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PART 1 FINANCIAL INFORMATION
Item 1. Financial Statements

PEOPLES FINANCIAL SERVICES CORP.
CONSOLIDATED BALANCE SHEETS (UNAUDITED)
March 31, 2010 and December 31, 2009
(In thousands, except share data)

ASSETS: March 2010 Dec 2009
Cash and due from banks $7,077 $7,259
Interest bearing deposits in other banks 890 895
Federal funds sold 19,222 10,761
Cash and cash equivalents 27,189 18,915
Securities available for sale 129,734 130,506
Loans 355,505 336,303
Allowance for loan losses 4,110 ) (3,337
Loans, net 351,395 332,966
Investment in restricted stock, at cost 2,870 2,870
Bank premises and equipment, net 7,979 7,509
Accrued interest receivable 2,970 2,580
Intangible assets 495 560
Other real estate owned 3,882 5,534
Bank owned life insurance 8,106 8,253
Other assets 6,831 6,790
Total assets $541,451 $516,483
LIABILITIES:

Deposits:

Non-interest bearing $68,775 $71,835
Interest bearing 360,616 338,203
Total deposits 429,391 410,038
Accrued interest payable 470 446
Short-term borrowings 24,044 20,439
Long-term borrowings 38,526 38,750
Other liabilities 2,355 1,840
Total liabilities 494,786 471,513

STOCKHOLDERS' EQUITY:
Common stock, par value $2 per share; authorized 12,500,000 shares; issued 3,341,251
shares; outstanding 3,136,806 shares and 3,136,156 shares at March 31, 2010 and

December 31, 2009, respectively 6,683 6,683
Surplus 3,100 3,098
Retained earnings 42,965 42,043
Accumulated other comprehensive loss (1,499 ) (2,258
Treasury stock, at cost, 204,445 and 205,095 shares at March 31, 2010 and December 31,

2009, respectively (4,584 ) (4,596
Total stockholders' equity 46,665 44,970
Total liabilities and stockholders’ equity $541,451 $516,483
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See Notes to Consolidated Financial Statements
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PEOPLES FINANCIAL SERVICES CORP.
CONSOLIDATED STATEMENTS OF INCOME
(UNAUDITED)

(In thousands, except per share data)

INTEREST INCOME:
Loans receivable, including fees
Securities:
Taxable
Tax exempt
Other
Total interest income
INTEREST EXPENSE:
Deposits
Short-term borrowings
Long-term borrowings
Total interest expense
Net interest income
PROVISION FOR LOAN LOSSES
Net interest income after provision for loan losses
OTHER INCOME:
Customer service fees
Investment division commission income
Earnings on investment in life insurance
Other income
Net realized gains on sales of securities available for sale
Other than temporary impairment — equity securities
Total other income
OTHER EXPENSES:
Salaries and employee benefits
Occupancy
Equipment
FDIC insurance and assessments
Professional fees and outside services
Computer services and supplies
Taxes, other than payroll and income
Amortization expense-deposit acquisition premiums
Advertising
Stationary and printing supplies
Other
Total other expenses
Income before income taxes
INCOME TAXES
Net income
Net income per share, basic

Three Months Ended
March 31, March 31,
2010 2009
$4,987 $4,844
764 824
494 501
5 15
6,250 6,184
1,252 1,662
71 67
392 402
1,715 2,131
4,535 4,053
895 165
3,640 3,888
490 450
60 106
82 88
458 164
22 179
0 (76
1,112 911
1,311 1,341
237 239
123 144
182 91
159 138
262 247
70 96
65 65
97 87
95 90
436 383
3,037 2,921
1,715 1,878
197 357
$1,518 $1,521
$0.48 $0.49
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Net income per share, diluted $0.48 $0.49
See Notes to Consolidated Financial Statements
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PEOPLES FINANCIAL SERVICES CORP.
CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY
FOR THE THREE MONTHS ENDED MARCH 31, 2010 AND 2009

(UNAUDITED)
Accumulated
(In thousands, except share Other
and per share data) Common Retained  Comprehensive  Treasury
Stock Surplus Earnings Loss Stock
Balance, December 31, 2009 $6,683 $3,098 $42,043 $ (2,258 ) $(4,596
Comprehensive income
Net income 0 0 1,518 0 0

Net change in unrealized

losses on securities available

for sale, net of reclassification

adjustment and taxes 0 0 0 759 0
Total comprehensive income

Cash dividends, ($0.19 per

share) 0 0 (596 ) 0 0
Treasury stock issued for stock

option plan (650 shares) 0 2 0 0 12
Balance, March 31, 2010 $6,683 $3,100 $42,965 $ (1,499 ) $(4,584
Balance, December 31, 2008 $6,683 $3,100 $39,375 $ 4,755 ) $(4,683
Comprehensive income

Net income 0 0 1,521 0 0

Net change in unrealized

losses on securities available

for sale, net of reclassification

adjustment and taxes 0 0 0 971 ) O
Total comprehensive income

Cash dividends, ($0.19 per

share) 0 0 (595 ) 0 0
Treasury stock issued for stock

option plan (100 shares) 0 0 0 0 2
Balance, March 31, 2009 $6,683 $3,100 $40,301 $ (5,726 ) $(4,681

See Notes to Consolidated Financial Statements

Total
) $44,970

1,518

759
2,277

(596

14
) $46,665

) $39,720

1,521

(971
550

(595

2
) $39,677
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PEOPLES FINANCIAL SERVICES CORP.

CONSOLIDATED STATEMENTS OF CASH FLOWS

(UNAUDITED)

(In thousands)

Cash Flows from Operating Activities

Net income

Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation and amortization

Provision for loan losses

Amortization of securities' premiums and accretion of discounts, net
Amortization of deferred loan costs

Gain on sales of securities available for sale, net
Other than temporary security impairment
Proceeds from the sale of loans originated for sale
Net gain on sale of loans originated for sale

Loans originated for sale

Net earnings on investment in life insurance

Gain from investment in life insurance

Increase in accrued interest receivable

(Increase) decrease in other assets

Increase (decrease) in accrued interest payable
Increase (decrease) in other liabilities

Net cash provided by operating activities

Cash Flows from Investing Activities

Proceeds from sale of available for sale securities
Proceeds from maturities of and principal payments received on available for sale
securities

Purchase of available for sale securities

Net increase in loans

Purchase of premises and equipment

Proceeds from investment in life insurance
Proceeds from sale of other real estate owned

Net cash provided by (used in) investing activities
Cash Flows from Financing Activities

Cash dividends paid

Increase (decrease) in deposits

Repayment of long-term borrowings

Increase in short-term borrowings

Proceeds from sale of treasury stock

Net cash provided by (used in) financing activities
Net increase (decrease) in cash and cash equivalents
Cash and cash equivalents, beginning of year
Cash and cash equivalents, end of period
Supplemental disclosures of cash paid

Interest paid

Three Months Ended
March 31, March 31,
2010 2009

$1,518 $1,521

228 246

895 165

35 66

57 71

22 ) (179 )

0 76

1,017 7,720

(77 ) (25 )

(1,661 ) (5,497 )

(82 ) (88 )

(320 ) 0

(390 ) (108 )

432 ) 107

24 (611 )

515 (297 )

1,305 3,167

31,668 13,864

2,879 3,679

(32,638 ) (10,753 )

(18,798 ) (4,744 )

(633 ) (89 )

549 0

1,790 0

(15,183 ) 1,957

(596 ) (595 )

19,353 (11,249 )

(224 ) (284 )

3,605 400

14 2

22,152 (11,726 )

8,274 (6,602 )

18,915 18,533
$27,189 $11,931
$1,691 $2,742

10
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Income taxes paid (refunds received) $(656
Non-cash investing and financing activities
Transfers from loans to other real estate owned through foreclosure $138

See Notes to Consolidated Financial Statements

) $525

$43

11
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NOTE 1. BASIS OF PRESENTATION

The consolidated financial statements include the accounts of Peoples Financial Services Corp. (the “Corporation” or the
“Company”) and its wholly owned subsidiaries, Peoples National Bank (the “Bank”), Peoples Advisors, LLC (“Advisors”),
and Peoples Financial Capital Corporation. The Bank has two wholly owned subsidiaries, Peoples Financial Leasing,

LLC and Peoples Investment Holdings, LLC. All material inter-company accounts and transactions have been
eliminated in consolidation.

The accompanying unaudited consolidated financial statements have been prepared in accordance with generally
accepted accounting principles for interim financial information as well as with instructions for Form 10-Q and Rule
10-01 of Regulation S-X. Accordingly, they do not include all of the information and footnotes required by generally
accepted accounting principles for complete financial statements. In the opinion of management, all adjustments
considered necessary for a fair presentation have been included and are of a normal, recurring nature. Operating
results for the three-month period ended March 31, 2010 are not necessarily indicative of the results that may be
expected for the year ended December 31, 2010. For further information, refer to the consolidated financial
statements and footnotes included in the Company’s Annual Report on Form 10-K for the year ended December 31,
2009.

In preparing these consolidated financial statements, the Company evaluated the events and transactions that occurred
after March 31, 2010 through the date these consolidated financial statements were issued.

NOTE 2. EARNINGS PER SHARE

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

Three Months Ended

March 31, 2010 March 31, 2009
Net income applicable to common stock $ 1,518,000 $ 1,521,000
Weighted average common shares outstanding 3,136,228 3,123,214
Effect of dilutive securities, stock options 1,432 429
Weighted average common shares outstanding used to calculate diluted
earnings per share 3,137,660 3,123,643
Basic earnings per share $ 048 $ 049
Diluted earnings per share $ 048 $ 049

Stock options for 17,228 and 22,267 shares of common stock were not considered in computing diluted earnings per
share for the three months ended March 31, 2010 and 2009, respectively, because they were antidilutive.

12
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NOTE 3. SECURITIES AVAILABLE FOR SALE AND RESTRICTED STOCK INVESTMENTS

At March 31, 2010 and December 31, 2009, the amortized cost and fair values of securities available-for-sale are as
follows:

Gross Gross
Amortized Unrealized Unrealized
Cost Gains Losses Fair Value
(In Thousands)
MARCH 31, 2010:
U.S. Government agencies and corporations $57,002 $183 $(370 ) $56,815
Obligations of state and political subdivisions 44,961 163 (1,284 ) 43,840
Taxable obligations of state and political subdivisions 7,246 32 (137 ) 7,141
Corporate debt securities 11,738 196 (811 ) 11,123
Mortgage-backed securities - residential 9,348 95 (94 ) 9,349
Collateralized mortgage obligations — residential 190 4 0 194
Preferred equity securities 78 5 0 83
Common equity securities 1,441 49 (301 ) 1,189
Total $132,004 $727 $(2,997 ) $129,734
DECEMBER 31, 2009:
U.S. Government agencies and corporations $60,989 $103 $(627 ) $60,465
Obligations of state and political subdivisions 52,836 191 (1,483 ) 51,544
Taxable obligations of state and political subdivisions 2,219 20 (83 ) 2,156
Corporate debt securities 11,738 67 (1,471 ) 10,334
Mortgage-backed securities - residential 4,427 212 2 ) 4,637
Collateralized mortgage obligations — residential 198 5 0 203
Preferred equity securities 78 7 0 85
Common equity securities 1,442 4 (364 ) 1,082

Total $133,927 $609 $(4,030 ) $130,506
The amortized cost and fair value of securities as of March 31, 2010, by contractual maturity, are shown
below. Expected maturities may differ from contractual maturities because borrowers may have the right to prepay

obligations with or without any penalties.

Amortized
Cost Fair Value
(In Thousands)

Due in one year or less $0 $0
Due after one year through five years 26,821 26,727
Due after five years through ten years 42,176 41,436
Due after ten years 51,950 50,756

120,947 118,919
Mortgage-backed securities 9,348 9,349
Collateralized mortgage obligation - residential 190 194
Equity securities 1,519 1,272
Total $132,004 $129,734

13
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Proceeds from sale of available-for-sale securities during the three months ended March 31, 2010 and 2009 and the
year ended December 31, 2009 were $31,668,000, $13,864,000, and $62,172,000, respectively. Gross gains realized
on these sales were $194,000, $179,000, and $879,000, respectively. Gross losses on these sales were $172,000, $0,
and $1,371,000, respectively.

Securities with a carrying value of $55,791,000 and $63,066,000 at March 31, 2010 and December 31, 2009,
respectively, were pledged to secure public deposits and repurchase agreements as required or permitted by law.

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

March 31, 2010 and December 31, 2009 (in thousands):

March 31, 2010:

Less Than 12 Months 12 Months or More Total
Unrealized Unrealized Unrealized
Fair Value Losses Fair Value Losses Fair Value Losses
U.S. Government agencies and
corporations $34,564 $(370 ) $0 $0 $34,564 $(370 )
Obligations of state and political
subdivisions 20,693 (207 ) 8,498 (1,078 ) 29,191 (1,284 )
Taxable obligations of state and
political subdivisions 2,986 (37 ) 393 (100 ) 3,379 (137 )
Corporate debt securities 0 0 9,470 (811 ) 9,470 (811 )
Mortgage-backed securities -
residential 4,454 (93 ) 104 (1 ) 4,558 (94 )
Common equity securities 339 (11 ) 629 (290 ) 968 (301 )
Total Temporarily Impaired
Securities $63,042 $(718 ) $19,094 $(2,280 ) $82,130 $(2,997 )
December 31, 2009:
Less Than 12 Months 12 Months or More Total
Unrealized Unrealized Unrealized
Fair Value Losses Fair Value Losses Fair Value Losses
U.S. Government agencies and
corporations $49,953 $(627 ) $0 $0 $49,953 $(627 )
Obligations of state and political
subdivisions 23,138 (322 ) 8,403 (1,161 ) 31,541 (1,483 )
Taxable obligations of state and
political subdivisions 716 (7 ) 417 (76 ) 1,133 (83 )
Corporate debt securities 0 0 8,809 (1,471 ) 8,809 (1,471 )
Mortgage-backed securities -
residential 114 0 121 2 ) 235 2 )
Common equity securities 343 (7 ) 619 (357 ) 962 (364 )
Total Temporarily Impaired
Securities $74,264 $(963 ) $18,369 $(3,067 ) $92,633 $(4,030 )
9
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At March 31, 2010, the Company had 30 (all less than 12 months) U.S. Government Agency and corporation
securities, 57 (43 less than 12 months, 14 greater than 12 months) obligations of state and political subdivisions, 6 (4
less than 12 months, 2 greater than 12 months) mortgage-backed securities, 6 (all greater than 12 months) corporate
debt securities, and 15 (1 less than 12 months, 14 greater than 12 months) common equity securities, with unrealized
losses. The majority of the unrealized losses reflect changes in interest rates subsequent to the acquisition of the
specific securities and management believes that these unrealized losses represent a temporary impairment of those
securities. As long-term rates increase, the underlying value of securities owned by the Company decreases, creating
an unrealized loss.

No impairment charges were recorded against income for the three months ended March 31, 2010 compared to
charges for the three month period ended March 31, 2009 of $76 thousand.

None of the Company’s corporate debt securities are private label trust preferred issuances. Rather, the portfolio
contains corporate bond issuances in large national financial institutions. The Company's common equity securities

portfolio contains investments in financial stocks that the Company believes have the potential to appreciate in value

over the long-term, while providing a reasonable dividend yield.

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

In determining OTTI under the rules for accounting for certain debt and equity securities, management considers
many factors, including: (1) the length of time and the extent to which the fair value has been less than amortized cost,
(2) the financial condition and near-term prospects of the issuer, (3) whether the market decline was affected by
macroeconomic conditions, and (4) whether the entity has the intent to sell the debt security or more likely than not
will be required to sell the debt security before its anticipated recovery. The assessment of whether an
other-than-temporary decline exists involves a high degree of subjectivity and judgment and is based on information
available to management at a point in time. An OTTI is deemed to have occurred if there has been an adverse change
in the remaining expected future cash flows.

When an OTTI occurs under the model, the amount of the OTTI recognized in earnings depends on whether an entity
intends to sell the security or more likely than not will be required to sell the security before recovery of its amortized
cost basis less any current-period credit loss. If an entity intends to sell or more likely than not will be required to sell
the security before recovery of its amortized cost basis less any current-period credit loss, the OTTI shall be
recognized in earnings equal to the entire difference between the investment’s amortized cost basis and its fair value at
the balance sheet date. If an entity does not intend to sell the security and it is not more likely than not that the entity
will be required to sell the security before recovery of its amortized cost basis less any current-period loss, the OTTI
shall be separated into the amount representing the credit loss and the amount related to all other factors. The amount
of the total OTTI related to the credit loss is determined based on the present value of cash flows expected to be
collected and is recognized in earnings. The amount of the total OTTI related to other factors shall be recognized in
other comprehensive income, net of applicable tax benefit. The previous amortized cost basis less the OTTI
recognized in earnings shall become the new amortized cost basis of the investment. As of March 31, 2010 the
Company does not intend to sell or more likely than not, be required to sell these securities before
recovery. Management believes that the unrealized losses represent temporary impairment of the securities.

10
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As a member of the Federal Home Loan Bank of Pittsburgh (“FHLB”), the Company is required to purchase and hold
stock in the FHLB to satisfy membership and borrowing requirements. This stock is restricted in that it can only be
sold to the FHLB or to another member institution, and all sales of FHLB stock must be at par. As a result of these
restrictions, FHLB stock is unlike other investment securities insofar as there is no trading market for FHLB stock and
the transfer price is determined by FHLB membership rules and not by market participants. As of March 31, 2010 and
December 31, 2009, our FHLB stock totaled $2,771,000.

In December 2008, the FHLB voluntarily suspended dividend payments on its stock, as well as the repurchase of
excess stock from members. The FHLB cited a significant reduction in the level of core earnings resulting from lower
short-term interest rates, the increased cost of liquidity, and constrained access to the debt markets at attractive rates
and maturities as the main reasons for the decision to suspend dividends and the repurchase of excess capital stock.
The FHLB last paid a dividend in the third quarter of 2008.

FHLB stock is held as a long-term investment and its value is determined based on the ultimate recoverability of the
par value. The Company evaluates impairment quarterly. The decision of whether impairment exists is a matter of
judgment that reflects our view of the FHLB’s long-term performance, which includes factors such as the following:

* its operating performance;

» the severity and duration of declines in the fair value of its net assets related to its capital stock
amount;

* its commitment to make payments required by law or regulation and the level of such payments
in relation to its operating performance;

» the impact of legislative and regulatory changes on the FHLB, and accordingly, on the members
of FHLB; and

* its liquidity and funding position.
After evaluating all of these considerations, the Company concluded that the par value of its investment in FHLB
stock will be recovered. Accordingly, no impairment charge was recorded on these securities for the three months

ended March 31, 2010. Our evaluation of the factors described above in future periods could result in the recognition
of impairment charges on FHLB stock.

11

18



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

NOTE 4. OTHER COMPREHENSIVE INCOME

The components of other comprehensive income (loss) and related tax effects for the three months ended March 31,
2010 and 2009 are as follows:

(In thousands) Three Months Ended

March 31, 2010 March 31, 2009
Unrealized holding gains (losses) on available for sale securities $ 1,172 $ (1,369 )
Less: Reclassification adjustment for gains realized in net income (22 ) (179 )
Less: Reclassification adjustment for other than temporary impairment 0 76
Net unrealized gains (losses) 1,150 (1,472 )
Tax effect (391 ) 501
Other comprehensive income (loss) $ 759 $ (971 )

NOTE 5. STOCK-BASED COMPENSATION

As of March 31, 2010, all stock options were fully vested and there are no unrecognized compensation costs related to
stock options. For the three month period ending March 31, 2010 and 2009, respectively, there were no stock options
granted.

NOTE 6. GUARANTEES

The Company does not issue any guarantees that would require liability recognition or disclosure, other than standby
letters of credit. Outstanding letters of credit written are conditional commitments issued by the Company to
guarantee the performance of a customer to a third party. The Company's exposure to credit loss in the event of
nonperformance by the other party to the financial instrument for standby letters of credit is represented by the
contractual amount of those instruments. The Company had $16.533 million of standby letters of credit as of March
31, 2010. The Bank uses the same credit policies in making conditional obligations as it does for on-balance sheet
instruments.

The majority of these standby letters of credit expire within the next twelve months. The credit risk involved in
issuing letters of credit is essentially the same as that involved in extending other loan commitments. The Company
requires collateral supporting these letters of credit as deemed necessary. The maximum undiscounted exposure
related to these commitments at March 31, 2010 was $16.533 million and the approximate value of underlying
collateral upon liquidation, that would be expected to cover this maximum potential exposure, was $15.286 million.

12
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NOTE 7. NEW ACCOUNTING STANDARDS

The Financial Accounting Standards Board (“FASB”) has issued Accounting Standards Update (“ASU”) 2010-08,
Technical Corrections to Various Topics, thereby amending the Codification. This ASU resulted from a review by the
FASB of its standards to determine if any provisions are outdated, contain inconsistencies, or need clarifications to
reflect the FASB’s original intent. The FASB believes the amendments do not fundamentally change U.S. Generally
Accepted Accounting Principles (“GAAP”). However, certain clarifications on embedded derivatives and hedging
reflected in Topic 815, Derivatives and Hedging, may cause a change in the application of the guidance in Subtopic
815-15. Accordingly, the FASB provided special transition provisions for those amendments.

The ASU contains various effective dates. The clarifications of the guidance on embedded derivatives and hedging
(Subtopic 815-15) are effective for fiscal years beginning after December 15, 2009. The amendments to the guidance
on accounting for income taxes in a reorganization (Subtopic 852-740) applies to reorganizations for which the date of
the reorganization is on or after the beginning of the first annual reporting period beginning on or after December 15,
2008. All other amendments are effective as of the first reporting period (including interim periods) beginning after
the date this ASU was issued (February 2, 2010). The Company does not believe this new guidance will have a
material effect on its consolidated financial statements.

The FASB has issued ASU 2010-09, Subsequent Events (Topic 855): Amendments to Certain Recognition and
Disclosure Requirements. The amendments in the ASU remove the requirement for an SEC filer to disclose a date
through which subsequent events have been evaluated in both issued and revised financial statements. Revised
financial statements include financial statements revised as a result of either correction of an error or retrospective
application of U.S. GAAP. The FASB also clarified that if the financial statements have been revised, then an entity
that is not an SEC filer should disclose both the date that the financial statements were issued or available to be issued
and the date the revised financial statements were issued or available to be issued. The FASB believes these
amendments remove potential conflicts with the SEC’s literature.

In addition, the amendments in the ASU require an entity that is a conduit bond obligor for conduit debt securities that
are traded in a public market to evaluate subsequent events through the date of issuance of its financial statements and
must disclose such date.

All of the amendments in the ASU were effective upon issuance (February 24, 2010) except for the use of the issued
date for conduit debt obligors. That amendment is effective for interim or annual periods ending after June 15, 2010.
The Company is currently reviewing the effect the new pronouncement will have on its consolidated financial
statements.

NOTE 8. FAIR VALUE MEASUREMENTS

Management uses its best judgment in estimating the fair value of the Company’s financial instruments; however, there
are inherent weaknesses in any estimation technique. Therefore, for substantially all financial instruments, the fair
value estimates herein are not necessarily indicative of the amounts the Company could have realized in a sales
transaction on the dates indicated. The estimated fair value amounts have been measured as of their respective
period-ends and have not been reevaluated or updated for purposes of these financial statements subsequent to those
respective dates. As such, the estimated fair values of these financial instruments subsequent to the respective
reporting dates may be different than the amounts reported at each period-end.
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Accounting Standards Codification (“ASC”) Topic 860, Fair Value Measurements, defines fair value, establishes a
framework for measuring fair value under GAAP, and expands disclosures about fair value measurements. This topic
applies to other accounting pronouncements that require or permit fair value measurements.

ASC 860 establishes a fair value hierarchy that prioritizes the inputs to valuation methods used to measure fair
value. The hierarchy gives the highest priority to unadjusted quoted prices in active markets for identical assets or
liabilities (Level 1 measurements) and the lowest priority to unobservable inputs (Level 3 measurements). The three
levels of the fair value hierarchy under ASC Topic 860 are as follows:

Level 1: Unadjusted quoted prices in active markets that are accessible at the measurement date for identical,
unrestricted assets or liabilities.

Level 2: Quoted prices in markets that are not active, or inputs that are observable either directly or indirectly, for
substantially the full term of the asset or liability.

Level 3: Prices or valuation techniques that require inputs that are both significant to the fair value measurement and
unobservable (i.e., supported with little or no market activity).

An asset’s or liability’s level within the fair value hierarchy is based on the lowest level of input that is significant to the
fair value measurement.

For financial assets measured at fair value on a recurring basis, the fair value measurements by level within the fair
value hierarchy used at March 31, 2010 and December 31, 2009 are as follows:

(Level 1)
Quoted
Prices in (Level 2)
Active Significant (Level 3)
Markets for Other Significant
Identical Observable Unobservable
Description Assets Inputs Inputs
(In Thousands)
March 31, 2010 Securities available for sale $129,734 $1,189 $128,545 $0
December 31, 2009 Securities available for sale $130,506 $1,081 $129,425 $0
14
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For financial assets measured at fair value on a nonrecurring basis, the fair value measurements by level within the fair
value hierarchy used at March 31, 2010 and December 31, 2009 are as follows:

(Level 1)
Quoted
Prices in (Level 2)
Active Significant (Level 3)
Markets for Other Significant
Identical Observable Unobservable
Description Assets Inputs Inputs
(In Thousands)
March 31, 2010 Impaired loans $1,516 $0 $0 $ 1,516
March 31, 2010 Other real estate owned $3,537 $0 $0 $ 3,537
December 31, 2009 Impaired loans $1,834 $0 $0 $ 1,834
December 31, 2009 Other real estate owned $5,534 $0 $0 $ 5,534

The following information should not be interpreted as an estimate of the fair value of the entire Company since a fair
value calculation is only provided for a limited portion of the Company’s assets and liabilities. Due to a wide range of
valuation techniques and the degree of subjectivity used in making the estimates, comparisons between the Company’s
disclosures and those of other companies may not be meaningful. The following methods and assumptions were used
to estimate the fair values of the Company’s financial instruments at March 31, 2010:

Cash and Cash Equivalents (Carried at Cost)
The carrying amounts reported in the balance sheet for cash and short-term instruments approximate those assets’ fair
values.

Securities (carried at fair value)

The fair value of securities available for sale (carried at fair value) are determined by obtaining quoted market prices
on nationally recognized securities exchanges (Level 1), or matrix pricing (Level 2), which is a mathematical
technique used widely in the industry to value debt securities without relying exclusively on quoted market prices for
the specific securities but rather by relying on the securities’ relationship to other benchmark quoted prices. For certain
securities which are not traded in active markets or are subject to transfer restrictions, valuations are adjusted to reflect
illiquidity and/or non-transferability, and such adjustments are generally based on available market evidence (Level
3). In the absence of such evidence, management’s best estimate is used. Management’s best estimate consists of both
internal and external support on certain Level 3 investments. Internal cash flow models using a present value formula
that includes assumptions market participants would use along with indicative exit pricing obtained from
broker/dealers (where available) were used to support fair values of certain Level 3 investments.

Loans Receivable (Carried at Cost)

The fair values of loans are estimated using discounted cash flow analyses, using market rates at the balance sheet date
that reflect the credit and interest rate-risk inherent in the loans. Projected future cash flows are calculated based upon
contractual maturity or call dates, projected repayments and prepayments of principal. Generally, for variable rate
loans that reprice frequently and with no significant change in credit risk, fair values are based on carrying values.
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Impaired Loans (Generally Carried at Fair Value)

Impaired loans are those that are accounted for under ASC Topic 310, Accounting by Creditors for Impairment of a

Loan, in which the Bank has measured impairment generally based on the fair value of the loan’s collateral. Fair value
is generally determined based upon independent third-party appraisals of the properties, or discounted cash flows

based upon the expected proceeds. These assets are included as Level 3 fair values, based upon the lowest level of

input that is significant to the fair value measurements. The fair value consists of the loan balances of $2,285,000, net

of a valuation allowance of $769,000. The provision for impaired loans was $210,000, offset by charge offs of

$50,000 during the three months ended March 31, 2010. At December 31, 2009, the fair value consists of loan

balances of $2,393,000, net of a valuation allowance of $559,000.

Other Real Estate Owned
Other real estate owned is recorded at fair value, net of estimated selling costs, at the date of foreclosure. Subsequent
declines in the recorded value of the property prior to its disposal is included in other expense.

Servicing Rights (Carried at Lower of Cost or Fair Value)

The fair value of mortgage servicing rights is based on a valuation model that calculates the present value of estimated
net servicing income. The valuation incorporates assumptions that market participants would use in estimating future
net servicing income. The Company is able to compare the valuation model inputs and results to widely available
published industry date for reasonableness. Mortgage servicing rights of $278,000 and $285,000 are included in other
assets as of March 31, 2010 and December 31, 2009, respectively.

Restricted Investment in Bank Stock (Carried at Cost)
The carrying amount of restricted investment in bank stock approximates fair value, and considers the limited
marketability of such securities.

Accrued Interest Receivable and Payable (Carried at Cost)
The carrying amount of accrued interest receivable and accrued interest payable approximates its fair value.

Deposit Liabilities (Carried at Cost)
The fair values disclosed for demand deposits (e.g., interest and noninterest checking, passbook savings and money
market accounts) are, by definition, equal to the amount payable on demand at the reporting date (i.e., their carrying
amounts). Fair values for fixed-rate certificates of deposit are estimated using a discounted cash flow calculation that
applies interest rates currently being offered in the market on certificates to a schedule of aggregated expected
monthly maturities on time deposits.

Short-Term Borrowings (Carried at Cost)
The carrying amounts of short-term borrowings approximate their fair values.

Long-Term Debt (Carried at Cost)

Fair values of FHLB advances are estimated using discounted cash flow analysis, based on quoted prices for new
FHLB advances with similar credit risk characteristics, terms and remaining maturity. These prices obtained from this
active market represent a market value that is deemed to represent the transfer price if the liability were assumed by a
third party.

Off-Balance Sheet Financial Instruments (Disclosed at Cost)

Fair values for the Company’s off-balance sheet financial instruments (lending commitments and letters of credit) are
based on fees currently charged in the market to enter into similar agreements, taking into account, the remaining
terms of the agreements and the counterparties’ credit standing.
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The estimated fair values of the Company’s financial instruments were as follows at March 31, 2010 and December 31,
2009 (in thousands):

March 31, 2010 December 31, 2009

Carrying Carrying

Amount Fair Value Amount Fair Value
Financial assets:
Cash and cash equivalents $27,189 $27,189 $18,915 $18915
Securities available-for-sale 129,734 129,734 130,506 130,506
Loans receivable 351,395 407,465 332,966 383,273
Investment in restricted stock 2,870 2,870 2,870 2,870
Accrued interest receivable 2,970 2,970 2,580 2,580
Financial liabilities:
Deposits 429,391 429,978 410,038 411,043
Short-term borrowings 24,044 24,044 20,439 20,439
Long-term borrowings 38,526 39,056 38,750 39,255
Accrued interest payable 470 470 446 446
Off-balance sheet items:
Commitments to grant loans 0 0 0 0
Unfunded commitments under lines of credit 0 0 0 0
Standby letters of credit 0 0 0 0

NOTE 9. FEDERAL DEPOSIT INSURANCE

The Company has experienced significant increases in the cost of federal deposit insurance from previous year’s levels
of five to seven basis points. The FDIC has increased the assessment rate for the most highly rated institutions to
between 10 and 14 basis points. The result is an assessment rate being paid by the Bank of just under 14 basis points.
Assessment rates could be further increased if an institution's FHLB advances exceed 15% of deposits. The FDIC has
also established a program under which it fully guarantees all non-interest bearing transaction accounts (TAG) and
senior unsecured debt of a bank or its holding company (TLGP). Institutions that did not opt out of the program by
November 14, 2008 are being assessed ten basis points for non-interest bearing transaction account balances in excess
of $250,000 and 75 basis points of the amount of debt issued. The TAG program has been extended through
December 31, 2010 by the FDIC. The interim rule also gives the FDIC the discretion to extend the program through
the end of 2011. The Company opted out of the TLGP. The FDIC adopted a program for the prepayment of FDIC
premiums by all insured financial institutions for 2010-2012. This occurred in the fourth quarter of 2009 and the
prepayment amount assessed to the Company was $2,183,000. During the three months ended March 31, 2010, the
Company has incurred $150,000 related to the increased assessments for 2010. The comparable expense for the 2009
period was $62,000.
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Item 2. Management’s Discussion and Analysis of Financial Condition and Results of Operations

The following discussion and analysis of the consolidated financial statements of the Corporation is presented to
provide insight into management’s assessment of financial results. The Corporation’s subsidiaries, Peoples National
Bank and Peoples Advisors, LLC, provide financial services to individuals and businesses within the Bank’s primary
market area made up of Susquehanna, Wyoming and Northern Lackawanna Counties in Pennsylvania, and Broome
County in New York. The Bank is a member of the Federal Reserve System and subject to regulation, supervision,
and examination by the Office of the Comptroller of the Currency. ‘Advisors’ is a member of the National Association
of Securities Dealers (NASD), which also acts as the primary regulator for Advisors. Peoples Financial Leasing, LL.C
is a subsidiary of the Bank and provides employee leasing services to the Bank. Peoples Investment Holdings, LLC is
also a subsidiary of the Bank and its main activities are the maintenance and management of its intangible investments
and the collection and distribution of the income from such investments or from tangible investments located outside
of Delaware. Likewise, Peoples Financial Capital Corporation is a subsidiary of the Company and its main activities
are the maintenance and management of its intangible investments and the collection and distribution of the income
from such investments or from tangible investments located outside of Delaware.

CAUTIONARY STATEMENT CONCERNING FORWARD LOOKING INFORMATION

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

EEINT3

CRITICAL ACCOUNTING POLICIES

Disclosure of the Company’s significant accounting policies is included in Note 1 to the consolidated financial
statements of the Company’s Annual Report on Form 10-K for the year ended December 31, 2009. Some of these
policies are particularly sensitive requiring significant judgments, estimates and assumptions to be made by
Management. Additional information is contained on page 26 of this report for the provision and allowance for loan
losses.
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OVERVIEW

Net income for the three months ended March 31, 2010 decreased 0.20% to $1.518 million as compared to $1.521
million for the same period in 2009. Diluted earnings per share decreased 2.04% to $0.48 per share for the first
quarter of 2010 from $0.49 per share in the same three month period in 2009. At March 31, 2010, the Company had
total assets of $541.451 million, net loans of $351.395 million, and total deposits of $429.391 million.

FINANCIAL CONDITION
Cash and Cash Equivalents:

At March 31, 2010, cash, federal funds sold, and deposits with other banks totaled $27.189 million, an increase of
43.74%, or $8.274 million when compared to $18.915 million on December 31, 2009. The increase was in federal
funds sold as the Company continued to attract significant deposits from new and existing customers in relation to
natural gas leases within existing markets in Susquehanna and Wyoming Counties in Pennsylvania.

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

Securities:

Securities totaled $129.734 million on March 31, 2010, decreasing by $772 thousand, or 0.59% from the December
31, 2009 total of $130.506 million. As market interest rates have remained very low for an extended period of time,
the Company has maintained excess liquidity in the form of federal funds.

The total securities portfolio is held as available for sale. This strategy was implemented in 1995 to provide more
flexibility in using the investment portfolio for liquidity purposes as well as providing more flexibility in selling when
market opportunities occur.

Securities available for sale are accounted for at fair value, with unrealized gains or losses net of deferred income
taxes reported in the accumulated other comprehensive income component of stockholders’ equity. The carrying value
of securities, as of March 31, 2010, included an unrealized loss of $2.270 million reflected as accumulated other
comprehensive loss of $1.499 million in stockholders’ equity, net of deferred income taxes of $771 thousand. This
compares to an unrealized loss of $3.421 million at December 31, 2009 reflected as accumulated other comprehensive
loss of $2.258 million, net of deferred income taxes of $1.163 million. The majority of the unrealized losses reflect
changes in interest rates subsequent to the acquisition of specific securities and management believes that these
unrealized losses represent a temporary impairment of those securities. As long term rates increase, the underlying
value of securities owned by the Company decrease, creating an unrealized loss. The Company does not intend to sell
these securities nor is it likely they will be required to sell the security before recovery of its amortized cost basis. The
Company has the intent and ability to hold such securities until maturity or market price recovery. Management
believes that the unrealized losses represent temporary impairment of the securities.
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Management monitors the earnings performance and effectiveness of liquidity of the securities portfolio on a monthly
basis through the Asset/Liability Committee (“ALCO”). The ALCO also reviews and manages interest rate risk for the
Corporation. Through active balance sheet management and analysis of the securities portfolio, the Corporation
maintains sufficient liquidity to satisfy depositor requirements and various credit needs of its customers.

Loans:

Net loans increased $18.429 million, or 5.53%, to $351.395 million as of March 31, 2010 from $332.966 million as of
December 31, 2009. Of the loan growth experienced in the first quarter of 2010, the most significant increase was in
commercial loans at $18.600 million, or 9.39 %, to $216.686 million as of March 31, 2010 compared to $198.086
million at year-end December 31, 2009. Residential real estate mortgages decreased $1.603 million, or 1.37%, to
$115.317 million as of March 31, 2010 compared to $116.920 million as of December 31, 2009. The decrease in
residential mortgages was offset by an increase in consumer loans which increased the most in percentage terms at
10.59%, or $2.203 million, to $23.005 million as of March 31, 2010 compared to $20.802 million at year-end
December 31, 2009.

Maintaining the loan to deposit ratio is a goal of the Bank, but loan quality is always considered in this
effort. Management has continued its efforts to create good underwriting standards for both commercial and
consumer credit. Most commercial lending is done primarily with locally owned small businesses.

Deposits:

Deposits are attracted from within the Bank’s primary market area through the offering of various deposit instruments
including NOW accounts, money market accounts, savings accounts, certificates of deposit, and IRA’s. During the
three month period ended March 31, 2010, total deposits increased by $19.353 million, or 4.72%, to $429.391 million
compared to $410.038 million as of December 31, 2009. Time deposits increased by $5.066 million, or 5.88%, to
$91.156 million when compared to year end December 31, 2009 at $86.090 million. Other core deposit relationships
increased or decreased as follows; demand deposits were down $3.060 million, or 4.26%, to $68.775 million when
compared to $71.835 million at December 31, 2009. Interest-bearing checking deposits were up $723 thousand, or
1.60%, to $45.869 million compared to $45.146 million as of December 31, 2009. Money market deposit accounts
were up $1.098 million, or 3.05%, to $37.084 million compared to $35.986 million as of December 31, 2009. And
finally, savings deposits were up $15.526 million, or 9.08%, to $186.507 million when compared to $170.981 million
at December 31, 2009.

The trend through three months of 2010 is expected due to the nature of those deposits affected. The current economic
climate has induced consumers to seek safe alternatives in which to invest their money. Short term and core deposit
rates have remained flat. As such, savings deposits offer consumers a competitive interest rate while at the same time
offering the relative safety offered by a commercial bank and the expanded $250,000 FDIC insurance. Savings
deposits also allow for increased liquidity for the Bank.

Borrowings:
The Bank utilizes borrowings as a source of funds for its asset/liability management. Advances are available from the

Federal Home Loan Bank (FHLB) provided certain standards related to credit worthiness have been met. Repurchase
and term agreements are also available from the FHLB.
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Total short-term borrowings at March 31, 2010 were $24.044 million as compared to $20.439 million as of December
31, 2009, an increase of $3.605 million, or 17.64%. Long-term borrowings were $38.526 million as of March 31,
2010 compared to $38.750 million as of December 31, 2009, a decrease of $224 thousand, or 0.58%. The decrease in
long-term borrowings includes the contractual principal payments to the FHLB.

Accrued Interest Payable:

Accrued interest payable increased $24 thousand, or 5.38%, from December 31, 2009 to March 31, 2010 due to the
increase in the balance of interest bearing deposits. However, the decrease to cost of funds over the same period,
1.70% for the quarter ended March 31, 2010 as compared to 1.82% for the quarter ended December 31, 2009, limited
the amount of the increase. See the interest rates and interest differential table on page 28.

Capital:

The adequacy of the Company’s capital is reviewed on an ongoing basis with reference to the size, composition and
quality of the Company’s resources and regulatory guidelines. Management seeks to maintain a level of capital
sufficient to support existing assets and anticipated asset growth, maintain favorable access to capital markets, and

preserve high quality credit ratings. As of March 31, 2010, regulatory capital to total average assets was 8.28% as

compared to 8.68% on December 31, 2009. The Company repurchases its stock in the open market, or from

individuals as warranted, to leverage the capital account and to provide stock for its stock option plan and dividend

reinvestment plan. In the three months ended March 31, 2010 however, the Company did not purchase any additional

shares for the treasury.

The Company has complied with the standards of capital adequacy mandated by the banking regulators. The bank
regulators have established “risk-based” capital requ