
on the following pages.

The following table sets forth certain performance ratios of our Company for the periods indicated:

2007 2006 2005
Return on Assets (net income to average total assets) 1.16% 1.05% 1.04%
Return on Equity (net income to average total

equity) 14.38%13.21%12.63%
Dividend Payout Ratio (dividends declared divided
by net income) 37.86%42.10%44.28%

Equity to Asset Ratio (average equity to average
total assets, excluding other comprehensive income) 8.10% 7.98% 8.20%

Net income is influenced by five key components: net interest income, non-interest income, non-interest expenses,
provision for loan losses and the provision for income taxes. A discussion of these components follows.
13
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Net Interest Income

The most significant source of revenue is net interest income; the amount of interest earned on interest-earning assets
exceeding interest incurred on interest-bearing liabilities. Factors that influence net interest income are changes in
volume of interest-earning assets and interest-bearing liabilities as well as changes in the associated interest rates.

The following table sets forth our Company’s average balances of, and the interest earned or incurred on, each
principal category of assets, liabilities and stockholders’ equity, the related rates, net interest income and rate “spread”
created (dollars in thousands):

14
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Average
Balance (1)
$
ASSETS
Short-term
investments:
Interest-bearing
deposits at banks 102
Total short-term
investments 102
Investment securities:
Taxable 95,417
Tax-exempt (3) 24,173
Total investment
securities 119,590
Loans:
Residential mortgage
loans 211,171
Commercial &
agricultural loans 147,921
Loans to state &
political subdivisions 45,259
Other loans 12,426
Loans, net of discount
2)3)4) 416,777
Total interest-earning
assets 536,469
Cash and due from
banks 9,299
Bank premises and
equipment 12,773
Other assets 18,832
Total non-interest
earning assets 40,904
Total assets 577,373

LIABILITIES AND
STOCKHOLDERS' EQUITY
Interest-bearing

liabilities:
NOW accounts 95,098
Savings accounts 38,443
Money market

accounts 50,189
Certificates of deposit 225,590

2007
Interest

$

4,702
1,451

6,153

15,640
11,740

2,751
1,150

31,281

37,439

2,026
137

1,787
9,413

Analysis of Average Balances and Interest Rates

Average Average

Rate

%

5.10

5.10

4.93
6.00

5.14

7.41

7.94

6.08
9.25

7.51

6.98

2.13
0.36

3.56
4.17

Balance
(D
$

4
4

86,198
22,952

109,150

209,305
134,813

43,642
12,747

400,507
509,661
9,093

12,415
18,610

40,118
549,779

85,481
39,170

45,717
218,019

(1)
2006

Interest

$

3,892
1,368

5,260

14,842
10,353

2,604
1,141

28,940

34,200

1,638
130

1,464
8,453

Average Average
Balance Interest

Rate

%

5.14

5.14

4.52
5.96

4.82

7.09

7.68

5.97
8.95

7.23

6.71

1.92
0.33

3.20
3.88

(1)
$

114
114

83,787
14,705

98,492

201,265
118,524

38,766
12,592

371,147
469,753
8,764

12,142
18,714

39,620
509,373

71,257
39,939

49,482
213,109

2005

$

3
3

3,236
903

4,139

13,814
8,434

2,308
1,106

25,662

29,804

665
113

999
7,596

Average
Rate

%

2.63
2.63

3.86
6.14

4.20

6.86
7.12

5.95
8.78

6.91

6.34

0.93
0.28

2.02
3.56
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Total interest-bearing

deposits 409,320 13,363 3.26 388,387 11,685 3.01 373,787 9,373 2.51
Other borrowed funds 66,525 3,559 535 63,635 3,268 5.14 41,893 1,627 3.88
Total interest-bearing

liabilities 475,845 16,922 3.56 452,022 14,953 3.31 415,680 11,000 2.65
Demand deposits 48,981 49,324 46,890

Other liabilities 6,783 4,757 5,033

Total

non-interest-bearing

liabilities 55,764 54,081 51,923

Stockholders' equity 45,764 43,676 41,770

Total liabilities &

stockholders' equity 577,373 549,779 509,373

Net interest income 20,517 19,247 18,804

Net interest spread (5) 3.42% 3.40% 3.69%

Net interest income as
a percentage
of average
interest-earning assets 3.82% 3.78% 4.00%
Ratio of
interest-earning assets
to interest-bearing
liabilities 1.13 1.13 1.13

(1) Averages are based
on daily averages.
(2) Includes loan origination and
commitment fees.
(3) Tax exempt interest revenue is shown on a tax equivalent basis for proper
comparison using
a statutory federal income tax rate of
34%.
(4) Income on non-accrual loans is accounted for on a cash basis, and the loan balances are included in
interest-earning assets.
(5) Interest rate spread represents the difference between the average rate earned on
interest-earning assets
and the average rate paid on
interest-bearing liabilities.

15
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Tax exempt interest revenue is shown on a tax-equivalent basis for proper comparison using a statutory, federal
income tax rate of 34%. For purposes of the comparison, as well as the discussion that follows, this presentation
facilitates performance comparisons between taxable and tax-free assets by increasing the tax-free income by an
amount equivalent to the Federal income taxes that would have been paid if this income were taxable at the Company’s
34% Federal statutory rate. Accordingly, tax equivalent adjustments for investments and loans have been made
accordingly to the previous table for the years ended December 31, 2007, 2006 and 2005, respectively:

2007 2006 2005
Interest and dividend income
from investment securities (non-tax
adjusted) $ 5626 $ 4750 $ 3,788
Tax equivalent adjustment 532 510 354
Interest and dividend income
from investment securities (tax
equivalent basis) $ 6,158 $ 5260 $ 4,142
2007 2006 2005
Interest and fees on loans (non-tax
adjusted) $ 30,398 $ 28,101 $ 24911
Tax equivalent adjustment 883 839 751
Interest and fees on loans (tax
equivalent basis) $ 31281 $ 28,940 $ 25,662
2007 2006 2005
Total interest income $ 36,024 $ 32,851 $ 28,699
Total interest expense 16,922 14,953 11,000
Net interest income 19,102 17,898 17,699
Total tax equivalent adjustment 1,415 1,349 1,105
Net interest income (tax equivalent
basis) $ 20,517 $ 19,247 $ 18,804
16
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The following table shows the tax-equivalent effect of changes in volume and rates on interest income and expense (in

thousands):

Analysis of Changes in Net Interest Income on a Tax-Equivalent Basis (1)

Interest Income:
Short-term
investments:
Interest-bearing
deposits at banks
Investment
securities:
Taxable
Tax-exempt
Total investment
securities
Loans:
Residential
mortgage loans
Commercial &
agricultural loans
Loans to state &
political
subdivisions
Other loans
Total loans, net of
discount
Total Interest
Income
Interest Expense:
Interest-bearing
deposits:
NOW accounts
Savings accounts
Money Market
accounts
Certificates of
deposit
Total
interest-bearing
deposits
Other borrowed
funds
Total interest
expense

2007 vs. 2006 (1)

Change in
Volume

436
73

509

133
1,031
97
(26)
1,235

1,749

195
3)

150

301

643
152

795

Change
in Rate

374
10

384

665
356
50

35
1,106

1,490

193
10

173

659

1,035
139

1,174

2006 vs. 2005 (1)

Total Change in

Change

5%
810
83

893

798

1,387

147

2,341

3,239

388

323

960

1,678
291

1,969

Volume

)
90
493

583

658
1,376
291
14
2,339

2,917

100
3)

(81)

170

186
1,562

1,748

Change
in Rate

2%
566
(28)

538

370

543

939

1,479

873
20

546

687

2,126
79

2,205

Total
Change

3)
656
465

1,121

1,028
1,919
296
35
3,278

4,396

973
17

465

857

2,312
1,641

3,953
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Net interest
income $ 954 $ 316 $ 1,270 $ 1,169 $ (726) $ 443

(1) The portion of total change attributable to both volume and rate changes, which cannot be separated, has been
allocated proportionally to the change due to volume and the change due to rate prior to allocation.

2007 vs. 2006

As shown in the preceding tables, tax equivalent net interest income for 2007 was $20,517,000 compared with
$19,247,000 for 2006, an increase of $1,270,000 or 6.6%. The increased volume of interest earning assets of $26.8
million generated an increase in interest income of $1,749,000. The average rate on interest earning assets increased
from 6.71% in 2006 to 6.98% in 2007, which had the effect of increasing interest income by $1,490,000.

Total tax equivalent interest income from investment securities increased $893,000 in 2007 from 2006. Income from
taxable investment securities increased $810,000. The average balance of investment securities increased $10.4
million, which had an effect of increasing interest income by $509,000 due to volume. The average tax-effected yield
on our investment portfolio increased from 4.82% in 2006 to 5.14% in 2007. This had the effect of increasing interest
income by $384,000 due to rate. The Company’s strategy in 2007 was to increase the size and duration of our
investment portfolio, given the opportunity that general market conditions provided, which resulted in an increase in
the overall yield on our investments.

Loan income increased $2,341,000 in 2007 from 2006. Our commitment and focus on originating good quality,
commercial loans was the primary driver as income from these loans increased $1,387,000 over 2006. The average
balance of commercial loans increased $13.1 million or 9.7%, while at the same time the average rate increased from
7.68% to 7.94%.

17
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Residential mortgage loan income increased $798,000. The increase due to volume was $133,000, as the average
balance increased $1.9 million. During 2007, overall rates increased on 1 to 4 family residential mortgages due to
various economic conditions, including well publicized credit issues facing the banking industry. Although we were
not directly impacted by sub-prime credit concerns facing other institutions, the average rate earned on our residential
mortgage loan portfolio increased from 7.09% to 7.41%. This had the effect of increasing interest income by
$665,000. The Company continues to strive on being the top mortgage lender within our service area by providing
competitive products and exemplary service to our customers.

Total interest expense increased $1,969,000 in 2007 compared to 2006. This is attributable to an increase in the
average balance of interest bearing liabilities, which increased $23.8 million. This had the effect of increasing interest
expense by $795,000. The average rate paid on interest bearing liabilities increased from 3.31% to 3.56%. This is
primarily due to increased average balances in state and political deposits which are more sensitive to market changes
in interest rates. The overall increase in the average rate had the effect of increasing interest expense by $1,174,000.

During the second half of 2007, the Federal Reserve decreased the federal funds rate 100 basis points. This had an
impact on the rates paid on short term deposits, top tier money market and NOW accounts, and on short term
borrowing rates particularly from the Federal Home Loan Bank. The Company’s liabilities, including borrowings and
deposits, are shorter in nature and are more sensitive to short-term changes in interest rates. Many of the Company’s
interest-earning assets are priced, or re-price, along the five year point of the curve, where interest rates have not
significantly changed during this same period. Our ability to decrease rates on short term liabilities faster than the
average rate on interest earning assets has resulted in a slight increase in our net interest spread. Our net interest
spread for 2007 was 3.42% compared to 3.40% in 2006. Should short-term interest rates continue to decrease (the
Federal Reserve decreased the federal funds rate 125 basis points in January, 2008) and longer term rates remain
steady or increase, the result would be a more normal yield curve. As such, it is anticipated that the Company’s net
interest spread should continue to improve. Should short-term and/or long-term interest rates move in such a way that
results in a flattened or inverted yield curve, we would anticipate pressure on our margin.

2006 vs. 2005

Tax equivalent net interest income increased from $18,804,000 in 2005to $19,247,000 in 2006, which is an increase
of $443,000 or 2.4%. The increased volume of interest-earning assets of $39.9 million generated an increase in
interest income of $2,917,000 while increased volume of interest-bearing liabilities of $36.3 million produced an
additional $1,748,000 of interest expense. The change in volume resulted in a net increase of $1,169,000in net interest
income. The net change in rate was a negative $726,000 resulting in a total positive net change of $443,000 when
combined with the change in volume.

Total tax equivalent interest income from investment securities increased $1,121,000 in 2006 from 2005. Income
from taxable investment securities increased $656,000. The average rate earned went from 3.86% to 4.52%, which
had the effect of increasing income by $566,000. Interest income from tax-exempt investment securities increased
$465,000 in 2006 primarily due to volume as the average balance increased from $14.7 million in 2005 to $23.0
million in 2006.

The amount of increase related to loan volume was $2,339,000 while the increase related to rate was $939,000. The
average balance of loans increased $29.4 million from 2005 to 2006.

Interest expense on interest bearing deposits increased $2,312,000. The amount attributable to the change in average
rate was $2,126,000, while the increase due to volume was $186,000. Interest expense on borrowed funds increased
$1,641,000 compared with 2005. The increase due to volume totaled $1,562,000, while the increase due to rate was
$79,000. The average rate paid on interest-bearing liabilities increased from 2.65% in 2005 to 3.31% in 2006.
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2006’s net interest income compared to 2005 shows the effects of the Federal Reserve’s increasing short-term interest
rates during 2005 and a flattened to inverted yield curvethat persisted for most of the year. As such, the net interest
spread decreased from 3.69% in 2005 to 3.40%.

Non-interest Income

The following table reflects non-interest income by major category for the periods ended December 31 (dollars in
thousands):
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Service charges
Trust
Brokerage and
Insurance
Gains on loans
sold
Investment
securities
(losses) gains,
net

Earnings on
bank owned life
insurance
Gains on sales of
foreclosed
properties
Other

Total

Service charges
Trust
Brokerage and
Insurance
Gains on loans
sold

Investment
securities
(losses) gains,
net

Earnings on
bank owned life
insurance
Gains on sales of
foreclosed
properties
Other

Total

2007 vs. 2006
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2007 2006
$ 3210 $ 3,140 $
520 487
132 260
134 68
(29) 4
331 304
396 80
391 373
$ 5,085 $ 4,716 $
2007/2006
Change
Amount %
$ 70 22 %
33 6.8
(128) (49.2)
66 97.1
(33) -
27 8.9
316 395.0
18 4.8
$ 369 78 $

2005
2,965
474

443

70

294

23
419
4,688

2006/2005
Change
Amount
175
13

%
59
2.7

(183) (41.3)

2) (2.9)

10 34

57
(46)
28

247.8
(11.0)

Non-interest income increased $369,000 in 2007 from 2006, or 7.8%. Service charge income increased by $70,000 in
2007 compared to 2006. ATM and related check card fee income increased $90,000 from last year. The Company
continues to promote efforts to increase usage of debit cards by retail customers. Additionally, service charge fees
charged to customers for non-sufficient funds increased by $15,000. Offsetting these increases was a $40,000
decrease in statement fees, primarily due to the competitive environment for attracting and retaining commercial
deposit customers and increased earnings credits with our account analysis product on commercial deposits.
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Trust revenues increased by 6.8% to 520,000 during 2007, which reflects our efforts to continue growing trust assets
under management. This increase was offset by a decrease in brokerage and insurance revenue of $128,000. During
2006, the Company changed our broker dealer relationship. This transition continued to impact revenues into 2007;
however, improvement was experienced during the latter half of 2007. The Company continues to expect the new
relationship to increase customer service and increase revenues by enhancing our ability to meet the needs of our
customers.

Gains on sales of foreclosed properties increased by $316,000 in 2007 compared to 2006 primarily due to a pre-tax
gain of $381,000 recognized on a large commercial property that was sold in the second quarter of 2007.

Gains on loans sold increased by $66,000 due to the increased volume of Freddie Mac and Fannie Mae loans sold on
the secondary market. Investment securities losses of $29,000 were realized this year due to restructuring the
investment portfolio in order to improve future yields.

2006 vs. 2005

Non-interest income increased $28,000 in 2006 compared with 2005, or .6%. Service charge income increased by
$175,000 in 2006 compared to 2005. Service charge fees charged to customers for non-sufficient funds increased by
$134,000. The opening of over 3,000 new checking accounts contributed to this increase. ATM and check card
related fee income also increased by $67,000 due to increased retail customers’ usage of their debit cards. Offsetting
these was a $34,000 decrease in statement fees.

Trust revenues increased $13,000 from 2005 while brokerage and insurance revenues decreased $183,000. This

decrease was primarily due to the Company’s decision to change our broker dealer relationship as well as several large
annuity transactions recognized in 2005.
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Non-interest Expenses

The following tables reflect the breakdown of non-interest expense and professional fees for the periods ended
December 31 (dollars in thousands):

2007 2006 2005
Salaries and
employee
benefits $ 8,386 $ 8,026 $ 7,645
Occupancy 1,151 1,123 1,142
Furniture and
equipment 539 593 658
Professional
fees 645 551 536
Amortization of
intangibles 144 252 578
Other 4,449 4,482 4,828
Total $ 15,314 $ 15,027 $ 15,387
2007/2006 2006/2005
Change Change
Amount % Amount %
Salaries and
employee
benefits $ 360 45 % 381 5.0
Occupancy 28 2.5 (19) (1.7)
Furniture and
equipment 54 9.1 (65) 9.9
Professional
fees 94 17.1 15 2.8
Amortization of
intangibles (108) (42.9) (326) (56.4)
Other (33) (0.7) (346) (7.2)
Total $ 287 19% (360) 2.3)
2007 2006 2005
Other
professional
fees $ 367 $ 296 $ 286
Legal fees 111 115 116
Examinations
and audits 167 140 134
Total $ 645 $ 551 $ 536
2007/2006 2006/2005
Change Change
Amount % Amount %
Other $ 71 240 $ 10 3.5
professional
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fees

Legal fees €)) 3.5 (D) (0.9)
Examinations

and audits 27 19.3 6 4.5
Total $ 94 171 $ 15 2.8

2007 vs. 2006

Non-interest expenses for 2007 totaled $15,314,000 which represents and increase of $287,000, or 1.9%, compared
with 2006 costs of $15,027,000. Much of the increase is attributable to salary and benefit costs increasing $360,000.
Base salaries increased $111,000, or 1.8%, primarily due to merit increases. The year to date full time equivalent
staffing was 170 for 2007 compared to 172 for 2006. Incentive costs for employees increased by $236,000 due
primarily to the attainment of certain corporate goals and objectives.

Professional fees increased by $94,000 due to various consulting arrangements including an evaluation of our
employee pension and incentive plans as well as increased internal control testing requirements related to
Sarbanes-Oxley regulations.

We experienced decreases in furniture and equipment expenses and amortization of intangibles. Amortization
expense decreased $108,000 due to a core deposit intangible from a previous acquisition that became fully amortized
in March 2006. Furniture and equipment expense decreased by $54,000 mainly due to depreciation expense from
assets becoming fully depreciated. Also, during the second quarter of 2007 we recorded a $100,000 write-down of
one of our bank properties.
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2006 vs. 2005
Non-interest expenses decreased $360,000, or 2.3% over 2005. Amortization expense decreased by $326,000 in 2006

compared to 2005 due to the core deposit intangible related to a past acquisition in 2000 becoming fully amortized in
March 2006.

Furniture and equipment expense decreased by $65,000 compared to 2005 mainly due to depreciation expense from
assets becoming fully depreciated. Other expenses decreased $346,000 in 2006. Of this decrease, $240,000 was
attributable to a decrease in merger and acquisition costs related to the Fulton acquisition in 2005 (see Footnote 18 to
the consolidated financial statements for additional information).

Offsetting these decreases, salary and benefit costs increased $381,000. Base salaries increased $90,000, or 1.5%,
primarily due to merit increases. Full time equivalent staffing was 172, unchanged from 2005. Employee health
insurance costs increased $86,000 while pension expenses increased $72,000. Incentive costs increased $128,000
compared with 2005.

Additionally, operating expenses related to our de novo office in Wellsville, New York added significant costs during
2006. This includes approximately $259,000 of expenses related to personnel, furniture and equipment, occupancy
and other expenses.

Provision For Income Taxes
The provision for income taxes was $1,772,000 during 2007, $1,457,000 during 2006 and $1,666,000 for the 2005
related periods. The effective tax rates for 2007, 2006 and 2005 were 20.8%, 20.1% and 24.1%, respectively.

Income before the provision for income taxes increased by $1,251,000 in 2007 compared to 2006. Due to the level of
income, the provision for income taxes has increased by $315,000 when compared to 2006. We have successfully
maintained our effective tax rate of 20.8% by remaining invested in tax-exempt municipal loans and
bonds. Management will continue to monitor our effective tax rate as net income increases.

Despite an increase in income, the provision for income taxes for 2006 decreased by $209,000 due to the
aforementioned increase in tax-free income attained by municipal loans and bonds. By increasing our tax-exempt
income, we were able to reduce our effective tax rate for 2006 and 2007, as compared to 2005.

We are also involved in three limited partnership agreements that established low-income housing projects in our
market area. For tax purposes, we have recognized $662,000 out of a total $913,000 in tax credits from one project
and $231,000 out of a total $385,000 in tax credits on the second project. In 2005, we entered into a third limited
partnership for a low-income housing project for senior citizens in our Sayre market area, which was completed at the
end of 2006. Beginning in 2007, we have recognized $57,000 out of a total of $574,000 tax credits. $922,000 tax
credits remain and will be taken over the next nine years.

FINANCIAL CONDITION

The following table presents ending balances (dollars in millions), growth and the percentage change during the past
two years:

2007 % 2006 % 2005
Balance Increase = Change Balance Increase @~ Change Balance
Total assets  $ 591.0 $ 18.8 338 5722% 43.0 8.1% 5292
Total loans,
net 419.2 8.3 2.0 410.9 31.8 8.4 379.1
120.8 11.1 10.1 109.7 7.1 6.9 102.6
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Total

investments

Total

deposits 456.0 9.5 2.1 446.5 16.7 3.9 429.8
Total

stockholders'

equity 48.5 5.0 11.5 43.5 1.9 4.6 41.6

Cash and Cash Equivalents

Cash and cash equivalents totaled $10.4 million at December 31, 2007 compared with $10.0 million at December 31,
2006. We believe the Company’s liquidity needs are satisfied by the current balance of cash and cash equivalents,
readily available access to traditional funding sources, Federal Home Loan Bank financing, brokered certificates of
deposit and the portion of the investment and loan portfolios that mature within one year. These sources of funds
should permit us to meet cash obligations and off-balance sheet commitments as they come due.
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Investments

2007

The Company’s investment portfolio has increased by $11,059,000, or 10.1% during the past year. During 2007, we
purchased approximately $21.2 million of mortgage-backed securities, $12.4 million of U.S. agency obligations, and
$8.4 million of municipal bonds. Offsetting the purchases were $18.9 million in sales, $11.2 million of principal
repayments and $2.2 million in maturities that occurred during 2007. We increased the balance in our investment
portfolio during 2007 primarily due to market opportunities related to fluctuations in the Treasury curve and the
resulting impact on bond yields. In doing so, the effective yield on our portfolio for 2007 improved to 5.14%
compared to 4.82% a year ago on a tax equivalent basis. The market value of our investment portfolio has increased
approximately $1.4 million in 2007.

2006

During 2006, our investment portfolio increased by $7.1 million, or 6.9%. The increase was primarily attributable to
an increase in US Agency securities and mortgage-backed securities of $3.9 million and $4.0 million,
respectively. This was offset by a decrease of $.6 million in corporate bonds. During 2006, we had maturities of $7.9
million and principal repayments of our mortgage-backed securities of $10.8 million. In an effort to improve the
overall yield of the portfolio, we also sold $10.4 million of our securities and reinvested at higher current market
yields. Included was the sale of 15,800 shares of Freddie Mac Preferred stock in order to utilize capital gains
recognized in prior tax years. Our investment portfolio yielded 4.82% in 2006 compared to 4.20% in 2005, on a
tax-equivalent basis.

The following table shows the year-end composition of the investment portfolio for the five years ended December 31
(dollars in thousands):

2007 % of 2006 % of 2005 % of 2004 % of 2003 % of
Amount Total Amount Total Amount Total Amount Total Amount Total
Available-for-sale:

U. S. Agency
securities $ 17,236 143 % 16,651 152 % 12,754 125% 5812 6.1$% 1,033 1.0
Obligations of state &
political

subdivisions 30,844 254 22,562 205 22,612 220 7452 7.8 8,303 7.8
Corporate obligations 7,813 6.5 7997 7.3 8,627 8.4 8,935 9.3 14,674 13.8
Mortgage-backed
securities 62,642 519 59,875 546 55,852 544 70,449 73.6 78,376 73.5
Equity securities 2,267 1.9 2,658 24 2,757 2.7 3,099 32 4201 3.9
Total $ 120,802 100.0 $ 109,743 100.0 $ 102,602 100.0 $ 95,747 100.0 $ 106,587 100.0

The expected principal repayments (amortized cost) and average weighted yields for the investment portfolio as of
December 31, 2007, are shown below (dollars in thousands). Expected principal repayments, which include
prepayment speed assumptions for mortgage-backed securities, are significantly different than the contractual
maturities detailed in Footnote 3 of the consolidated financial statements. Yields on tax-exempt securities are
presented on a fully taxable equivalent basis, assuming a 34% tax rate.
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After One Year After Five Years
One Year or Less  to Five years to Ten Years  After Ten Years Total
Amortized Yield Amortized Yield Amortized Yield Amortized Yield Amortized Yield
Cost % Cost % Cost % Cost % Cost %
Available-for-sale
securities:
U.S. Agency
securities $ 1,000 48$ 12237 55% 3380 54%
Obligations of
state & political
subdivisions 5,355 5.9 11,657 5.9 13,631 6.4 - - 30,643 6.1
Corporate
obligations - - - - 7,983 5.5 - - 7,983 5.5
Mortgage-backed
securities 369 5.3 38,534 4.7 23,494 5.6 - - 62,397 5.0
Total
available-for-sale $ 6,724 57% 62,428 518% 48497 58% - -$ 117,649 5.4

-$ 16,626 54

Approximately 59% of the amortized cost of debt securities is expected to mature, call or pre-pay within five years or
less. Our Company expects that earnings from operations, the high liquidity level of the available-for-sale securities,
growth of deposits and the availability of borrowings from the Federal Home Loan Bank and other third party banks
will be sufficient to meet future liquidity needs. There are no securities from a single issuer representing more than
10% of stockholders’ equity.

Loans

Historically, our loan customers have been located in North Central Pennsylvania and the Southern Tier of New York.
We originate loans primarily through direct loans to our existing customer base, with new customers generated by
referrals from real estate brokers, building contractors, attorneys, accountants and existing customers.

All lending is governed by a lending policy that is developed and maintained by us and approved by the Board of
Directors. Our Company’s real estate loan lending policy generally permits the Bank to lend up to 85% of the
appraised value or purchase price (whichever is lower) on owner-occupied residential property, when secured by the
first mortgage on the property. Home equity lines of credit or second mortgage loans are generally originated subject
to maximum mortgage liens against the property of 85% of the current appraised value. The maximum term for
mortgage loans is 30 years for one-to-four family residential property and 20 years for commercial and vacation

property.

2007

As evidenced in the table below, total loans grew $8.6 million, or 2.1% in 2007 from a balance of $414.8 million at

the end of 2006 to $423.4 million at the end of 2007. Total loan growth of 2.1% in 2007 compared with an 8.4% loan

growth rate in 2006. Even though the local economy remained relatively stable in 2007, with the local average

unemployment rate remaining stable with last year at approximately 5.9%, we experienced a decrease in overall loan

demand. The national crisis related to the sub prime loan market that impacted various banks during 2007 did not

have a direct impact on our Company’s loan portfolio. However, the indirect impact on the national economy and
various other economic factors did contribute to slower loan demand during 2007.

Commercial real estate loans increased $6.3 million in 2007 or 6.6% while construction real estate loans increased
$4.3 million, or 61.2%. While not compromising credit quality, we are cautiously optimistic that our strong team of
seasoned business development officers will enable the Company to grow our high quality, commercial loan portfolio
and achieve improved organic loan growth. However, loan demand and organic growth is subject to significant
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competitive pressures, the yield curve and the strength of the overall local, regional and national economy.

Residential real estate loans decreased $4.2 million primarily due to the lack of loan demand in the residential real
estate market. Mortgage lending continues to be one of our primary focuses, as residential real estate loans totaled
$201.9 million and comprised 47.7% of the loan portfolio as of the end of the year. One of our primary goals is to
continue being the premier mortgage lender in our market area, with a variety of mortgage products available for our
customers. In 2007, $6.7 million in conforming mortgage loans were originated and sold in the secondary market
through Freddie Mac and Fannie Mae, providing nearly $83,000 of income in origination fees and premiums on loans
sold.
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2006

Total loans grew $32.0 million, or 8.4% in 2006 from a balance of $382.8 million at the end of 2005 to $414.8 million
at the end of 2006. The primary increases were in residential real estate, commercial real estate, agricultural real
estate, and other commercial loans which increased $10.4, $12.0, $4.1, and $3.5 million, respectively. The loan
growth in 2006 of 8.4% compares to the 6.4% loan growth in 2005.

Residential real estate loans increased $10.4 million primarily due to the continued, favorable interest rate
environment for home mortgages from a historical perspective that existed during 2006. Due to the prolonged flat
yield curve, long-term rates including mortgages and home equity loans, remained relatively flat despite the sharp
increase in short-term interest rates. Residential real estate loans totaled $206.1 million and comprised 49.7% of the
loan portfolio as of the end of the year. In 2006, $3.3 million in conforming mortgage loans were originated and sold
in the secondary market through Freddie Mac and Fannie Mae, providing nearly $44,000 of income in origination fees
and premiums on loans sold.

Commercial loans increased $12.0 million in 2006. As started in 2005, the Company began to expand its portfolio of
agricultural loans, as $4.1 million of agricultural loans were added in 2006. This represents a 31.3 % increase and is
reflective of our goal to better serve agricultural customers within our service area. Other commercial loans also
increased $3.5 million, or 12.0% in 2006.

Five Year Breakdown of Loans by Type as of December 31,

2007 2006 2005 2004 2003
(dollars in
thousands) Amount % Amount % Amount % Amount % Amount %
Real estate:
Residential $ 201,861 47.7 $ 206,059 49.7 $ 195,628 51.1 $ 189,803 52.8 $ 180,333 56.8
Commercial 100,380 23.7 94,122 22.7 82,128 21.5 75,228 209 57,370 18.1
Agricultural 16,891 4.0 17,054 4.1 12,991 34 11,564 3.2 7,594 2.4
Construction 11,330 2.7 7,027 1.7 7,245 1.9 7,282 2.0 5,784 1.8
Loans to
individuals
for
household,
family and
other
purchases 13,082 3.1 12,482 3.0 13,017 34 12,657 3.5 13,145 4.1
Commercial
and other
loans 34,664 8.2 32,766 7.9 29,260 7.6 28,069 7.8 16,219 5.1
State &
political
subdivision
loans 45,171 10.6 45263 109 42534 11.1 35,090 9.8 37,212 11.7
Total loans 423,379 100.0 414,773 100.0 382,803 100.0 359,693 100.0 317,657 100.0
Less
allowance for
loan losses 4,197 3,876 3,664 3,919 3,620
Net loans $ 419,182 $ 410,897 $ 379,139 $ 355,774 $ 314,037
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2007/2006
Change
Amount %
Real estate:
Residential $ (4,198) (2.0)
Commerical 6,258 6.6
Agricultural (163) (1.0)
Construction 4303 61.2
Loans to
individuals for
household,
family and
other 600 4.8
purchases
Commercial
and other 1,898 5.8
loans
State &
political
subdivision  (92)
loans

(0.2)

Total loans $ 8,606 2.1

2006/2005
Change
Amount %

$ 10,431 53
11,994 14.6
4,063 31.3

218) (3.0)

(535) 4.1)

3,506 12.0

2,729 6.4

$

31,970 8.4

The following table shows the maturity of state and political subdivision loans, commercial and agricultural loans and
commercial loans secured by real estate as of December 31, 2007, classified according to the sensitivity to changes in

interest rates
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within various time intervals (in thousands). The table does not include any estimate of prepayments which
significantly shorten the average life of all loans and may cause our actual repayment experience to differ from that
shown below. Demand loans having no stated schedule of repayments and no stated maturity are reported as due in
one year or less. The amounts shown below exclude net deferred loan costs or fees.

Commercial,
municipal, Real estate
agricultural  construction Total

Maturity of loans:

One year or less $ 10,696 $ -3 10,696

Over one year
through five years 27,139 - 27,139

Over five years 159,271 11,330 170,601
Total $ 197,106 $ 11,330 $ 208,436
Sensitivity of loans to
changes in interest

rates - loans due
after December 31,
2008:

Predetermined
interest rate $ 41,056 $ 1,846 $ 42,902

Floating or
adjustable interest
rate 145,354 9,484 154,838
Total $ 186,410 $ 11,330 $ 197,740

Loan Quality and Provision For Loan Losses

As discussed previously, the loan portfolio contains a large portion of real estate secured loans (generally residential
home mortgages, mortgages on small business properties, etc.), consumer installment loans and other commercial
loans. Footnote 4 of the consolidated financial statements provides further details on the composition of the loan
portfolio.

The following table indicates the level of non-performing assets over the past five years ended December 31 (dollars
in thousands). We did not have any troubled debt restructurings at the dates presented.

2007 2006 2005 2004 2003
Non-performing
loans:
Non-accruing
loans, exclusive
of impaired
loans $ 827 $ 478 $ 867 $ 722 $ 578
Impaired loans 1,088 1,190 1,031 1,061 1,926
Accrual loans -
90 days or
more past due 275 1,690 337 437 185
Total
non-performing
loans 2,190 3,358 2,235 2,220 2,689
203 758 619 712 305
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Foreclosed
assets held for
sale
Total
non-performing
assets $ 2393% 4,116$ 2854$% 2932% 299
Non-performing
loans as a
percent of loans
net of
unearned
income 0.52% 0.81% 0.58% 0.62% 0.85%
Non-performing
assets as a
percent of loans
net of
unearned
income 0.57% 0.99% 0.75% 0.82% 0.94%

The following table presents an analysis of the allowance for loan losses for the five years ending December 31

(dollars in thousands):
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Summary of Loan Loss Experience

2007 2006 2005 2004 2003
Balance
at beginning of
period $ 3.876 $ 3,664 $ 3919 $ 3,620 $ 3,621
Charge-offs:
Real
estate-mortgage 70 37 43 110 68
Loans to
individuals for
household,
family and
other purchases 111 118 168 70 140
Commercial and
other loans 5 135 161 135 344
Total loans
charged-off 186 290 372 315 552
Recoveries:
Real
estate-mortgage 81 6 2 - 33
Loans to
individuals for
household,
family and
other purchases 57 44 12 25 63
Commercial and
other loans 4 122 43 299 20
Total loans
recovered 142 172 57 324 116

Net loans

charged-off

(recovered) 44 118 315 ) 436
Provision charged

to expense 365 330 60 - 435
Increase related to

acquisition - - - 290 -
Balance at end of

year $ 4,197 $ 3,876 $ 3,664 $ 3919 $ 3,620

Loans

outstanding at

end of year $ 423379 % 414,773 $ 382,803 $ 359,693 $ 317,657

Average loans

outstanding, net $ 411,927 $ 400,507 $ 371,147 $ 338,836 $ 306,776

Net charge-offs to

average loans 0.01% 0.03% 0.08% 0.00% 0.14%
0.99% 0.93% 0.96% 1.09% 1.14%
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Year-end
allowance to total
loans
Year-end
allowance to total
non-performing
loans 191.64% 115.43% 163.94% 176.53% 134.62%

As detailed in the preceding table, total non-performing loans returned to normal levels in all categories during
2007. The decrease in accrual loans — 90 days or more past due from 2006 to 2007 is primarily due to a temporary
delay in payment from one large commercial loan customer totaling $1.1 million in 2006. Early in 2007 the loan
became current as expected.

The percent of non-performing loans to total loans decreased from .81% to .52% as of the end of December,
2007. Foreclosed assets held for sale decreased by $555,000 mainly due to the sale of a large commercial
property. Total loans charged-off in 2007 totaled $186,000, a decrease of $104,000 compared to last year. Total
loans recovered were $142,000, resulting in a net charge-off for the year of $44,000 compared to $118,000 in
2006. $365,000 was charged to the provision in 2007 compared to $330,000 in 2006. During 2006, there were
$290,000 of loans charged-off while $172,000 of loans were recovered, resulting in a net charge-off of $118,000.

Other than those disclosed above, we do not believe there are any loans classified for regulatory purposes as loss,
doubtful, substandard, special mention or otherwise, which will result in losses or have a material impact on future
operations, liquidity or capital reserves. We are not aware of any other information that causes us to have serious
doubts as to the ability of borrowers in general to comply with repayment terms.

Allowance For Loan Losses

The allowance is maintained at a level, which in management’s judgment is adequate to absorb probable future loan
losses inherent in the loan portfolio. The amount of the allowance is determined by a formal analysis of
delinquencies, large problem credits, non-accrual loans, local economic conditions, trends in the loan portfolio and

historic and projected losses. As part of this evaluation, the loan portfolio is divided into several categories in order to

appropriately measure the risks within the portfolio. These categories are loans classified on the Watch List,

residential mortgages, commercial loans and consumer loans.
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Historical loss factors are calculated for consumer, residential mortgage, and commercial loans for the past seven
years. The five year average historical loss factor for each category is applied to the performing portion of the loan
category. For Watch List loans, the losses are calculated using regulatory guidelines and are based on historical
losses. These historical factors, for both the Watch List and homogeneous loan pools, are adjusted based on the five
following qualitative factors:
Level of Delinquencies and Non-Accruals
Trends in Volume and Terms of Loans
Experience, Ability and Depth of Management
National and Local Economic Trends and Conditions
Concentration of Credit

While we evaluate all of this information quarterly, future adjustments to the allowance may be necessary if economic

conditions differ substantially from the assumptions used in making the evaluation. In addition, various regulatory

agencies, as an integral part of their examination process, review our Company’s allowance for loan losses. These
agencies may require us to recognize changes to the allowance based on their evaluation of information available to

them. We believe that the current allowance is adequate to offset any exposure that may exist for loans that are under

secured or loans that might not be collectible.

The accrual of interest income on loans is discontinued when, in the opinion of management, there exists doubt as to
the ability to collect interest. Payments received on nonaccrual loans are applied to the outstanding principal balance
or recorded as interest income, depending upon our assessment of our ability to collect principal and interest. Loans
are returned to the accrual status when factors indicating doubtful collectibility cease to exist.

Allocation of the Allowance for Loan Losses

The allocation of the allowance for loan losses is our determination of the amounts necessary for concentrations and
changes in mix and volume of the loan portfolio. The unallocated portion of the allowance is based upon our
assessment of general and specific economic conditions within our market. This allocation is more uncertain and
considers risk factors that may not be reflected in our historical loss factors.

The following table shows the distribution of the allowance for loan losses and the percentage of loans compared to
total loans by loan category (dollars in thousands):

2007 2006 2005 2004 2003
Amount % Amount % Amount % Amount % Amount %
Real estate
loans:
Residential $ 599 477 % 614 497 $ 493 51.1% 302 528% 368 56.8
Commercial,
agricultural 2,128  27.7 1,676  26.8 1,551 24.9 1,591 24.1 1,742  20.5
Construction - 2.7 - 1.7 - 1.9 - 2.0 - 1.8
Loans to
individuals
for
household,
family and
other
purchases 424 3.1 734 3.0 542 34 463 3.5 492 4.1
Commercial
and other
loans 736 8.2 582 7.9 484 7.6 515 7.8 445 5.1
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State &

political

subdivision

loans 22
Unallocated 288
Total

allowance for

loan losses $ 4,197

Bank Owned Life Insurance

10.6 22 109 21 111 18 9.8 15 117
N/A 248 N/A 573  N/A 940 N/A 558 N/A

100.0 $ 3,876 100.0$ 3,664 100.0$% 3,919 100.0$ 3,620 100.0

In 2003 the Company purchased $7.0 million of bank owned life insurance to offset future employee benefit
costs. The Bank is the sole beneficiary on the policies, and will provide the Bank with an asset that will generate
earnings to partially offset the current costs of benefits, and eventually (at the death of the insured’s) provide partial
recovery of cash outflows associated with the benefits. As of December 31, 2007 and 2006, the cash surrender value
of the life insurance was $8.4 and $8.0 million, respectively. The change in cash surrender value is recognized in the
results of operations. The amounts recorded as non-interest income totaled $331,000, $304,000 and $294,000 in
2007, 2006 and 2005, respectively.
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The Company evaluates annually the risks associated with the life insurance policies, including limits on the amount
of coverage and an evaluation of the various carriers’ credit ratings.

Deposits

2007

As can be seen in the tables below, total deposits increased $9.5 million in 2007, or 2.1%. Non-interest bearing
deposits increased $2.4 million, or 5.0%. As a percent to total, non-interest bearing deposits totaled 11.2% as of the
end of 2007, which compares to 10.9% at the end of 2006. In order to manage our overall cost of funds, the Company
continues to focus on adding low cost deposits by having a free checking product available for retail customers and
being one of the few banks within our market to pay interest on a senior checking product. Additionally, our business
development officers and branch personnel are focused on providing outstanding customer service and developing
larger deposit relationships with our commercial customers.

NOW accounts increased by $13.8 million, or 16.0% since the end of 2006. Most of the increase in NOW accounts is
due to state and local governmental agencies. Similarly, money market deposit accounts also increased by $5.3
million in 2007, an increase of 11.6%, due to state and local governmental agencies.

Certificates of deposit decreased $12.4 million, or 5.4% from 2006 primarily due to the maturity of $10.3 million of
brokered certificates of deposit as of December 31, 2007. As the Federal Reserve decreased short-term interest rates
during the latter half of 2007, alternative funding mostly from the Federal Home Loan Bank resulted in less expensive
borrowing costs.

2006

Total deposits increased $16.7 million in 2006, or 3.9%. Non-interest bearing deposits decreased $2.1 million. As a
percent to total, non-interest bearing deposits totaled 10.9% as of the end of 2006, which compared to 11.8% at the
end of 2005. NOW accounts increased by $12.5 million, or 17.0% since the end of 2005. Most of the increase in
NOW accounts was due to local governmental agencies moving their accounts from money market accounts to NOW
accounts. As a consequence, money market deposit accounts decreased by $6.6 million in 2006, a decrease of 12.5%.

Certificates of deposit increased $13.5 million, or 6.3% from 2005 primarily due to $13.9 million of brokered
certificates of deposit as of December 31, 2006. Due to the flattened yield curve that prevailed during 2006, the

maturities of brokered deposits were kept between six and eighteen months.

The following table shows the breakdown of deposits by deposit type (dollars in thousands):

2007 2006 2005
Amount % Amount % Amount %

Non-interest-bearing

deposits $ 50,944 112 $ 48,509 109 % 50,600 11.8
NOW accounts 99,862 219 86,067 19.3 73,548 17.1
Savings deposits 37,996 8.3 37,637 8.4 38,303 8.9
Money market

deposit accounts 51,398 11.3 46,066 10.3 52,632 12.2
Certificates of

deposit 215,828 473 228,236  51.1 214,716  50.0
Total $ 456,028 100.0 $ 446,515 100.0$ 429,799 100.0

2007/2006 2006/2005
Change Change
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Amount % Amount %

Non-interest-bearing

deposits $ 2,435 50  (2,091) (4.1)
NOW accounts 13,795 16.0 12,519 17.0
Savings deposits 359 1.0 (666) (1.7)
Money market

deposit accounts 5,332 11.6 (6,566) (12.5)
Certificates of

deposit (12,408) (5.4) 13,520 6.3
Total $ 9,513 2.1 $ 16,716 3.9

Remaining maturities of certificates of deposit of $100,000 or more are as follows (dollars in thousands):
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2007 2006 2005
3 months or less $ 9,489 $ 8,714 $ 8,743
Over 3 months

through 6
months 9,628 14,697 7,017
Over 6 months
through 12
months 11,226 16,604 9,275
Over 12 months 27,794 27,897 30,859
Total $ 58,137 % 67,912 % 55,894
As a percent of
total

certificates of
deposit 26.94% 29.76% 26.03%

Deposits by type of depositor are as follows (dollars in thousands):

2007 2006 2005
Amount % Amount % Amount %
Individual,
partnerships
&
corporations $ 382,968 84.0% 386,314 86.5% 371,057 863
United
States
government 752 0.1 1,591 0.4 1,555 0.4
State &
political
subdivisions 72,308 15.9 58,610 13.1 57,187 13.3
Total $ 456,028 100.0 $ 446,515 100.0$ 429,799 100.0

Borrowed Funds

2007

Borrowed funds increased $4.6 million during 2007, an increase of 6.0%. This increase is primarily due to an increase
in term loans from the Federal Home Loan Bank (see Footnote 9 of the consolidated financial statements for
additional information). This increase, along with the $9.5 million increase in deposits was used to fund growth in
loans and investment securities of $8.6 million and $11.1 million, respectively.

2006

Borrowed funds increased $23.1 million during 2006, an increase of 43.9%. This increase is primarily due to an
increase in short-term borrowings from the Federal Home Loan Bank (see Footnote 9 of the consolidated financial
statements for additional information). This increase, along with the $16.7 million increase in deposits was used to
fund growth in loans and investment securities of $31.8 million and $7.1 million, respectively.

Stockholders’ Equity
We evaluate stockholders’ equity in relation to total assets and the risk associated with those assets. The greater the
capital resources, the more likely a corporation is to meet its cash obligations and absorb unforeseen losses. For these

reasons, capital adequacy has been, and will continue to be, of paramount importance.
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Our Board of Directors determines our dividend rate after considering our capital requirements, current and projected
net income, and other factors. In 2007 and 2006, the Company paid out 37.9% and 42.1% of net income in dividends,
respectively.

For the year ended December 31, 2007, the total number of common shares outstanding was 2,825,655. For
comparative purposes, outstanding shares for prior periods were adjusted for the July, 2007 stock dividend in
computing earnings and cash dividends per share as detailed in Footnote 1 of the consolidated financial
statements. During 2007, we also purchased 25,818 shares of treasury stock at a weighted average cost of $21.91 per
share.

There are currently three federal regulatory measures of capital adequacy. The Company’s ratios meet the regulatory
standards for well capitalized for 2007 and 2006, as detailed in Footnote 13 of the consolidated financial statements.
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2007

Stockholders’ equity increased 11.6% in 2007 to $48.5 million. Excluding accumulated other comprehensive income,
which is essentially the after-tax effect of unrealized holding gains and losses on available-for-sale securities, and

additional pension obligation, stockholders’ equity increased $3.6 million, or 8.0%. This increase is due to net income
of $6,736,000, offset by cash dividends of $2,550,000 and purchase of treasury stock of $567,000. Total equity was

approximately 8.2% of total assets as of December 31, 2007, compared to 7.6% of total assets as of December 31,

2006.

2006

Stockholders’ equity increased by 4.7% in 2006 to $43.5 million. Excluding accumulated other comprehensive
income, stockholders’ equity increased $2.1 million, or 5.0%. This increase was due to net income of $5,800,000
offset by cash dividends of $2,442,000 and purchase of treasury stock of $1,222,000.

LIQUIDITY

Liquidity is a measure of the Company’s ability to efficiently meet normal cash flow requirements of both borrowers
and depositors. Liquidity is needed to meet depositors’ withdrawal demands, extend credit to meet borrowers’ needs,
provide funds for normal operating expenses and cash dividends, and fund future capital expenditures.

To maintain proper liquidity, we use funds management policies along with our investment policies to assure we can
meet our financial obligations to depositors, credit customers and stockholders. Management monitors liquidity by
reviewing loan demand, investment opportunities, deposit pricing and the cost and availability of borrowing
funds. The Company’s historical activity in this area can be seen in the Consolidated Statement of Cash Flows from
investing and financing activities.

Cash generated by operating activities, investing activities and financing activities influences liquidity management.

The most important source of funds is the deposits that are primarily core deposits (deposits from customers with

other relationships). Short-term debt from the Federal Home Loan Bank supplements the Company’s availability of
funds as well as lines of credit arrangements with corresponding banks totaling $15.0 million. Other sources of

short-term funds include brokered CDs and the sale of loans, if needed.

The Company’s use of funds is shown in the investing activity section of the Consolidated Statement of Cash Flows,
where the net loan activity is detailed. Other significant uses of funds are capital expenditures, purchase of loans and
acquisition premiums. Surplus funds are then invested in investment securities.

Capital expenditures in 2007 totaled $529,000, which included:
§ Various building improvements totaling $243,000.
§ Upgrades to data processing and security equipment totaling $154,300.
§ New software for Trust services and other software purchases for new product implementation totaling
approximately $67,000.
§ Bank vehicle purchases totaling $65,000.

Capital expenditures were $1,335,000 in 2006, which included:
§ The construction of a de novo banking facility in Wellsville, New York totaling approximately $1.1 million.
§ The construction of a new and enlarged parking lot for our Sayre Lockhart facility totaling approximately
$150,000.
§ Upgrades to data processing equipment totaling $45,000.

These expenditures will allow us to support our growth over the next decade, create greater operating efficiency and
provide the customer with higher quality banking services.
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The Company achieves additional liquidity primarily from temporary or short-term investments in the Federal Home
Loan Bank of Pittsburgh, PA, investments that mature in less than one year and expected principal repayments from
mortgage backed securities. The Company also has a maximum borrowing capacity at the Federal Home Loan Bank
of approximately $239 million, inclusive of any outstanding amounts, as an additional source of liquidity.

Apart from those matters described above, management does not currently believe that there are any current trends,
events or uncertainties that would have a material impact on capital.
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INTEREST RATE AND MARKET RISK MANAGEMENT

The objective of interest rate sensitivity management is to maintain an appropriate balance between the stable growth
of income and the risks associated with maximizing income through interest sensitivity imbalances and the market
value risk of assets and liabilities.

Because of the nature of our operations, we are not subject to foreign currency exchange or commodity price risk and,
since the Company has no trading portfolio, it is not subject to trading risk.

The primary factors that make assets interest-sensitive include adjustable-rate features on loans and investments, loan
repayments and investment maturities. The primary components of interest-sensitive liabilities include maturing
certificates of deposit, IRA certificates of deposit, repurchase agreements and short-term borrowings. Savings
deposits, NOW accounts and money market investor accounts are considered core deposits and are not short-term
interest sensitive (except for the top-tier money market investor and NOW accounts which are paid current market
interest rates).

The following table shows the cumulative static gap (at amortized cost) for various time intervals (dollars in
thousands):

Maturity or Repricing of Company Assets and Liabilities as of December 31, 2007

Within Four to Oneto Twoto Threeto Over

Three Twelve Two Three Five Five

Months Months Years Years Years Years Total
Interest-earning
assets:
Interest-bearing $ 15 % - $ -$ -$ -$ -$ 15
deposits at
banks
Investment 20,804 5,200 11,195 22,919 27,879 32,437 120,434
securities
Residential 26,744 54,230 48,726 33,614 36,776 13,101 213,191
mortgage loans
Commercial 34,714 28,664 22,781 25,511 29,890 10,375 151,935
and farm loans
Loans to state & 3,488 8,453 4,518 9,996 11,709 7,007 45,171
political
subdivisions
Other loans 3,379 3,250 2,665 1,656 1,304 828 13,082
Total $ 89,144 $ 99,797 $ 89,885 $ 93,696 $ 107,558 $ 63,748 $ 543,828
interest-earning
assets
Interest-bearing
liabilities:
NOW accounts $ 54,004 $ - $ -$ -$ -$ 45,858 $ 99,862
Savings - - - - - 37,996 37,996
accounts
Money Market 51,398 - - - - - 51,398
accounts

30,668 78,510 42,239 33,780 28,543 2,088 215,828
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Certificates of
deposit
Short-term 39,255 - - - - - 39,255
borrowing
Long-term 16,014 8,977 15,437 644 21 - 41,093
borrowing
Total $ 191,339 § 87,487 $ 57,676 $ 34,424 § 28,564 $ 85,942 $ 485,432
interest-bearing
liabilities
Excess
interest-earning
assets $ $ 12,310 $ 32,209 $ 59,272 $ 78,994 $(22,194)
(liabilities) (102,195)
Cumulative $ 89,144 $ 188,941 $278,826 $372,522 $480,080 $ 543,828
interest-earning
assets
Cumulative 191,339 278,826 336,502 370,926 399,490 485,432
interest-bearing
liabilities
Cumulative gap $ $ (89,885) $(57,676)$ 1,596 § 80,590 $ 58,396
(102,195)
Cumulative
interest rate
sensitivity 0.47 0.68 0.83 1.00 1.20 1.12
ratio (1)

(1) Cumulative interest-earning assets divided by
interest-bearing liabilities.

The previous table and the simulation models discussed below are presented assuming money market investment
accounts and NOW accounts in the top interest rate tier are repriced within the first three months. The loan amounts
reflect the principal balances expected to be re-priced as a result of contractual amortization and anticipated early
payoffs.

Gap analysis, one of the methods used by us to analyze interest rate risk, does not necessarily show the precise impact
of specific interest rate movements on the Company’s net interest income because the re-pricing of certain assets and
liabilities is discretionary and is subject to competition and other pressures. In addition, assets and liabilities within the
same period may, in fact, be repaid at different times and at different rate levels.
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The Company currently uses a computer simulation model to better measure the impact of interest rate changes on net
interest income. We use the model as part of our risk management process that will effectively identify, measure, and
monitor the Company’s risk exposure. In this analysis, the Company examines the results of 100 and 200 basis point
changes in market rates and the effect on tax equivalent net interest income. It is assumed that the change in interest
rates is instantaneous and that all rates move in a parallel manner. Assumptions are also made concerning prepayment
speeds on mortgage loans and mortgage securities. The following is a rate shock analysis for the period indicated
(dollars in thousands):

Change In % Change

In
Prospective  Prospective Prospective
One-Year

Changes  Net Interest Net Interest Net Interest
in Rates Income Income Income
-200 $ 21,486 $ 703 4.01
-100 21,263 480 2.74
Base 20,783 - -
+100 19,464 (1,319) (7.53)
+200 18,165 (2,618) (14.94)

The model makes estimates, at each level of interest rate change, regarding cash flows from principal repayments on
loans and mortgage backed securities, call activity of other investment securities, and deposit selection, re-pricing and
maturity structure. Because of these assumptions, actual results could differ significantly from these estimates which
would result in significant differences in the calculated projected change on net interest income. Additionally, the
changes above do not necessarily represent the level of change under which management would undertake specific
measures to realign its portfolio in order to reduce the projected level of change.

GENERAL

The majority of assets and liabilities of a financial institution are monetary in nature and, therefore, differ greatly from

most commercial and industrial companies that have significant investments in fixed assets or inventories. However,

inflation does have an important impact on the growth of total assets and on non-interest expenses, which tend to rise

during periods of general inflation. The actions of the Federal Reserve in managing short-term interest rates have a

significant impact on our Company’s interest rate risk. Depending upon short-term rates and the overall yield curve,
the Company will vary its asset liability strategy in order to manage interest rate margins. The action of the Federal

Reserve during the second half of 2007 to decrease short-term interest rates was in response to various economic data

including a slowing economy.

In 2006, legislation was passed regarding changes to FDIC deposit insurance. This legislation increased coverage for
retirement accounts from $100,000 to $250,000, merged the two existing deposit insurance funds and indexed the
insurance level for inflation. The resulting premiums, although estimated, could result in significantly higher
premiums than in the past, and/or could result in more volatility of the level of premiums charged to the Company.

Normal examinations of our Company are performed by the OCC. The last Community Reinvestment Act
performance evaluation by the same agency resulted in a rating of “Outstanding Record of Meeting Community Credit

Needs.”

Aside from those matters described in this annual report, we do not believe that there are any trends, events or
uncertainties that would have a material adverse impact on future operating results, liquidity or capital resources. We
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are not aware of any current recommendations by the regulatory authorities which, if they were to be implemented,
would have such an effect, although the general cost of compliance with numerous and multiple federal and state laws
and regulations does have, and in the future may have, a negative impact on the Company’s results of operations.

CRITICAL ACCOUNTING POLICIES

The Company’s accounting policies are integral to understanding the results reported. The accounting policies are
described in detail in Note 1 of the consolidated financial statements. Our most complex accounting policies
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require management’s judgment to ascertain the valuation of assets, liabilities, commitments and contingencies. We
have established detailed policies and control procedures that are intended to ensure valuation methods are well
controlled and applied consistently from period to period. In addition, the policies and procedures are intended to
ensure that the process for changing methodologies occurs in an appropriate manner. The following is a brief
description of our current accounting policies involving significant management valuation judgments.

Other Than Temporary Impairment of Equity Securities

Equity securities are evaluated periodically to determine whether a decline in their value is other than temporary and
is a matter of judgment. Management uses criteria such as the magnitude and duration of the decline, in addition to
the reasons underlying the decline, to determine whether the loss in value is other than temporary. The term “other
than temporary” is not intended to indicate that the decline is permanent. It indicates that the prospects for a near term
recovery of value are not necessarily favorable, or that there is a lack of evidence to support fair values equal to, or
greater than, the carrying value of the investment. Once a decline in value is determined to be other than temporary,
the value of the security is reduced and a corresponding charge to earnings is recognized.

Allowance for Loan Losses

Arriving at an appropriate level of allowance for loan losses involves a high degree of judgment. The Company’s
allowance for loan losses provides for probable losses based upon evaluations of known and inherent risks in the loan
portfolio.

Management uses historical information to assess the adequacy of the allowance for loan losses as well as the
prevailing business environment; as it is affected by changing economic conditions and various external factors,
which may impact the portfolio in ways currently unforeseen. This evaluation is inherently subjective as it requires
significant estimates that may be susceptible to significant change, subjecting the Bank to volatility of earnings. The
allowance is increased by provisions for loan losses and by recoveries of loans previously charged-off and reduced by
loans charged-off. For a full discussion of the Company’s methodology of assessing the adequacy of the reserve for
loan losses, refer to Note 1 of the consolidated financial statements.

Goodwill and Other Intangible Assets

As discussed in Note 1 of the consolidated financial statements, the Company must assess goodwill and other
intangible assets each year for impairment. This assessment involves estimating cash flows for future periods. If the
future cash flows were less than the recorded goodwill and other intangible assets balances, we would be required to
take a charge against earnings to write down the assets to the lower value.

Deferred Tax Assets

We use an estimate of future earnings to support our position that the benefit of our deferred tax assets will be
realized. If future income should prove non-existent or less than the amount of the deferred tax assets within the tax
years to which they may be applied, the asset may not be realized and our net income will be reduced. Management
also evaluates deferred tax assets to determine if it is more likely than not that the deferred tax benefit will be utilized
in future periods. If not, a valuation allowance is recorded. Our deferred tax assets are described further in Note 11 of
the consolidated financial statements.
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ITEM 7A — QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK.

This information is included under Item 7, “Management’s Discussion and Analysis of Financial Condition and Results
of Operations”, appearing in this Annua