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Dear Fellow Shareholders: 

2009 was a year we would like to forget.  It was certainly the most difficult and 
challenging time in my 37 years in banking.  We experienced a large net loss and rise in 
problem loans.  The downturn in the economy was particularly hard on the residential 
housing sector resulting in a negative impact on our residential development and 
construction loans during this period.  During the year, we took substantial charge-offs on 
loans and made significant additions to our provision for loan losses to increase our 
allowance for loan losses in recognition of these problem loans.  In many cases, we 
continue to work with borrowers to resolve these loans to the benefit of all involved.  
However, many problem loans will take a longer period of time to resolve, could 
eventually end in foreclosure, and subsequent sale of the properties before the debt is 
retired. 

In the first few months of 2010, we have started to see a topping out in these problem 
loans as the economy has started to improve.  With this improvement, we also see a 
gradual increase in the value of the collateral which we hold on our loans, which is 
primarily real estate.  Because of the increase in problem loans during 2009, we focused 
the entire energies of the bank on dealing with these issues and will continue to 
concentrate on reducing the amount of problem loans. 

In recognition of the issues which we face, we substantially reduced our operating 
expenses during 2009.  However, the full amount of these measures is not apparent on 
our income statement due to the rise in FDIC insurance premium expense and the 
expenses associated with working out of our problem loans. 

Additionally, we rebalanced our balance sheet to improve our capital and liquidity 
positions.  The Capital position of the company and Stonebridge Bank remain strong and 
exceed the minimum ratios for a well-capitalized institution.  The Bank’s Tier 1 Leverage 
and Risk Based Capital Ratios were 7.6% and 11.9%, respectively at the end of 2009.  
These ratios are considered well-capitalized by regulators.  Based on our progress, we 
feel that these ratios will continue to show improvement in the first quarter of 2010. 



Though Stonebridge Financial Corp. reported a net loss available to common 
shareholders in 2009 of $4.0 million, we were able to increase our allowance for loan 
losses to 2.92% of total loans.  Our net loss was primarily a result of a total provision for 
loan losses of $8.5 million. 

In recognition of a slowing economy and a need to maintain a well-capitalized balance 
sheet, we took steps to reduce total assets by 8.7% to $445.0 million from $487.3 million 
during the year.  Gross loans fell by 11.2% to $339.9 million during the year.  Also 
during 2009, deposits fell by 4.0% to $344.6 million and other borrowings were reduced 
by $34.9 million. 

Our staff worked hard under extreme pressure in 2009 to deal with difficult loan 
problems and to protect the equity of the Company.  We will continue to be faced with 
continued relative weakness in the economy and the need to deal with problem loans for 
the remainder of 2010. Our focus in 2010 will continue to be on successful execution of 
the basics: intensive management of our loan portfolio, stricter underwriting guidelines, 
profitable deployment of deposits through sound investments, diligent management of 
capital, strict control of expenses, and superior customer service.  Your Management and 
Board are dedicated to resolving these problems and challenges and have every intention 
on improving our performance in 2010. 

Joseph C. Spada 
President and CEO 



Summary of Selected Financial Data

Years ended December 31,          2009            2008            2007
(In thousands, except per share data) 

INCOME STATEMENT DATA:    
Net interest income $          11,135  $      12,148  $     11,333 
Provision for loan losses          8,450           4,372              530 
Other income (loss)          1,390             (1,056)              849 
Other expense             9,434           9,194           8,934 
  Income (loss) before income taxes              (5,359)          (2,474)            2,718 
Income tax (benefit) expense              (2,026)             (706)               718 

  Net income (loss) $           (3,333) $       (1,768) $        2,000 
Preferred stock dividends and accretion             665                   -                  -
Net (loss) income available for common shareholders$           (3,998) $       (1,768) $        2,000 

  
BALANCE SHEET DATA (PERIOD END):    
Total assets $        444,957 $       487,339  $    457,710 
Loans (net) 329,483 376,154       339,691 
Deposits 344,561 359,069       322,002 
Stockholders' equity 28,062 20,947         22,359 

  
PER SHARE DATA:    
Basic earnings (loss) $             (1.25) $         (0.56) $          0.63 
Diluted earnings (loss)                (1.25)            (0.56)             0.63 
Book value per common share            5.31            6.60             7.09 
Weighted average number common shares: 
  Basic           3,190          3,171           3,154 
  Diluted          3,190          3,171           3,174 

SELECTED RATIOS:  
Return on average assets               (0.84)%         (0.36)%          0.46% 
Return on average common shareholders'  
   equity             (19.42)%         (8.23)%          9.58% 
Efficiency ratio              80.08%           71.53%           73.45% 
Allowance for loan losses to total loans at year end                2.92%             1.62%             0.97% 
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Independent Auditors’ Report 

To the Board of Directors 
Stonebridge Financial Corp. 
West Chester, Pennsylvania 

We have audited the accompanying consolidated balance sheets of Stonebridge Financial Corp. 
and subsidiaries (the Company) as of December 31, 2009 and 2008, and the related consolidated 
statements of operations, stockholders’ equity, and cash flows for each of the years in the three-year 
period ended December 31, 2009.  These consolidated financial statements are the responsibility of the 
Company's management.  Our responsibility is to express an opinion on these consolidated financial 
statements based on our audits. 

We conducted our audits in accordance with auditing standards generally accepted in the United 
States of America.  Those standards require that we plan and perform the audit to obtain reasonable 
assurance about whether the financial statements are free of material misstatement.  An audit includes 
consideration of internal control over financial reporting as a basis for designing audit procedures that are 
appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of 
the Company’s internal control over financial reporting.  Accordingly, we express no such opinion.  An 
audit also includes examining, on a test basis, evidence supporting the amounts and disclosures in the 
consolidated financial statements, assessing the accounting principles used and significant estimates made 
by management, as well as evaluating the overall financial statement presentation.  We believe that our 
audits provide a reasonable basis for our opinion. 

In our opinion, the consolidated financial statements referred to above present fairly, in all 
material respects, the financial position of Stonebridge Financial Corp. and subsidiaries as of 
December 31, 2009 and 2008, and the results of their operations and their cash flows for each of the years 
in the three-year period ended December 31, 2009, in conformity with accounting principles generally 
accepted in the United States of America. 

As discussed in Note 3 to the consolidated financial statements, the Company changed its method 
of recognizing other-than temporary-impairment on debt securities in 2009.  As discussed in Note 21 to 
the consolidated financial statements, the Company adopted the fair value option for certain of its assets, 
on January 1, 2007. 

Lancaster, Pennsylvania  
March 26, 2010 
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STONEBRIDGE FINANCIAL CORP. AND SUBSIDIARIES 
CONSOLIDATED BALANCE SHEETS 

DECEMBER 31, 2009 AND 2008 
(Dollars in thousands, except per share amounts) 

               2009               2008 
ASSETS   

Cash and due from banks $           8,382 $           1,585 
Interest bearing deposits with banks                 200                 201 
     Cash and cash equivalents              8,582              1,786 
Securities available for sale, at fair value            55,820            54,576 
Securities held to maturity (fair value 2009 $25,936; 2008 $36,028)            25,944            36,461 
Loans receivable, net of allowance for loan losses 2009 $9,927;  
     2008 $6,179 

  
         329,483 

  
         376,154 

Restricted investments in bank stock              5,464              5,464 
Premises and equipment, net              2,445              2,723 
Bank owned life insurance              4,886              4,714 
Accrued interest receivable and other assets            12,333               5,461  
          Total assets $       444,957 $       487,339 

LIABILITIES AND STOCKHOLDERS’ EQUITY  
  

Liabilities: 
   Deposits: 
     Demand, non-interest bearing $         13,483 $         11,733 
     Interest bearing          331,078          347,336 
          Total deposits          344,561          359,069 
Short-term borrowings               1,140            15,991 
Long-term borrowings             60,000            80,000 
Subordinated debt            10,310            10,310 
Accrued interest payable and other liabilities                 884              1,022 
          Total liabilities          416,895          466,392 

Stockholders’ equity: 
Preferred stock - Series C Cumulative Perpetual; $1.00 par value per 

share; authorized 1,000,000 shares with a liquidation preference 
of $1,000 per share; issued and outstanding: 2009 10,973 shares; 
2008 0 shares            10,452                     - 

Warrant preferred stock - Series D Cumulative Perpetual; $1.00 par    
value per share; authorized 1,000,000 shares with a liquidation 
preference of $1,000 per share; issued and outstanding: 2009 549 
shares; 2008 0 shares                 608                     - 

Common stock, par value $1.00 per share; authorized
     10,000,000 shares; issued and outstanding: 2009 
     3,202,064 shares; 2008 3,174,877 shares              3,202              3,175 
Surplus            16,293            16,185 
Retained earnings (accumulated deficit)             (2,145)              1,570 
Accumulated other comprehensive income (loss)                (348)                   17 
          Total stockholders’ equity            28,062            20,947 
          Total liabilities and stockholders’ equity $       444,957 $       487,339 

See Notes to Consolidated Financial Statements. 
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STONEBRIDGE FINANCIAL CORP. AND SUBSIDIARIES 
CONSOLIDATED STATEMENTS OF OPERATIONS 
YEARS ENDED DECEMBER 31, 2009, 2008 AND 2007 

(Dollars in thousands, except per share amounts) 

                    2009                    2008                    2007 
Interest income:    
     Loans and leases receivable, including fees $           20,264 $           24,367 $           23,831 
     Securities, taxable 3,755 4,572 5,099 
     Securities, tax-exempt 533 583 591 
     Trading account securities - - 368 
     Other  21  5  41 
          Total interest income 24,573 29,527 29,930 

Interest expense:   
     Deposits  9,686 12,728 14,579 
     Borrowings 3,100 3,999 3,366 
     Subordinated debt 652 652 652 
          Total interest expense 13,438 17,379 18,597 

          Net interest income 11,135 12,148 11,333 

Provision for loan losses 8,450 4,372  530 

          Net interest income after provision for loan losses 2,685 7,776 10,803 

Other income:   
     Customer service fees 117 130 119 
     Mortgage fee income 94 60 97 
     Bank owned life insurance 172 176 168 
     Trading account gains  - - 35 
     Other 263 340 412 
     Investment securities gains (losses), net:   
           Other-than-temporary impairment losses                    (575)                 (1,207) - 
           Less: Portion of loss recognized in other comprehensive loss 

(before taxes)                    (377) - - 
                 Net other-than-temporary impairment losses                    (198)                (1,207) - 
           Loss on redemption of available for sale securities -                     (741) - 
           Net gains on sales of available for sale securities 942 186 18 
     Investment securities gains (losses), net 744                  (1,762) 18 
         Total other income (loss)                   1,390                  (1,056)   849 

Other expenses:   
     Salaries and employee benefits 4,883 5,464 5,445 
     Occupancy  630 592 452 
     Equipment and data processing 484 520 460 
     Advertising   47  141  166 
     Professional fees 909 540 432 
     FDIC insurance 806 269 237 
     Software maintenance 283 292 225 
     Taxes other than income 288 243 205 
     Other 1,104 1,133 1,312 
          Total other expenses 9,434 9,194 8,934 

          Income (loss) before income taxes                 (5,359)               (2,474)  2,718 

Income tax (benefit) expense                  (2,026)                  (706) 718 

          Net income (loss)                  (3,333)               (1,768)              2,000 

Preferred stock dividends and accretion                      665                        -                      - 
Net (loss) income available for common shareholders $               (3,998) $            (1,768) $             2,000 

Basic net (loss) income per common share $                (1.25) $              (0.56) $               0.63 
Diluted net (loss) income per common share $                (1.25) $              (0.56) $               0.63 
Cash dividends declared per common share $                       - $               0.10    $               0.10 

See Notes to Consolidated Financial Statements. 
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STONEBRIDGE FINANCIAL CORP. AND SUBSIDIARIES 
CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY 

YEARS ENDED DECEMBER 31, 2009, 2008 AND 2007 
(Dollars in thousands, except per share amounts) 

Preferred 
Stock 

Warrant 
Preferred 

Stock 
Common Stock  

    Shares        Par Value Surplus 
Retained 
Earnings 

Accumulated 
Other 

Comprehensive 
Income (Loss) 

              
Total 

Balance, January 1, 2007 $           - 
           

$       - 3,143,031 $   3,143  $   16,058 $      2,297 $           (1,248) $    20,250 
Cumulative effect adjustment 

upon adoption of fair value 
option on certain assets  -           - - - - (329) 303               (26) 

Comprehensive income:                   
  Net income -           - - - - 2,000 -          2,000 
  Change in unrealized losses on  
    securities, net of reclassification 
    adjustment and tax effects -           - - - - - 367 

              
367 

Total comprehensive income -           - - - - - -          2,367 
Stock award to directors -           - 8,888 9 55 - - 64 
Restricted stock awards -           - 10,750 11              (11) - - - 
Recognition of restricted stock  

expense -           - - - 15 - - 15 
Stock option expense -           - - - 4 - - 4 
Common stock dividend declared 

($0.10 per share) -           - - - -           (315) -              (315) 

Balance, December 31, 2007            -           - 3,162,669      3,163     16,121       3,653              (578)       22,359 
Comprehensive loss:         
  Net loss -           - - - -        (1,768) -          (1,768)
  Change in unrealized gains   

(losses) on securities, net of     
reclassification adjustment and               
tax effects -           - - - - - 595                595 

Total comprehensive loss -           - - - - - -           (1,173) 
Shares issued in connection with 

stock offering, net -           - 11,826 12  23 - - 35 
Stock award to directors -           - 1,882 2 14 - - 16 
Restricted stock awards -           - 6,000 6               (6) - - - 
Restricted stock forfeitures - -      (7,500)           (8)            (4) - -               (12) 
Recognition of restricted stock  

expense - - - - 32 - - 32 
Stock option expense - - - - 5 - - 5 
Common stock dividend declared 

($0.10 per share) - - - - -           (315) - (315) 

Balance, December 31, 2008 $           - $         - 3,174,877 $   3,175 $    16,185 $      1,570 $                 17 $      20,947 
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STONEBRIDGE FINANCIAL CORP. AND SUBSIDIARIES 
CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY 

YEARS ENDED DECEMBER 31, 2009, 2008 AND 2007 
(Dollars in thousands, except per share amounts) 

Preferred 
Stock 

Warrant 
Preferred 

Stock 
Common Stock  

    Shares        Par Value Surplus 

Retained 
Earnings 

(Accumulate
d Deficit) 

Accumulated 
Other 

Comprehensive 
Income (Loss) Total 

        
Balance, December 31, 2008 $           - $         - 3,174,877 $   3,175 $  16,185 $      1,570 $                 17 $      20,947 
Comprehensive loss:         
  Net loss -           - - - -          (3,333) -          (3,333) 
  Change in unrealized gains 

(losses) on securities, net of     
reclassification adjustment and 
tax effects                - - - - - - (82) (82) 

Total comprehensive loss - - - - - - - (3,415) 
Cumulative effect adjustment 

upon the adoption of revised 
other-than-temporary 
impairment guidance, net of 
tax effects - - - - - 283                 (283) - 

Issuance of preferred and warrant 
preferred stock, net 10,335 622 - - - - - 10,957 

Dividends declared – preferred 
and warrant preferred stock - - - - -             (562) -             (562) 

Accretion of net discount on 
preferred and warrant 
preferred stock 117         (14) - - -             (103) - - 

Exercise of stock options - - 27,187 27 82 - -             109 
Recognition of restricted stock  

expense - - - - 22 - - 22 
Stock option expense - - - - 4 - - 4 

Balance, December 31, 2009 $ 10,452 $     608 3,202,064 $   3,202 $  16,293 $       (2,145) $            (348)     $     28,062 

See Notes to Consolidated Financial Statements. 
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STONEBRIDGE FINANCIAL CORP. AND SUBSIDIARIES 
CONSOLIDATED STATEMENTS OF CASH FLOWS 
YEARS ENDED DECEMBER 31, 2009, 2008 AND 2007 

(Dollars in thousands)
2009 2008                     2007 

CASH FLOWS FROM OPERATING ACTIVITIES    
   Net income (loss) $              (3,333) $              (1,768) $              2,000 
   Adjustments to reconcile net income (loss) to net cash provided (used in) by 

operating activities: 
  

      Provision for loan losses 8,450 4,372 530 
      Provision for (recovery of) off-balance sheet credit exposure -                        (97) 210 
      Stock compensation 26 25 19 
      Deferred tax expense (benefit)                 (3,098)                 (1,140) 36 
      Issuance of stock to directors - 16 64 
      Provision for depreciation and amortization 473 567 502 
      Net realized gains on sales of securities                    (942)                    (186)                      (18) 
      Loss on redemption of equity security - 741 - 
      Net impairment charges on held to maturity securities 198 1,207 - 
      Net accretion of securities premiums and discounts                    (173)                    (141)                    (259) 
      Amortization of premiums on purchased loans  92 273 224 
      Net change in trading securities - 2,999 9,534 
      Increase in accrued interest receivable and other assets                 (2,106)                    (171)                    (339) 
      Earnings on bank owned life insurance                    (172)                    (176)                    (168) 
      Decrease in accrued interest payable and other liabilities                    (215)                (1,301)                 (4,142) 

  

          Net cash (used in) provided by operating activities                    (800) 5,220                    8,193 
  

CASH FLOWS FROM INVESTING ACTIVITIES   
   Securities available for sale:   
      Purchases               (56,733)               (25,946)               (37,135) 
      Proceeds from sales 30,690  8,631 23,874 
      Maturities and principal repayments 25,406 21,898 22,262 
   Securities held to maturity:   
      Maturities and principal repayments 10,702 486 1,502 
   Net purchase of restricted investment in bank stocks -                      (797)                 (1,082) 
   Net decrease (increase) in loans 36,417                 (41,211)               (69,148) 
   Purchases of bank premises and equipment and software                    (108)                    (500)                    (487) 

  

          Net cash provided by (used in) investing activities 46,374               (37,439)               (60,214) 
  

CASH FLOWS FROM FINANCING ACTIVITIES   
   Net increase (decrease) in deposits               (14,508) 37,067  6,003 
   Net increase (decrease) in short-term borrowings               (14,851)               (13,463) 27,400 
   Proceeds from long-term borrowings - 30,000 30,000 
   Repayments of long-term borrowings               (20,000)               (21,063)               (13,133) 
   Common stock dividends paid -                      (315)                    (315) 
   Proceeds from issuance of common stock, net - 35 - 
   Proceeds from exercise of common stock options 109 - - 
   Preferred stock dividends paid                    (485) - - 
   Proceeds from issuance of preferred stock, net              10,335 - - 
   Proceeds from issuance of warrant preferred stock                    622 - - 

  

          Net cash (used in) provided by financing activities               (38,778) 32,261                  49,955 
  

          Increase (decrease) in cash and cash equivalents 6,796 42                   (2,066) 
  

Cash and cash equivalents:   
   Beginning of year 1,786 1,744                    3,810 
   End of year $               8,582 $               1,786 $               1,744 

Supplemental Disclosures of Cash Flow Information:    
   Cash payments for interest $             13,773    $             17,413 $             18,413 
   Cash payments for income taxes 1,280 932 636 
   Real estate acquired through foreclosure 1,712 - - 
Supplemental Schedule of Noncash Investing Activities:   
   Mortgage-backed securities received through redemption-in-kind of mutual fund - 7,444 - 

See Notes to Consolidated Financial Statements. 
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1.  SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Organization and Nature of Operations 

Stonebridge Financial Corp. and Subsidiaries (the Company) was incorporated in October 1998 under 
the laws of the Commonwealth of Pennsylvania. The Company was formed for the purpose of becoming a 
bank holding company and to hold 100% of the shares of Stonebridge Bank (the Bank).  The Company is a 
financial holding company.  The Bank commenced operations in February 1999 and is a full service 
commercial bank providing personal and business lending and deposit services.  As a state chartered, non-
Federal Reserve member bank, the Bank is subject to regulation by the Pennsylvania Department of 
Banking and the Federal Deposit Insurance Corporation.  Stonebridge Financial Corp., as a financial 
holding company, is subject to regulation by the Federal Reserve Bank.  The area served by the Bank is 
principally the Greater Delaware Valley in Pennsylvania and Harford County in Maryland.  The Bank’s 
internet banking services are accessible nationwide. 

Basis of Presentation 

The consolidated financial statements include the accounts of Stonebridge Financial Corp., (the 
Company), its wholly owned subsidiary, Stonebridge Bank, and the Bank’s wholly owned subsidiary, 
Stonebridge Leasing Company. In 2007, Stonebridge Leasing Company’s remaining lease receivables were 
satisfied and the company was liquidated under IRC §332 into Stonebridge Bank.  All significant 
intercompany balances and transactions have been eliminated in consolidation.  The Company consolidates 
subsidiaries in which it holds, directly or indirectly, more than 50% of the voting rights or where it 
exercises control. 

The Company’s wholly owned subsidiary, Stonebridge Statutory Trust I, is not included in the 
accompanying consolidated financial statements in accordance with ASC 810 Consolidation. 

Use of Estimates 

The preparation of financial statements in conformity with accounting principles generally accepted in 
the United States of America requires management to make estimates and assumptions that affect the 
reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of the 
financial statements and the reported amounts of revenues and expenses during the reporting period.  
Actual results could differ from those estimates.  Material estimates that are particularly susceptible to 
significant change in the near term relate to the allowance for loan losses, the allowance for off-balance 
sheet credit exposures, the determination of other-than-temporary impairment of investment securities or 
impairment of restricted stock, and the valuation of deferred tax assets. 

Subsequent Events 

The Company has evaluated events and transactions occurring subsequent to the balance sheet date of 
December 31, 2009, for items that should potentially be recognized or disclosed in these consolidated 
financial statements.  The evaluation was conducted through March 26, 2010, the date these financial 
statements were available to be issued. 

Reclassifications 

For comparative purposes, the prior years’ consolidated financial statements have been reclassified to 
conform to report classifications of the current year.  These reclassifications had no impact on net income. 
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1.  SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (con tinued)

Cash and Cash Equivalents  

For purposes of reporting cash flows, cash and cash equivalents include cash on hand, amounts due 
from banks, federal funds sold, and short-term investments.  Generally, federal funds are purchased and 
sold for one-day periods.  Short-term investments include interest bearing-deposits with banks and 
investments with an original maturity of less than 90 days. 

Trading Activities 
  

The Company engages in trading activities for its own account.  Securities that are held principally for 
resale in the near term are recorded in the trading assets account at fair value with changes in fair value 
recorded in earnings.  Interest and dividends are included in net interest income.  The Company ceased 
purchasing securities for its trading securities portfolio in the first quarter of 2008. 

Securities   

Management determines the appropriate classification of debt securities at the time of purchase and re-
evaluates such designation as of each balance sheet date.   

Securities classified as available for sale are those securities that the Company intends to hold for an 
indefinite period of time, but not necessarily until maturity.  Securities available for sale are carried at fair 
value.  Unrealized gains and losses are reported in other comprehensive income, net of the related deferred 
tax effect.  Realized gains or losses, determined on the basis of the cost of the specific securities sold, are 
included in earnings.  Premiums and discounts are recognized in interest income using the interest method 
over the terms of the securities. 

Securities classified as held to maturity are those debt securities the Company has both the intent and 
ability to hold to maturity regardless of changes in market conditions, liquidity needs or changes in general 
economic conditions.  These securities are carried at cost adjusted for the amortization of premium and 
accretion of discount, computed by the interest method over the terms of the securities. 

 Effective April 1, 2009, the Company adopted new accounting guidance related to recognition and 
presentation of other-than-temporary impairment (“Pending Content” of FASB ASC 320-10).  This recent 
accounting guidance amends the recognition guidance for other-than-temporary impairments of debt 
securities and expands the financial statement disclosures for other-than-temporary impairment losses on 
debt and equity securities.  The recent guidance replaced the “intent and ability” indication in current 
guidance by specifying that (a) if a company does not have the intent to sell a debt security prior to 
recovery and (b) it is more likely than not that it will not have to sell the debt security prior to recovery, the 
security would not be considered other-than-temporarily impaired unless there is a credit loss.  When an 
entity does not intend to sell the security, and it is more likely than not, the entity will not have to sell the 
security before recovery of its cost basis, it will recognize the credit component of an other-than-temporary 
impairment of a debt security in earnings and the remaining portion in other comprehensive income.  For 
held-to-maturity debt securities, the amount of an other-than-temporary impairment recorded in other 
comprehensive income for the noncredit portion of a previous other-than-temporary impairment should be 
amortized prospectively over the remaining life of the security on the basis of the timing of future estimated 
cash flows of the security. 
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1.  SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (con tinued)

 As a result of this guidance, the Company’s consolidated statement of operations for the year ended 
December 31, 2009 reflect the full impairment (that is, the difference between the security’s amortized cost 
basis and fair value) on debt securities that management has no intent to sell and believes that it more-
likely-than-not will not be required to sell prior to recovery, only the credit loss component of the 
impairment is recognized in earnings, while the non-credit loss is recognized in other comprehensive 
income.  The credit loss component recognized in earnings is identified as the amount of principal cash 
flows not expected to be received over the remaining term of the security as projected based on cash flow 
projections.  As a result of the other than temporary impairment accounting guidance, the Company’s 
income in 2009 was higher by $377,000 on a pretax basis.  The cumulative effect of the change included an 
increase in retained earnings of $283,000, after tax.  See note 3 to the Consolidated Financial Statements 
for disclosures relating to the Company’s investment in securities and other-than-temporary impairments. 

Prior to the adoption of the recent accounting guidance on April 1, 2009, management considered, in 
determining whether other-than-temporary impairment exists (1) the length of time and the extent to which 
the fair value has been less than cost, (2) the financial condition and near-term prospects of the issuer, and 
(3) the intent and ability of the Company to retain its investment in the issuer for a period of time sufficient 
to allow for any anticipated recovery in fair value. 

Loans Receivable 

Loans receivable are stated at their outstanding unpaid principal balances, net of an allowance for loan 
losses and any deferred fees or costs.  Interest income is accrued on the unpaid principal balance.  Loan 
origination fees, net of direct origination costs, are deferred and recognized as an adjustment of the yield 
(interest income) of the related loans.  The Bank is generally amortizing these amounts over the contractual 
life of the loan. 

The accrual of interest is generally discontinued when the contractual payment of principal or interest 
has become 90 days past due or management has serious doubts about further collectability of principal or 
interest, even though the loan is currently performing.  A loan may remain on accrual status if it is in the 
process of collection and is either guaranteed or well secured.  When a loan is placed on nonaccrual status, 
unpaid interest credited to income is reversed.  Interest received on nonaccrual loans generally is applied 
against principal.  Generally, loans are restored to accrual status when the obligation is brought current, has 
performed in accordance with the contractual terms for a reasonable period of time and the ultimate 
collectability of the total contractual principal and interest is no longer in doubt.   

Allowance for Loan Losses 

The allowance for loan losses is established through provisions for loan losses charged against income.  
Loans deemed to be uncollectible are charged against the allowance for loan losses, and subsequent 
recoveries, if any, are credited to the allowance. 

The allowance for loan losses is maintained at a level considered adequate to absorb losses inherent in 
the portfolio.  Management’s periodic evaluation of the adequacy of the allowance is based on the Bank’s 
past loan loss experience, known and inherent risks in the portfolio, current economic conditions and other 
relevant factors.  This evaluation is inherently subjective as it requires material estimates that may be 
susceptible to significant change, including the amounts and timing of future cash flows expected to be 
received on impaired loans. 
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1.  SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (con tinued) 

The allowance consists of specific, general and unallocated components.  The specific component 
relates to loans that are classified as either doubtful, substandard or special mention.  For such loans that 
are also classified as impaired, an allowance is established when the discounted cash flows (or collateral 
value or observable market price) of the impaired loan is lower than the carrying amount of that loan.  The 
general component covers non-classified loans and is based on historical loss experience adjusted for 
qualitative factors.  An unallocated component is maintained to cover uncertainties that could affect 
management’s estimate of probable losses.  The unallocated component of the allowance reflects the 
margin of imprecision inherent in the underlying assumptions used in the methodologies for estimating 
specific and general losses in the portfolio. 

A loan is considered impaired when, based on current information and events, it is probable that the 
Bank will be unable to collect the scheduled payments of principal or interest when due according to the 
contractual terms of the loan agreement.  Factors considered by management in determining impairment 
include payment status, collateral value and the probability of collecting scheduled principal and interest 
payments when due.  Loans that experience insignificant payment delays and payment shortfalls generally 
are not classified as impaired.   Management determines the significance of payment delays and payment 
shortfalls on a case-by-case basis, taking into consideration all of the circumstances surrounding the loan 
and the borrower, including the length of the delay, the reasons for the delay, the borrower’s prior payment 
record and the amount of the shortfall in relation to the principal and interest owed.  Impairment is 
measured on a loan by loan basis for commercial and construction loans by either the present value of 
expected future cash flows discounted at the loan’s effective interest rate, the loan’s fair market value or the 
fair value of the collateral if the loan is collateral dependent.  In addition, various regulatory agencies, as an 
integral part of their examination process, periodically review the Bank’s allowance for loan losses.  Such 
agencies may require the Bank to recognize additions to the allowance based on their judgments about 
information available to them at the time of their examination.  

Large groups of smaller balance homogenous loans are collectively evaluated for impairment.  
Accordingly, the Bank does not separately identify individual consumer and residential loans for 
impairment disclosures unless such loans are subject to a restructuring agreement. 

Troubled Debt Restructurings 

Loans whose terms are modified are classified as troubled debt restructurings if the Company grants 
such borrowers concessions and it is deemed that those borrowers are experiencing financial difficulty.  
Concessions granted under a troubled debt restructuring generally involve a temporary reduction in interest 
rate or an extension of a loan’s stated maturity date.  Nonaccrual troubled debt restructurings are restored to 
accrual status if principal and interest payments, under the modified terms, are current for six consecutive 
months after modification. 

Restricted Investment in Bank Stocks 

Restricted investment in bank stocks which represent required investments in the common stock of 
correspondent banks, is carried at cost and consists of the common stock of the Federal Home Loan Bank 
(FHLB) of $5,440,000 and Atlantic Central Bankers Bank (ACBB) of $24,000, as of December 31, 2009 
and 2008.  In December 2008, the FHLB of Pittsburgh notified member banks that it was suspending 
dividend payments and the repurchase of capital stock. 
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1.  SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (con tinued) 

 Management evaluates the restricted stock for impairment in accordance with FASB ASC 942-325-35 
(Prior authoritative literature: Statement of Position (SOP) 01-6, Accounting by Certain Entities (Including 
Entities with Trade Receivables) That Lend to or Finance the Activities of Others).  Management’s 
determination of whether these investments are impaired is based on their assessment of the ultimate 
recoverability of their cost rather than by recognizing temporary declines in value.  The determination of 
whether a decline affects the ultimate recoverability of their cost is influenced by criteria such as (1) the 
significance of the decline in net assets of the FHLB as compared to the capital stock amount of the FHLB 
and the length of time this situation has persisted, (2) commitments by the FHLB to make payments 
required by law or regulation and the level of such payments in relation to the operating performance of the 
FHLB, and (3) the impact of legislative and regulatory changes on institutions and, accordingly, on the 
customer base of the FHLB. 

 Management believes no impairment charge is necessary related to the FHLB stock as of December 31, 
2009. 

Premises and Equipment 

Premises and equipment are stated at cost less accumulated depreciation.  Depreciation is computed on 
the straight-line method at rates based on the following range of useful lives: building and improvements - 
10-40 years, furniture, fixtures and equipment - 7 years, and computer equipment and data processing 
software – 2-3 years. 

Foreclosed Real Estate 

Real estate acquired through, or in lieu of, loan foreclosures is held for sale and is initially recorded at 
fair value less cost to sell at the date of foreclosure, establishing a new cost basis.  Subsequent to 
foreclosure, valuations are periodically performed by management and the assets are carried at the lower of 
carrying amount or fair value less cost to sell.  Revenue and expenses from operations and changes in the 
valuation allowance are included in net expenses from foreclosed assets, which is included in other 
expenses.  Foreclosed real estate was $1,583,000 and $58,000 at December 31, 2009 and 2008, 
respectively, and is included in “Accrued interest receivable and other assets” on the consolidated balance 
sheet. 

Transfers of Financial Assets 

Transfers of financial assets are accounted for as sales when control of the assets has been surrendered.  
Control over transferred assets is deemed to be surrendered when (1) the assets have been isolated from the 
Bank, (2) the transferee obtains the right (free of conditions that constrain it from taking advantage of that 
right) to pledge or exchange the transferred assets, and (3) the Bank does not maintain effective control 
over the transferred assets through an agreement to repurchase them before their maturity. 

Investment in Life Insurance 

The Bank invests in bank owned life insurance (“BOLI”) as a source of funding for employee benefit 
expenses.  BOLI involves the purchasing of life insurance by the Bank on a chosen group of employees.  
The Bank is the owner and beneficiary of the policies.  This life insurance investment is carried at the cash 
surrender value of the underlying policies.  Income from the increase in the cash surrender value of the 
policies is included in other income on the consolidated statements of operations. 
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1.  SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (con tinued) 

Advertising Costs 

The Company follows the policy of charging the costs of advertising to expense as incurred. 

Income Taxes 

Deferred income taxes are provided on the liability method whereby deferred tax assets are recognized 
for deductible temporary differences and deferred tax liabilities are recognized for taxable temporary 
differences.  Temporary differences are the differences between the reported amounts of assets and 
liabilities and the net operating loss carry-forwards and their tax basis.  Deferred tax assets are reduced by a 
valuation allowance when, in the opinion of management, it is more likely than not that some portion of the 
deferred tax assets will not be realized.  Deferred tax assets and liabilities are adjusted for the effects of 
changes in tax laws and rates on the date of enactment. 

The income tax accounting guidance results in two components of income tax expense:  current and 
deferred.  Current income tax expense reflects taxes to be paid or refunded for the current period by 
applying the provisions of the enacted tax law to the taxable income or excess of deductions over revenues.  
The Company determines deferred income taxes using the liability (or balance sheet) method.  Under this 
method, the net deferred tax asset or liability is based on the tax effects of the differences between the book 
and tax bases of assets and liabilities, and enacted changes in tax rates and laws are recognized in the 
period in which they occur. 

Deferred income tax expense results from changes in deferred tax assets and liabilities between 
periods.  Deferred tax assets are recognized if it is more likely than not, based on the technical merits, that 
the tax position will be realized or sustained upon examination and also include resolution of the related 
appeals or litigation processes, if any.  Deferred tax assets are reduced by a valuation allowance if, based on 
the weight of the evidence available, is more likely than not that some portion or all of a deferred tax asset 
will not be realized.  A tax position that meets the more-likely-than-not recognition threshold is initially 
and subsequently measured as the largest amount of tax benefit that has a greater than 50% likelihood of 
being realized upon settlement with a taxing authority that has full knowledge of all relevant information.  
The determination of whether or not a tax position has met the more-likely-than-not recognition threshold 
considers the facts, circumstances, and information available at the reporting date and is subject to 
management’s judgment.   

The Company recognizes interest and penalties on income taxes as a component of income tax 
expense. 

Share Based Compensation 

Stock compensation accounting guidance requires that the compensation cost relating to share-based 
payment transactions be recognized in financial statements.  That cost will be measured based on the grant 
date fair value of the equity or liability instruments issued.  The stock compensation accounting guidance 
covers a wide range of share-based compensation arrangements including stock options, stock options, 
restricted share plans, performance-based awards, share appreciation rights, and employee share purchase 
plans.   
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1.  SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (con tinued) 

Stock compensation accounting guidance requires that compensation cost for all stock awards be 
calculated and recognized over the employee’s service period, generally defined as a vesting period.  For 
awards with graded vesting, compensation cost is recognized on a straight line basis over the requisite 
service period for the entire award.  A Black-Sholes model is used to estimate the calculated value of stock 
options, while the market price of the Company’s common stock at the date of grant is used for restricted 
stock awards.  

Earnings Per Share 

Basic earnings per common share is computed based on the weighted average number of shares 
outstanding.  Diluted earnings per share is computed based on the weighted average number of shares 
outstanding, increased by the number of common stock equivalents calculated for stock options and 
restricted shares outstanding using the treasury stock method.  These purchases were assumed to have been 
made at the average market price of the common stock, during the respective year.  Net income (loss) 
available to common shareholders presented as the numerator was adjusted for preferred stock dividends 
for all affected periods presented.   

Off-Balance Sheet Financial Instruments 

In the ordinary course of business, the Bank has entered into off-balance sheet financial instruments 
consisting of commitments to extend credit and letters of credit.  Such financial instruments are recorded in 
the consolidated balance sheet when they are funded. 

Recent Accounting Pronouncements 

In 2009 the Company adopted new accounting guidance related to U.S. GAAP (FASB ASC 105, 
Generally Accepted Accounting Principles).  This guidance establishes FASB ASC as the source of 
authoritative U.S. GAAP recognized by FASB to be applied by nongovernmental entities.  Rules and 
interpretive releases of the SEC under authority of the SEC under authority of federal securities laws are 
also sources of authoritative U.S. GAAP for SEC registrants.  FASB ASC supersedes all existing non-SEC 
accounting and reporting standards.  All other nongrandfathered, non-SEC accounting literature not 
included in FASB ASC has become nonauthoritative.  FASB will no longer issue new standards in the form 
of Statements, FASB Staff Positions or Emerging Issues Task Force Abstracts.  Instead, it will issue 
Accounting Statements Updates (ASU’s), which will serve to update FASB ASC, provide background 
information about the guidance and provide the basis for conclusions on the changes to FASB ASC.  FASB 
ASC is not intended to change U.S. GAAP or any requirements of the SEC.  This guidance is effective for 
the Company as of December 31, 2009. 

 In October 2009, the FASB issued ASU 2009-16, Transfers and Servicing (Topic 860)—Accounting 
for Transfers of Financial Assets – as an amendment of FASB statement No. 140.  The amendments in this 
Update improve financial reporting by eliminating the exceptions for qualifying special-purpose entities 
from the consolidation guidance and the exception that permitted sale accounting for certain mortgage 
securitizations when a transferor has not surrendered control over the transferred financial assets.  In 
addition, the amendments require enhanced disclosures about the risks that a transferor continues to be 
exposed to because of its continuing involvement in transferred financial assets.  Comparability and 
consistency in accounting for the transferred financial assets will also be improved through clarifications of 
the requirements for isolation and limitations on portions of financial assets that are eligible for sale 
accounting.  This Update is effective for the Company in 2010, but is not expected to have a material 
impact on its financial position or results of operations. 
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2.  RESTRICTIONS ON CASH AND DUE FROM BANK BALANCES

The Bank is required to maintain average reserve balances with the Federal Reserve Bank and other 
correspondent banks.  The amount of these average required reserve balances was $350,000 and $458,000 
for the years ended December 31, 2009 and 2008, respectively.   

3.  SECURITIES 

The amortized cost and approximate fair value of securities available for sale and held to maturity as of 
December 31, 2009 and 2008 are summarized as follows: 

Amortized 
Cost 

Total Other-   
Than-

Temporary 
Impairment 

Recognized in 
Accumulated 

Other 
Comprehensive 

Income 

Adjusted 
Carrying 

Value 

Gross 
Unrealized 

Gains 

Gross 
Unrealized 

Losses Fair Value 
(In Thousands) 

December 31, 2009:       
Available for Sale:       

U.S. Government Sponsored 
Enterprises (GSE) securities  $      25,987  $                      -    $      25,987  $           336  $          (29)  $      26,294 

 GSE mortgage-backed securities 21,498                          -   21,498               268              (25) 21,741 
 Municipal securities 7,920                          -   7,920                 36            (171) 7,785 
Total Available for Sale Securities  $      55,405  $                      -    $      55,405  $           640  $        (225)  $      55,820 

Held to Maturity:       
 GSE mortgage-backed securities  $      22,786  $                      -    $      22,786  $           344  $          (29)  $      23,101 

Non GSE mortgage-backed 
securities

           3,029                   (619)            2,410                 41            (378)            2,073 
 Municipal securities 748                          -   748                 14                   -   762 
Total Held to Maturity Securities  $      26,563  $               (619)  $      25,944  $           399  $        (407)  $      25,936 

December 31, 2008:       
Available for Sale:       
 GSE securities  $      23,005  $                      -    $      23,005  $           581  $               -    $      23,586 
 GSE mortgage-backed securities 15,698                          -   15,698               444              (59) 16,083 
 Municipal securities 15,127                         -   15,127               511            (731) 14,907 
Total Available for Sale Securities  $      53,830  $                      -  $      53,830  $        1,536  $        (790)  $      54,576 

Held to Maturity:       
 GSE mortgage-backed securities  $      29,851  $                      -    $      29,851  $           557  $          (52)  $      30,356 

Non GSE mortgage-backed 
securities

           3,569 -            3,569                   2            (914)            2,657 
 Municipal securities 3,041 -                          

-   
3,041                   7              (33) 3,015 

Total Held to Maturity Securities  $      36,461  $                      -    $      36,461  $           566  $        (999)  $      36,028

At December 31, 2009 and 2008, the carrying amount of securities pledged to secure borrowings and 
repurchase agreements was $46,701,000 and $19,239,000, respectively. 

During 2004, the Bank transferred $35,608,000 of securities available for sale to securities held to 
maturity.  The securities were transferred at their fair value on the date of transfer, which was $1,974,000 
less than the amortized cost of the securities.  This difference was reflected as a component of accumulated 
other comprehensive loss and is being accreted over the period to maturity of the respective securities.  At 
December 31, 2009, $323,000 of this difference remains unaccreted. 
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3.  SECURITIES (continued) 

The amortized cost and fair value of securities available for sale and held to maturity as of December 
31, 2009, by contractual maturity, are shown below.  Expected maturities may differ from contractual 
maturities because the securities may be called or prepaid without any penalties. 

Held to Maturity Available for Sale 
Adjusted 

Amortized 
Cost Fair Value 

Amortized 
Cost Fair Value 

(In Thousands) 
Due after one year through five years $                  - $                  - $         15,965 $         16,129
Due after five years through 10 years 748 762 10,536 10,686
Due after 10 years - - 7,406 7,264
GSE mortgage-backed securities 22,786 23,101 21,498 21,741
Non-GSE mortgage-backed securities 2,410 2,073 - -

$         25,944 $         25,936 $         55,405 $         55,820

Gross gains of $942,000, $186,000, and $49,000 were realized on sales of securities available for sale 
during 2009, 2008 and 2007, respectively.  Gross losses of $0, $741,000, and $31,000 were realized on 
sales and redemption of securities available for sale during 2009, 2008 and 2007, respectively. 

The following tables separate securities that have been in a continuous unrealized loss position for 
twelve months or more from those securities that have been in an unrealized loss position for less than 
twelve months as of December 31, 2009 and 2008. 

Less than 12 months 12 months or longer Total 
Fair 

Value 
Unrealized 

Losses 
Fair 

Value 
Unrealized 

Losses 
Fair 

Value 
Unrealized 
Losses (1) 

December 31, 2009: (In Thousands) 
Available for sale:     
 GSE securities $      5,007 $             29 $           - $              - $     5,007 $             29 
 GSE mortgage- 
     backed securities 7,212 22 479 3 7,691 25
Municipal bonds 2,127 28 2,017 143 4,144 171

Held to maturity: 
 GSE mortgage- 
     backed securities 3,637 26 88 3 3,725 29
 Non-GSE mortgage 
     backed securities 363 359 1,271 638 1,634 997
Total temporarily 
     impaired securities $    18,346 $           464 $     3,855 $           787 $   22,201 $        1,251

(1) Includes losses associated with securities in which a non-credit portion of other-than-temporary 
impairment is included in other comprehensive income. 
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3.  SECURITIES (continued)

Less than 12 months 12 months or longer Total 
Fair 

Value 
Unrealized 

Losses 
Fair 

Value 
Unrealized 

Losses 
Fair 

Value 
Unrealized 

Losses 
December 31, 2008: (In Thousands) 
Available for sale:     
  GSE mortgage- 
     backed securities $        413 $            10$    1,299 $             49 $    1,712 $           59 
  Municipal bonds 8,858 676 1,456 55 10,314 731

Held to maturity: 
  GSE mortgage- 
     backed securities 868 12 5,686 40 6,554 52
  Non-GSE mortgage- 
     backed securities 1,795 914 - - 1,795 914
  Municipal bonds 1,470 26 492 7   1,962 33
Total temporarily 
   Impaired securities $   13,404 $        1,638 $    8,933 $           151 $  22,337 $       1,789

Management evaluates securities for other-than-temporary impairment (OTTI) at least on a quarterly 
basis, and more frequently when economic or market concerns warrant such evaluation.  The Company 
determines whether the unrealized losses are temporary.  The evaluation is based upon factors such as the 
creditworthiness of the issuers/guarantors, the underlying collateral, if applicable, and the continuing 
performance of the securities.  Management also evaluates other facts and circumstances that may be 
indicative of an OTTI condition.  This includes, but is not limited to, an evaluation of the type of security, 
length of time and extent to which the fair value has been less than costs, and the near-term prospects of the 
issuer.   

The Company assesses whether the credit loss existed by considering whether (1) the Company has the 
intent to sell the security, (2) it is more likely than not that it will be required to sell the security before 
recovery, or (3) it does not expect to recover the entire amortized cost basis of the security.  U.S. GAAP 
allows the Company to bifurcate the OTTI impact on impaired securities where impairment value was 
deemed to be other than temporary between the component representing the credit loss and the component 
representing loss related to other factors.  The portion of fair value decline attributable to credit loss must 
be recognized through a charge to earnings.  The credit component is determined by comparing the present 
value of the cash flows expected to be collected, discounted at the rate in effect before recognizing any 
OTTI with the amortized cost basis of the debt security.  The Company uses the cash flow expected to be 
realized from the security, which includes assumptions about interest rates, timing and severity of defaults, 
estimates of potential recoveries, the cash flow distribution from the bond indenture and other factors, then 
applies a discount rate equal to the effective yield of the security.  The difference between the present value 
of the expected cash flows and the amortized book value is considered a credit loss.  The fair market value 
of the security is determined using the same expected cash flows; the discount rate is a rate the Company 
determines from open market and other sources as appropriate for the security.  The difference between the 
fair market value and the security’s remaining amortized cost is recognized in other comprehensive income. 

A cumulative effect adjustment was recorded in the amount of $283,000, net of tax, to increase retained 
earnings with a decrease to accumulated other comprehensive income during the second fiscal quarter of 
2009.  This amount represented the non-credit related impairment charge related to the non-agency 
mortgage-backed securities discussed below.  This adjustment was made because the 
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3.  SECURITIES (continued) 

Company does not intend to sell and is not more-likely-than-not required to sell the security before 
recovery of its amortized cost basis (i.e., the impairment does not meet the new definition of other-than-
temporary).  The cumulative effect adjustment is determined based on the difference between the present 
value of the cash flows expected to be collected and the amortized cost basis of the debt security as of the 
beginning of the interim period in which the guidance was adopted.  The cumulative effect adjustment 
includes the related tax effects.  The Company updated its assessment of the unrealized losses with respect 
to the securities and whether the losses were temporary in nature.   

The following is a rollforward for the twelve months ended December 31, 2009 of the amounts 
recognized in earnings related to credit losses on securities which the Company has recorded other than 
temporary impairment charges through earnings and other comprehensive income. 

(In Thousands) 
Credit component of OTTI, January 1, 2009  $                       - 
Additions for credit related OTTI charge on impaired securities upon 

cumulative effect adjustment in 2009 777
Additions for credit related OTTI charges on previously unimpaired 

securities 104
Additional increases as a result of impairment charges recognized for 

which an OTTI was previously recognized 94

Credit component of OTTI, December 31, 2009  $                   975 

The Bank had 66 securities with unrealized losses as of December 31, 2009, including 41 securities 
with unrealized losses for greater than 12 months, in which there have been no impairment charges 
recorded because the issuer’s are of high credit quality, management does not intend to sell and is not 
more-likely-than-not required to sell the security before recovery of its amortized cost basis (i.e., the 
impairment does not meet the new definition of other-than-temporary).   

GSE Securities and GSE Mortgage Backed Securities – The unrealized losses relating to these securities 
are primarily caused by the movement of interest rates, and the contractual terms of these investments do 
not permit the issuer to settle the securities at a price less than the par value of the investment. 

Municipal Bonds – The Company evaluates a variety of factors including whether the municipal bonds are 
other-than-temporarily impaired.  These factors include the type and purpose of the bond (the Company 
primarily owns general obligation bonds and essential purpose revenue bonds), the underlying rating of the 
bond issuer, and the presence of credit enhancements (i.e. state guarantees, municipal bond insurance, etc.).  
As a result of our review and considering the positive attributes of these bonds, the Company concluded 
that the securities were not other-than-temporarily impaired.  In the absence of an underlying rating, the 
Company periodically reviews published financial information from the issuers. 

Non-GSE Mortgage Backed Securities – The Company evaluated the cash flow expected to be realized 
from these securities, and with the exception of the securities where credit related OTTI charges were 
taken, there are no securities for which the Company currently believes it is not probable that it will collect 
all amounts due according to the contractual terms of the investment.  Management concluded that an 
other-than-temporary impairment does not exist and the decline in value was attributed to the illiquidity in 
the financial markets.  In addition, the Company does not intend to sell these securities and it is more likely 
than not that the Company will not be required to sell these securities. 



STONEBRIDGE FINANCIAL CORP. AND SUBSIDIARIES 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 

YEARS ENDED DECEMBER 31, 2009, 2008 AND 2007 

18

3.  SECURITIES (continued) 

As a result of the continued decline in the net asset value of the Bank’s investment in an ultra-short 
mortgage fund and the fund manager’s decision to activate a redemption-in-kind provision, the Bank 
redeemed its shares in the fund in June 2008.  In connection with the redemption-in-kind, the Bank 
received securities based on its proportionate share of the securities held in the fund.  These securities 
received in the redemption are classified as held-to-maturity.  As a result of this transaction, the Company 
realized a loss of $741,000 on the difference in fair value of the securities redeemed as compared to the fair 
value of securities exchanged. 

As of December 31, 2009, the Company determined that certain non-agency mortgage backed 
securities in its held to maturity portfolio acquired in the redemption in kind met the criteria for other-than 
temporary impairment.  Specifically, there are 35 securities classified below investment grade, and 
Stonebridge’s management felt their tranche position in the securities had projected cash flows below the 
future contractual principal and interest payments.  These securities had an adjusted carrying value of 
$646,000 after the Bank recognized impairment charges of $198,000, which is presented in other income 
(loss).  In measuring the other-than-temporary impairment, the Company determined that in many cases, 
the market for securities was not active. 

As of December 31, 2008, the Company determined that certain non-agency mortgage backed 
securities in its held to maturity portfolio acquired in the redemption in kind met the criteria for other-than  
temporary impairment.  Specifically, the 28 securities that were downgraded to below investment grade, 
and Stonebridge’s management felt their tranche position in the securities had projected cash flows below 
the future contractual principal and interest payments.  These securities had an adjusted carrying value of 
$799,000 after the Bank recognized an impairment charge of $1,207,000, which is presented in other 
income (loss).  In measuring the other-than-temporary impairment, the Company determined that in many 
cases, the market for securities was not active, and therefore used the guidance in ASC 820 Fair Value 
Measurements and Disclosures and ASC 320 Investments—Debt and Equity Securities.

4.  LOANS RECEIVABLE 

The composition of net loans receivable at December 31, 2009 and 2008 is as follows: 

2009 2008
 (In Thousands) 

Commercial and industrial $                    30,766 $                   32,785
Construction and land development 51,835 66,989
Real estate-commercial 122,410 128,353
Real estate-residential 108,134 122,573
Real estate-home equity 25,698 31,226
Consumer 1,019 1,007
     Total loans  339,862  382,933

Allowance for loan losses (9,927) (6,179) 
Unearned net loan origination fees (560) (734) 
Unamortized premium on purchased loans   108   134 
     Net loans  $                  329,483 $                 376,154
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4.  LOANS RECEIVABLE (continued) 

Impaired loans are summarized as follows: 

2009 2008
(In Thousands) 

Impaired loans without a related allowance $                       20,235 $                     7,400
Impaired loans with a related allowance 21,907 8,027
     Total impaired loans $                       42,142 $                   15,427

Allowance for impaired loans $                         3,777 $                     1,883

For the years ended December 31, 2009, 2008, and 2007, the average recorded investment in these 
impaired loans was $47,347,000, $15,034,000, and $4,496,000 and the interest income recognized on these 
loans was $1,525,000, $588,000, and $243,000, respectively.  

The recorded investment in non-accrual loans was $33,919,000 and $13,318,000 at December 31, 2009 
and 2008, respectively.  The recorded investment in past due loans greater than 90 days and still accruing 
interest was $223,000 and $3,285,000 at December 31, 2009 and 2008, respectively.  Excluded from the 
recorded investment in non-accrual loans were $1,259,000 and $0 of loans whose terms were modified 
under a troubled debt restructuring and were current under their modified terms at December 31, 2009 and 
2008, respectively.  These troubled debt restructurings included $1,119,000 of commercial mortgages and 
$140,000 of residential mortgages as of December 31, 2009.

Approximately $174.2 million or 51% of the Company’s loan portfolio was in commercial mortgages 
and construction loans at December 31, 2009.  While the Company does not have a concentration of credit 
risk with any single borrower or industry, repayments on loans in these portfolios can be negatively 
influenced by decreases in real estate values.  The Company mitigates this risk through stringent 
underwriting policies and procedures.  In addition, 22.7% of commercial mortgages were owner occupied 
properties as of December 31, 2009.  These types of loans are generally considered to involve less risk than 
non-owner-occupied mortgages. 

At December 31, 2009 and 2008, the carrying amount of loans pledged to secure borrowings was 
$103,223,000 and $0, respectively. 

5.  ALLOWANCE FOR LOAN LOSSES 

The changes in the allowance for loan losses for the years ended December 31, 2009, 2008 and 2007 
are as follows:  

2009 2008 2007 
 (In Thousands) 

Balance, beginning $    6,179 $    3,310 $    3,139
  Charge-offs  (4,726) (1,623) (375) 
  Recoveries   24  17 16
  Transfer of allowance for off-balance sheet credit 
     exposures - 103 -
  Provision for loan losses    8,450    4,372    530 
Balance, ending $    9,927 $    6,179 $    3,310 

In addition to the above, the Company has a reserve for off-balance sheet credit arrangements of 
$10,000, which is included in other liabilities at December 31, 2009 and 2008.   
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6.  PREMISES AND EQUIPMENT 

The components of premises and equipment at December 31, 2009 and 2008 are as follows: 

2009 2008 
(In Thousands) 

Land $                            158 $                        158 
Building and improvements                   2,251                   2,233 
Furniture, fixtures and equipment   1,335   1,330 
Computer equipment  1,348 1,294 

5,092 5,015 
Less accumulated depreciation 2,647 2,292 

$                         2,445 $                     2,723 

Depreciation expense for the years ended December 31, 2009, 2008 and 2007 was $355,000, $392,000, 
and $354,000, respectively.  The Bank leases spaces to third parties in its Warminster, Bucks County, 
Pennsylvania building.  Rental income is netted against occupancy expense for financial statement 
presentation, and totaled $3,000, $8,000 and $25,000 for the years ended December 31, 2009, 2008, and 
2007, respectively. 

7.  DEPOSITS 

The components of deposits at December 31, 2009 and 2008 are as follows: 

2009 2008 
 (In Thousands) 

Demand, non-interest bearing $                    13,483 $                   11,733 
Demand, interest bearing 8,373 8,852 
Money market savings 78,323 74,827 
Time, $ 100,000 and over 84,303 97,823 
Time, other 160,079 165,834 
     Total deposits $                  344,561 $                 359,069 

At December 31, 2009, the scheduled maturities of time deposits are as follows (in thousands): 

2010 $          193,106 
2011 38,498 
2012  10,242 
2013  1,169 

2014 and thereafter     1,367 
 $          244,382 
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8.  BORROWINGS 
    

The following table summarizes the components of borrowings at December 31, 2009 and 2008: 

2009 2008 

Balance 
Weighted-

average rate Balance 
Weighted-

average rate 
(Dollars In Thousands) 

Overnight borrowings and securities 
   sold under agreement to repurchase $            1,140 1.29% $          13,991 0.67% 
Borrowings with original maturity in        
   less than one year -              - 2,000 4.00% 
Long-term borrowings and securities  
   sold under agreement to repurchase 60,000 4.02% 80,000 3.82% 

Total Borrowings $          61,140 3.97% $          95,991 3.36% 

Borrowings from the Federal Home Loan Bank of Pittsburgh are secured by FHLB stock, qualifying 
residential mortgages, investments and other assets.  The Bank is required to maintain stock in the Federal 
Home Loan Bank of Pittsburgh of $5.4 million and $5.4 million as of December 31, 2009 and 2008. The 
Bank has a maximum borrowing capacity with the Federal Home Loan Bank of approximately $182.9 
million, of which $50.0 million was outstanding at December 31, 2009. 

Long-term borrowings consisted of the following at December 31, 2009 and 2008: 
  

         2009           2008 
(In Thousands) 

Two year FHLB term note due January 2010 $              - $     10,000  
   fixed at 3.16% 
Five year FHLB term note due May 2010        10,000         10,000  
   fixed at 4.30% 
Three year FHLB term note due August 2010        10,000         10,000  
   fixed at 4.98% 
Three year FHLB term note due December 2011                 -        10,000  
   fixed at 3.27% 
Five year FHLB term convertible select note due December 2011        10,000        10,000  
   fixed at 4.30% 
Five year term cancelable structured repurchase agreement due         10,000        10,000 
   March 2012 fixed at 4.35%  
Five year FHLB term convertible select note due January 2013        10,000         10,000  
   fixed at 3.08% 
Ten year FHLB term convertible select note due December 2017        10,000         10,000  
   fixed at 3.09% 

$     60,000  $     80,000  

Advances totaling $30.0 million are convertible advances.  Under the terms of these arrangements, the 
FHLB retains the option to convert the advances from fixed to variable rate as defined in the agreement.  If 
the FHLB were to exercise their options, the Bank has the ability to prepay the advances at no penalty.  At 
the current time no advances have been converted, and remain at a fixed rate of interest. 
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8.  BORROWINGS (continued) 

The Bank’s $10.0 million structured repurchase agreement is with an investment bank for which 
securities with a carrying value of $11.0 million have been pledged as collateral.  The repurchase 
agreement has a final maturity of March 2012 but can be called by the counterparty on a quarterly basis.   

Contractual maturities of long-term borrowings at December 31, 2009 were as follows (in thousands): 

2010      $       20,000 
2011               10,000  
2012               10,000  
2013               10,000 

Thereafter               10,000  
      $       60,000  

9.  SUBORDINATED DEBT 

On March 17, 2005, Stonebridge Statutory Trust I (the Trust), a statutory business trust established 
under Delaware law that is a wholly-owned non-consolidated subsidiary of the Company, issued $10.0 
million variable rate Preferred Securities with a stated value and liquidation preference of $1,000 per share.  
The Company purchased $310,000 of common securities of the Trust.  The Preferred Securities have a 
fixed rate of interest of 6.32%, which resets quarterly after five years to equal the London Interbank Offer 
Rate Index (LIBOR) plus 1.80%.  The Trust’s obligations under the Preferred Securities issued are fully 
and unconditionally guaranteed by the Company.  The proceeds from the sale of the Preferred Securities 
and the common securities were utilized by the Trust to invest in $10.3 million of Subordinated Debt issued 
to the Company.  The Subordinated Debt has a fixed rate of interest of 6.32% and resets quarterly after five 
years to equal the London Interbank Offer Rate Index (LIBOR) plus 1.80%.  The Subordinated Debt is 
unsecured and ranks subordinate and junior in right of payment to all indebtedness, liabilities and 
obligations of the Company.  The Subordinated Debt primarily represents the sole assets of the Trust.  
Interest on the Preferred Securities is cumulative and payable quarterly in arrears.  The Company has the 
right to optionally redeem the Subordinated Debt prior to the maturity date of March 17, 2035, on or after 
March 17, 2010, at the redemption price, plus accrued interest and unpaid distributions, if any, at the 
redemption date.  Under the occurrence of certain events, specifically a tax event, investment company 
event or capital treatment event as more fully defined in the Indenture dated March 17, 2005, the Company 
may redeem, in whole, but not in part, the Subordinated Debt at any time within 90 days following the 
occurrence of such event.  For regulatory reporting purposes, the Federal Reserve Board has indicated that 
the Trust Preferred Securities qualify as Tier I Capital subject to specified limitations.  Proceeds from any 
redemption of the Subordinated Debt would cause a mandatory redemption of the Preferred Securities and 
the common securities having an aggregate liquidation amount equal to the principal amount of the 
Subordinated Debt redeemed.   

10. LEASE COMMITMENTS AND TOTAL RENT EXPENSE 

The Bank leases its administration and operating facility with a branch location under a five-year lease 
agreement expiring in September 2011. The lessor is a related party of the Bank.  The lease terms are 
comparable to similarly outfitted office space in the Bank’s market.    As additional rent, the Bank is 
responsible for its proportionate share of operating expenses, including real estate taxes, insurance, utilities 
and maintenance.  The Bank also leases a branch office under an annual lease agreement and a second 
branch office under a six-year lease agreement. 
  



STONEBRIDGE FINANCIAL CORP. AND SUBSIDIARIES 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 

YEARS ENDED DECEMBER 31, 2009, 2008 AND 2007 

23

10. LEASE COMMITMENTS AND TOTAL RENT EXPENSE (conti nued) 

Future minimum lease payments by year, broken down between related and non-related parties are as 
follows: 

Related Party Others Total 
(In Thousands) 

2010 $                   263 $                   100   $                   363
2011 178 89 267
2012 - 92  92
2013 - 94 94
2014 - 4 4

$                   441 $                   379 $                   820

Total rent expense was $399,000, $380,000, and $279,000 for the years ended December 31, 2009, 
2008 and 2007, respectively. 

11.  PREFERRED STOCK 

On January 23, 2009, as part of the Troubled Asset Repurchase Program (“TARP”) Capital Purchase 
Program (“CPP”), the Company entered into a letter agreement, and the related Securities Purchase 
Agreement – Standard Terms (collectively, the “Purchase Agreement”), with the United States Department 
of Treasury (“Treasury”), pursuant to which the Company issued (i) 10,973 shares of Fixed Rate 
Cumulative Perpetual Preferred Stock, Series C, liquidation preference of $1,000 per share (“Series C 
preferred stock”), and (ii) a warrant to purchase an additional 549 shares of Fixed Rate Cumulative 
Perpetual Preferred stock, Series D, liquidation preference of $1,000 per share (“Series D preferred stock”), 
for an aggregate purchase price of $10,973,000. 

The Series C preferred stock qualifies as Tier 1 capital and pays cumulative dividends at a rate of 5% 
per annum until January 23, 2014.  Beginning January 24, 2014, the dividend rate will increase to 9% per 
annum.  Subject to consultation with the appropriate Federal banking agency, the Company may redeem 
the Class C preferred stock at any time.   

On January 23, 2009, the Treasury exercised all of the warrants on the Class D preferred stock at the 
exercise price of $1.00 per share.  The Class D preferred stock also qualifies as Tier 1 capital and pays 
cumulative dividends at a rate of 9% per annum.  The Class D preferred stock may not be redeemed until 
all of the Class C preferred stock has been redeemed.   

The $10,973,000 of proceeds was allocated to the series of preferred stock based on their relative fair 
values at issuance.  The difference between the initial value allocated to the preferred stock issuances and 
their liquidation values will be charged to retained earnings over the first five years of the Purchase 
Agreement.  
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12.  EMPLOYEE BENEFIT PLAN 

The Company has a 401(k) Plan for its eligible employees.  The Company’s contribution to the Plan is 
based on a 50% matching of employee’s voluntary contributions up to 6% of each employee’s salary.  
Additionally, the Company may contribute a discretionary profit sharing contribution.  Employer 
contributions charged to expense for the years ended December 31, 2009, 2008 and 2007 were $64,000, 
$36,000 and $90,000, respectively. 

13.  OTHER COMPREHENSIVE INCOME (LOSS) 

Accounting principles generally accepted in the United States of America require that recognized 
revenue, expenses, gains and losses be included in net income.  Although certain changes in assets and 
liabilities, such as unrealized gains and losses on securities available for sale, are reported as a separate 
component of the stockholders’ equity section of the balance sheet, such items, along with net income, are 
components of comprehensive income. 

The components of other comprehensive income (loss) for the years ended December 31, 2009, 2008 
and 2007 are as follows: 

2009 2008 2007 
(In Thousands) 

Unrealized holding gains on securities available for sale $               611 $           81 $        433 
Reclassification adjustment for (gains) losses included in 
     net income                 (942) 

            
555             (18) 

Non-credit portion of other-than-temporary impairment 
losses on debt securities held to maturity                 (377) - -

Reclassification adjustment for accretion of non-credit 
related impairment losses on held to maturity 
securities 186 - -

Reclassification adjustment for accretion of net  
    unrealized losses transferred from available for sale to 
    held to maturity 397             266            141 
Total other comprehensive (loss) income (125)            902            556 
Tax benefit (expense) 43            (307)  (189) 
     Net of tax amount  $               (82) $         595 $         367 
  
 The components of accumulated other comprehensive income (loss) included in stockholders’ equity, 
are as follows at December 31, 2009 and 2008: 

 2009 2008 
(In Thousands) 

Net unrealized gains on securities available for sale $             415 $            746
Net unrealized losses on securities transferred from available   
     for sale to held to maturity               (323)            (720) 
Non-credit portion of other-than temporary impairment losses 

on debt securities held to maturity              (619) -
            (527) 26

Tax effect                179                  (9) 
 $           (348) $            17
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14.  STOCK COMPENSATION PLAN 

The Company adopted the 1999 Stock Option Plan, as amended, (“Plan”) that provides for the grant of 
stock options to officers, key employees and directors of the Company and Bank.  Under the Plan, the 
Board of Directors is able to grant “incentive stock options” and “non-qualified stock options,” provided 
that only employees of the Company will be eligible to receive incentive stock options. A total of 600,000 
shares of common stock have been reserved for issuance under the Plan.  As of December 31, 2009, 
348,835 shares of common stock were remaining to be granted as options under this plan. 

New stock options granted to directors vest immediately at the date of grant and expire ten years from 
the date of grant.  Stock options granted to employees generally vest pro-rata over two to three years 
following the date of grant and expire ten years from the date of grant.   

The calculated value of each option grant was estimated on the date of grant using the Black-Scholes 
option-pricing model with the following weighted-average assumptions:  

2009 2008 2007
Dividend yield                     -                     - 0.28%
Expected life                     -                     - 7.0 years
Expected volatility                     -                     - 18.38%
Risk-free interest rate                     -                     - 4.72%
Weighted-average fair value of options                     -                     - $1.92 

The risk-free interest rates for periods within the contractual life of the awards are based on the U.S. 
Treasury yield curve in effect at the time of the grant.  The expected life is based on historical exercise 
experience.  The dividend yield assumption is based on the Company’s history and expectation of dividend 
payouts.  The expected volatility in 2007 was based on the volatility of an appropriate regional bank index, 
as the Company is not actively traded.  No stock options were granted in 2009 or 2008. 

The following summarizes changes in stock options outstanding under the Plan for the year ended 
December 31, 2009: 

Number of 
Options 

Weighted 
Average 

Exercise Price 

Outstanding, January 1 164,614 $                   7.79

   Exercised (27,187) 4.00 
   Forfeited (16,625)  4.25 

Outstanding, December 31 120,802 $                   9.13
Exercisable, December 31 120,302 $                   9.14
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14.  STOCK COMPENSATION PLAN (continued) 

The following summarizes changes in the number of non-vested shares for the year ended December 
31, 2009: 

  
Number of 

Shares 

Weighted 
Average Grant 
Date Fair Value

  
Non-vested options, January 1                  2,166  $               1.54
   Forfeited                   (333)   2.04
   Vested                (1,333) 1.48
Non-vested options, December 31                    500  $               2.04

The total intrinsic value of options exercised during 2009, 2008, and 2007 was $0, $0 and $0, 
respectively.  The total intrinsic value of options outstanding and exercisable at December 31, 2009 was $0.  
Total compensation expense on the vesting of options was $4,000, $5,000, and $4,000, with tax benefits of 
$1,000, $2,000 and $1,000, for the years ended December 31, 2009, 2008, and 2007, respectively.  As of 
December 31, 2009 there was $1,000 of total unrecognized compensation expense on non-vested stock 
options to be recognized over the next year.   

Cash received from the exercise of options for 2009, 2008, and 2007 was $109,000, $0 and $0, 
respectively.  The tax benefit recognized upon the exercise of stock options totaled $0, $0, and $0, for the 
years ended December 31, 2009, 2008, and 2007, respectively. 

The following table summarizes information about the Company’s stock options outstanding and 
exercisable at December 31, 2009: 

Options Outstanding  Options Exercisable 

Shares 
Exercise 

Price 

Weighted 
Average 

Remaining 
Contractual 

Life  Shares 
Exercise 

Price 

Weighted 
Average 

Remaining 
Contractual 

Life 
    13,738 $      8.00 4.4 years     13,738 $      8.00 4.4 years

1,500 8.20 7.6 years 1,000 8.20 7.6 years
40,625      8.80 5.4 years 40,625      8.80 5.4 years
64,939      9.60 4.8 years 64,939      9.60 4.8 years

During 2009, no directors elected to take stock in lieu of cash as their compensation for the year, which 
would have been based on the fair value of the stock at the date of grant and equaled the same amount of 
cash compensation offered to them.  Therefore, there was no compensation expense on these directors’ 
compensation shares, and no tax benefits for the year ended December 31, 2009.  During 2008 and 2007, 
certain directors elected to take stock in lieu of cash as their compensation for the year, which was based on 
the fair value of the stock at the date of grant and equaled the same amount of cash compensation offered to 
them.  Total compensation expense on these directors’ compensation shares was $16,000 and $64,000, with 
tax benefits of $5,000 and $22,000, for the years ended December 31, 2008 and 2007, respectively.
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14.  STOCK COMPENSATION PLAN (continued) 

In 2007, the Board approved a restricted stock plan with 100,000 shares authorized to issue restricted 
stock to members of its management team.  During 2009, no restricted stock awards were granted and no 
shares were forfeited.  Restricted stock awards are subject to a three-year cliff-vesting schedule based upon 
service.  As of December 31, 2009, 90,750 shares remained to be awarded in the plan. 

Generally, if the recipient leaves the Company before the end of the restricted period, the shares will be 
forfeited.  Compensation expense for the restricted stock is ratably recognized over the vesting period, 
based on the market value of the stock on the date of the grant.  For the years ended December 31, 2009, 
2008, and 2007, the compensation expense on the restricted stock awards was $22,000, $20,000, and 
$15,000, respectively, with tax benefits of $7,000, $7,000, and $5,000 recognized.  As of December 31, 
2009, there was $9,000 of unrecognized compensation expense on non-vested restricted stock to be 
recognized over the next five months. 

15.  EARNINGS PER SHARE 

The following table sets forth basic and diluted earnings per share calculations for the years ended 
December 31, 2009, 2008 and 2007: 

         2009           2008       2007 
(In thousands, except per share data)

Net income (loss) $     (3,333) $     (1,768) $ 2,000 
Less: preferred stock dividends           (665) - -
Net income (loss) applicable for common shareholders $     (3,998) $     (1,768) $ 2,000 

Weighted average common shares outstanding – basic         3,190 3,171 3,154 
Dilutive effect of stock options                -  - 20
Weighted average common shares outstanding – diluted         3,190 3,171 3,174 

Basic net income (loss) per common share $      (1.25) $       (0.56) $   0.63 
Diluted net income (loss) per common share $      (1.25) $       (0.56) $   0.63 
  

In 2009 and 2008, all common stock equivalents were excluded from the diluted earnings per share 
calculation as their effect would have been anti-dilutive due to the net loss for the period. 
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16.   INCOME TAXES 

Income tax (benefit) expense for the years ended December 31, 2009, 2008 and 2007 consisted of the 
following:   

2009 2008 2007 
Federal: (In Thousands) 

   Current $         1,052 $            421 $            662 
   Deferred             (3,098) (1,140) 36

            (2,046)              (719) 698

State: 
   Current 20 13 20
   Deferred - - -

20 13 20

Total $          (2,026) $           (706) $            718 

The following is a reconciliation between income tax expense (benefit) at the statutory rate of 34% and 
actual tax expense:  

2009 2008 2007 
(In Thousands) 

At federal statutory rate: $           (1,822) $     (841) $              924 
   Adjustments resulting from:  
     State tax, net of federal benefit                    13 8  13 
     Bank owned life insurance                   (58)             (60)                  (57) 
     Tax exempt interest income                 (168)           (179)                (179) 
     Valuation allowance - 340 -
     Nondeductible items and others                    10          26 17
    $           (2,026) $        (706) $              718 

Income tax (benefit) expense of $253,000, ($260,000) and $6,000 was recognized on security gains 
(losses) and impairment charges for the years ended December 31, 2009, 2008 and 2007, respectively. 
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16.   INCOME TAXES (continued) 

The net deferred tax asset is included in other assets on the consolidated balance sheet.  The 
components of the net deferred tax asset at December 31, 2009 and 2008 are as follows:   

2009 2008
                           (In Thousands) 

Deferred tax assets: 
   Allowance for loan losses $                4,141 $                1,579
   Allowance for off-balance sheet losses 3 3
   Nonaccrual interest income   632 171
   Restricted stock cliff vest 19 12
   Investment impairment 525 410
   Federal capital losses 340 340
   State net operating losses 267 222
   Gross deferred tax asset 5,927 2,737
   Valuation allowance (607) (562) 
   Deferred tax asset net of valuation allowance 5,320 2,175

Deferred tax liabilities: 
   Depreciation (175) (192) 
   Unrealized gains on securities available for sale (31) (9) 

(206) (201)

Net deferred tax asset   $              5,114   $              1,974

In assessing the realizability of deferred tax assets, management considers whether it is more likely 
than not that some portion or all of the deferred tax assets will not be realized.  The ultimate realization of 
deferred tax assets is dependent upon the generation of future taxable income during the periods in which 
those temporary differences become deductible.   

As of December 31, 2009, the Company has state net operating loss carry forwards of $4,056,000 that 
expire through the year 2030.  Management does not believe that these net operating loss carry forwards 
will be utilized prior to their expiration, as they are at the holding company with little revenue opportunities 
to offset the losses, and as such, a valuation allowance has been provided for them. 

As of December 31, 2009 the Company has federal capital loss carry forwards of $999,000 that expire 
in 2013.  Management does not believe that these capital losses will be utilized prior to their expiration, as 
they are at the Bank with little capital gains opportunities to offset these capital losses, and as such a 
valuation allowance has been provided for them. 

Effective January 1, 2008, the Company adopted the provisions of ASC 740 Income Taxes.  The 
Interpretation provides clarification on accounting for uncertainty in income taxes recognized in an 
enterprise’s financial statements.  The Interpretation prescribes a recognition threshold and measurement 
attribute for the financial statement recognition and measurement of a tax position taken or expected to be 
taken in a tax return, and also provides guidance on derecognition, classification, interest and penalties, 
accounting in interim periods, disclosure, and transition.  As a result of the Company’s evaluation of the 
implementations of ASU 740, no significant income taxes uncertainties were identified.  Therefore, the 
Company recognized no adjustment for unrecognized income tax benefits for the years ended December 
31, 2009 and December 31, 2008.  Our policy is to recognize interest and penalties on unrecognized tax  
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16.   INCOME TAXES (continued) 

benefits in the provision in the income tax expense in the Consolidated Statement of Operations.  The 
Company did not recognize any interest and penalties for the years ended December 31, 2009 and 
December 31, 2008.  The tax years subject to examination by the taxing authorities are the years ended 
December 31, 2009, 2008 and 2007. 

17.  TRANSACTIONS WITH EXECUTIVE OFFICERS, DIRECTOR S AND PRINCIPAL 
SHAREHOLDERS 

The Bank has had, and may be expected to have in the future, banking transactions in the ordinary 
course of business with its executive officers, directors, principal shareholders, their immediate families 
and affiliated companies (commonly referred to as related parties), on the same terms, including interest 
rates and collateral, as those prevailing at the time for comparable transactions with others.  At December 
31, 2009 and 2008 related party loans totaled $3,720,000 and $2,889,000, respectively.  During 2009, loan 
advances and repayments totaled $1,017,000 and $186,000, respectively. 

The Company leases its administrative and operating facility from a related party of the Bank.  Rent 
payments totaling $299,000, $302,000 and $255,000 were paid to this related party during 2009, 2008 and 
2007, respectively. 

18.  FINANCIAL INSTRUMENTS WITH OFF-BALANCE SHEET R ISK 

The Bank is a party to financial instruments with off-balance sheet risk in the normal course of 
business to meet the financing needs of its customers.  These financial instruments include commitments to 
extend credit.  Such commitments involve, to varying degrees, elements of credit and interest rate risk in 
excess of the amount recognized in the consolidated balance sheets. 

The Bank’s exposure to credit loss in the event of nonperformance by the other party to the financial 
instrument for commitments to extend credit is represented by the contractual amount of those instruments.  
The Bank uses the same credit policies in making and monitoring commitments and conditional obligations 
as it does for on-balance sheet instruments.  As of December 31, 2009 and 2008, the Company has a 
reserve related to credit losses for off-balance sheet instruments totaling $10,000, which is included in other 
liabilities. 

At December 31, 2009 and 2008, the following financial instruments were outstanding whose contract 
amounts represent credit risk: 

2009 2008
(In Thousands) 

Commitments to grant loans $                     - $                4,475
Unfunded commitments under lines of credit 
    Home equity loans  9,306 11,412
    Commercial real estate, construction and land development 13,325 32,131
    Other 25,631 27,967
Commercial and standby letters of credit 2,487 2,803
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18.  FINANCIAL INSTRUMENTS WITH OFF-BALANCE SHEET R ISK (continued) 

Commitments to extend credit are agreements to lend to a customer as long as there is no violation of 
any condition established in the contract.  Since many of the commitments are expected to expire without 
being drawn upon, the total commitment amounts do not necessarily represent future cash requirements.  
Commitments generally have fixed expiration dates or other termination clauses and may require payment 
of a fee.  The Bank evaluates each customer’s credit worthiness on a case-by-case basis.  The amount of 
collateral obtained, if deemed necessary by the Bank upon extension of credit, is based on management’s 
credit evaluation.  Collateral held varies but may include personal or commercial real estate, accounts 
receivable, inventory and equipment.   

Outstanding letters of credit written are conditional commitments issued by the Bank to guarantee the 
performance of a customer to a third party.  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 Bank requires collateral supporting these letters of 
credit as deemed necessary.  The maximum undiscounted exposure related to those commitments at 
December 31, 2009 and 2008 was $2,487,000 and $2,803,000, respectively.  Except as specifically 
reserved for, management believes that the proceeds obtained through a liquidation of such collateral would 
be sufficient to cover the maximum potential amount of future payments required under the corresponding 
guarantees.  The current amount of the liability as of December 31, 2009 and 2008 for guarantees under 
standby letters of credit issued is not material. 

19.  CONCENTRATION OF CREDIT RISK

The Bank grants commercial, residential and consumer loans to customers primarily located in the 
Greater Delaware Valley of Pennsylvania and Harford County, Maryland.  The concentration of credit by 
type of loan is set forth in Note 4. The debtors’ ability to honor their contracts is influenced by the region’s 
economy. 

The Company’s commercial portfolio has a concentration in loans to commercial real estate investors 
and developers.  There are numerous risks associated with commercial loans that could impact the 
borrower’s ability to repay on a timely basis.  They include, but are not limited to:  the owner’s business 
expertise, changes in local economies, competition, government regulation, and the general financial 
stability of the borrowing entity. 

The Company attempts to mitigate these risks by making an analysis of the borrower’s business and 
industry history, its financial position, as well as that of the business owner.  The Company will also 
require the borrower to provide financial information on the operations of the business periodically over the 
life of the loan.  In addition, most commercial loans are secured by assets of the business or those of the 
business owner, which can be liquidated if the borrower defaults, along with the personal surety of the 
business owner. 

From time to time, the Bank will maintain balances with its correspondent banks that exceed the 
$250,000 federally insured deposit limits.  Management routinely evaluates the credit worthiness of these 
correspondent banks, and does not feel they pose significant risk to the Company. 
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20.  REGULATORY MATTERS

The Bank is subject to various regulatory capital requirements administered by the federal banking 
agencies.  Failure to meet the minimum capital requirements can initiate certain mandatory and possibly 
additional discretionary actions by regulators that, if undertaken, could have a direct material effect on the 
Company’s financial statements.  Under capital adequacy guidelines and the regulatory framework for 
prompt corrective action, the Bank must meet specific capital guidelines that involve quantitative measures 
of assets, liabilities and certain off-balance sheet items as calculated under regulatory accounting practices.  
The capital amounts and classification are also subject to qualitative judgments by the regulators about 
components, risk weightings and other factors. 

Quantitative measures established by regulation to ensure capital adequacy require the Bank to 
maintain minimum amounts and ratios (set forth below) of total and Tier 1 capital (as defined by the 
regulations) to risk-weighted assets (as defined), and of Tier 1 capital to average assets (as defined).  
Management believes, as of December 31, 2009, that the Bank meets all capital adequacy requirements to 
which it is subject. 

As of December 31, 2009, the most recent notification from the FDIC categorized the Bank as “well 
capitalized” under the regulatory framework for prompt corrective action.  To be categorized as “well 
capitalized” the Bank must maintain minimum Total risk-based, Tier 1 risk-based and Tier 1 leverage ratios 
as set forth in the table.  There are no conditions or events since that notification that management believes 
have changed the Bank’s category. 

The Federal Reserve Board approved a final rule in 2006 that expands the definition of a small bank 
holding company (“BHC”) under the Board’s Small Bank Holding Company Policy Statement and the 
Board’s risk-based and leverage capital guidelines for bank holding companies.  Based on the ruling, the 
Company meets the eligibility criteria of a small BHC and is exempt from regulatory requirements 
administered by the federal banking agencies. 



STONEBRIDGE FINANCIAL CORP. AND SUBSIDIARIES 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 

YEARS ENDED DECEMBER 31, 2009, 2008 AND 2007 

33

20.  REGULATORY MATTERS (continued)

The Company’s and Bank’s actual capital amounts and ratios as of December 31, 2009 and 2008 are 
presented in the table. 

Federal and state banking regulations place certain restrictions on dividends paid and loans or advances 
made by the Bank to the Company.  The Pennsylvania Banking Code provides that cash dividends may be 
declared and paid out of accumulated net earnings, which totaled $1.7 million at December 31, 2009.  In 
addition, dividends paid by the Bank to the Company would be prohibited if the effect thereof would cause 
the Bank’s capital to be reduced below applicable minimum capital requirements.  Loans or advances by 
the Bank to the Company are limited to 10% of the Bank’s capital stock and surplus, and must have 
collateral securing the loans or advances. 

 The Company’s ability to pay cash dividends or repurchase shares of its common stock is subject to 
restrictions imposed by the terms of the preferred stock issued by the Company on January 23, 2009, to the 
US Treasury under its TARP Capital Purchase Program.  These terms require the prior consent of US 
Treasury for the issuance of any quarterly cash dividend or any repurchase of common stock.  No cash 
dividends on common stock were paid in 2009. 

21.  FAIR VALUE MEASUREMENTS AND FAIR VALUES OF FIN ANCIAL INSTRUMENTS 

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 year-ends and have not been re-evaluated or  

Actual 
For Capital Adequacy 

Purposes 

To Be Well 
Capitalized Under 
Prompt Corrective 
Action Provisions 

Amount Ratio Amount Ratio Amount Ratio 
(Dollar Amounts In Thousands) 

      
December 31, 2009:       
  Total capital (to risk weighted assets)       
      Stonebridge Financial Corp. $      40,185 12.1% $            N/A N/A $         N/A N/A 
      Stonebridge Bank       39,429  11.9% ³   26,592  ³  8.0% ³   33,240 ³  10.0% 
  Tier 1 capital (to risk weighted assets)       
      Stonebridge Financial Corp. 35,499 10.7% N/A N/A N/A N/A 
      Stonebridge Bank  35,203     10.6% ³   13,296  ³  4.0% ³   19,944  ³    6.0% 
  Tier 1 capital (to total assets)       
      Stonebridge Financial Corp.  35,499 7.7% N/A N/A N/A N/A 
      Stonebridge Bank 35,203  7.6% ³   18,464   ³  4.0% ³   23,080 ³    5.0% 

      
      

December 31, 2008:       
  Total capital (to risk weighted assets)       
      Stonebridge Financial Corp. $      35,521   9.7% $            N/A N/A $         N/A N/A 
      Stonebridge Bank       37,465  10.2% ³   29,383  ³  8.0% ³   36,729 ³  10.0% 
  Tier 1 capital (to risk weighted assets)       
      Stonebridge Financial Corp. 27,906  7.6% N/A N/A N/A N/A 
      Stonebridge Bank  32,854      8.9% ³   14,692  ³  4.0% ³   22,038  ³    6.0% 
  Tier 1 capital (to total assets)       
      Stonebridge Financial Corp.  27,906  5.7% N/A N/A N/A N/A 
      Stonebridge Bank 32,854  6.7% ³   19,625   ³  4.0% ³   24,531 ³    5.0% 
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21.  FAIR VALUE MEASUREMENTS AND FAIR VALUES OF FIN ANCIAL INSTRUMENTS 
(continued) 

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 year-end. 

The Company uses fair value measurements to record fair value adjustments to certain assets and 
liabilities and to determine fair value disclosures.  In accordance with the fair value measurements 
accounting guidance (FASB ASC 820, Fair Value Measurements), the fair value of a financial instrument 
is the price that would be received to sell an asset or paid to transfer a liability in an orderly transaction 
between market participants at the measurement date.  Fair value is best determined based upon quoted 
market prices.  However, in many instances, there are no quoted market prices for the Company’s various 
financial instruments.  In cases where quoted market prices are not available, fair values are based on 
estimates using present value or other valuation techniques.  Those techniques are significantly affected by 
the assumptions used, including the discount rate and estimates of future cash flows.  Accordingly, the fair 
value estimates may not be realized in an immediate settlement of the instrument. 

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

The Company adopted the fair value option provisions of ASC 825, Financial Instruments, as of 
January 1, 2007.  By adopting the fair value option, we were able to modify our balance sheet management 
strategies in the context of a broader use of fair value accounting.  As our investment portfolio is utilized to 
address interest rate management objectives, we elected fair value for a portion of our securities portfolio 
that included mortgage-backed securities with high premiums and low coupons that would have an adverse 
impact in a falling rate environment.  These securities carried a weighted average yield of less than 4%, and 
that yield would decrease in a falling rate environment accompanied by increased prepayments and 
additional amortization of premiums.   

By moving these bonds into the trading account, they could be sold and replaced in the trading account 
by securities that were better structured for liquidity purposes. 

The following table is a summary of the securities transferred to trading upon the early adoption of the 
new standards at January 1, 2007: 

Amortized Cost 

Pre-tax Loss Upon 
the Adoption of 

the New Standards Fair Value 
 (In Thousands)  

Mortgage-backed securities transferred from 
     available for sale to trading securities: $              13,031 $                (499)$              12,532 
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21.  FAIR VALUE MEASUREMENTS AND FAIR VALUES OF FIN ANCIAL INSTRUMENTS 
(continued) 

Total cumulative effect adjustment recorded in retained earnings at January 1, 2007 is as follows (in 
thousands: 

Pre-tax loss upon the adoption of the new standards $                  (499)
Tax effect                      170 
Net of tax amount recorded as an adjustment to retained earnings  $                  (329)

For securities carried at fair value, interest and dividends earned are separately reported on the 
Statement of Operations. 

The fair value guidance 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 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 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 assets measured at fair value on a recurring basis, the fair value measurements by level within the 
fair value hierarchy used at December 31, 2009 and December 31, 2008 are as follows: 

Description Total 

(Level 1) 
Quoted Prices in Active 
Markets for Identical 

Assets 

(Level 2)  
Significant Other 
Observable Inputs 

(Level 3) 
Significant 

Unobservable Inputs
December 31, 2009 (In Thousands) 
Securities available for sale  $         55,820    $                         -   $        55,820   $                     - 
December 31, 2008     
Securities available for sale  $         54,576    $                         -   $        54,576   $                     - 

Both observable and unobservable inputs may be used to determine the fair value of positions that the 
Company has classified within the Level 3 category.  As a result, any unrealized gains and losses for assets 
within the Level 3 category may include changes in fair value attributable to both observable (e.g. changes 
in market interest rates) and unobservable (e.g. changes in unobservable long-dated volatilities) inputs.  
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21.  FAIR VALUE MEASUREMENTS AND FAIR VALUES OF FIN ANCIAL INSTRUMENTS 
(continued) 

 For financial assets measured at fair value on a nonrecurring basis, the fair value measurements by 
level within the fair value hierarchy used at December 31, 2009 and December 31, 2008 are as follows:

Description Total 

(Level 1) 
Quoted Prices 

in Active 
Markets for 

Identical 
Assets 

(Level 2)  
Significant 

Other 
Observable 

Inputs 

(Level 3) 
Significant 

Unobservable 
Inputs 

December 31, 2009 (In Thousands) 
Securities held to maturity  $              646  $                   -  $                  -  $              646
Impaired loans             18,130                         -                      -             18,130   

December 31, 2008 
Securities held to maturity  $              799  $                   -  $                  -  $              799
Impaired loans               6,144                         -                      -               6,144   

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 December 31, 2009 and 2008. 

Cash and cash equivalents (carried at cost): 
The carrying amounts reported in the consolidated balance sheets for cash and due from banks and 

short-term instruments approximate their fair values due primarily to their short-term nature.  Cash 
equivalents include federal funds sold and mutual funds that price daily. 

Securities: 
 The fair value of securities available for sale (carried at fair value) and held to maturity (carried at 
amortized cost) 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 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 including market discount rates, prepayment speeds and other factors, along 
with indicative exit pricing obtained from broker/dealers (where available) were used to support fair values 
of certain level 3 investments.  The carrying amount of restricted investment in bank stock approximates 
fair value, and considers the limited marketability of such securities.   
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21.  FAIR VALUE MEASUREMENTS AND FAIR VALUES OF FIN ANCIAL INSTRUMENTS 
(continued)

 Securities held to a maturity with a carrying amount of $646,000, were determined to be other than 
temporarily impaired at December 31, 2009.  The impairment charge recognized in the consolidated 
statement of operations during the year ended December 31, 2009 was $198,000.  Securities held to a 
maturity with a carrying amount of $799,000, were determined to be other than temporarily impaired at 
December 31, 2008.  The impairment charge during the year ended December 31, 2008 was $1,207,000. 
  
Restricted Investments in Bank Stock (carried at cost) 

 The carrying amount of restricted investments in bank stock approximates fair value. 

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 with no significant change in credit 
risk, fair values are based on carrying values. 

Impaired loans (generally carried at fair value): 

Fair values for impaired loans are estimated using discounted cash flow analyses or underlying 
collateral values, where applicable.  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 $21,907,000, net of a valuation allowance of $3,777,000, at December 31, 2009, and 
loan balances of $8,027,000, net of a valuation allowance of $1,883,000 at December 31, 2008.  
Additional provisions for loan losses of $1,894,000 and $1,437,000 were recorded on impaired loans 
during the years ended December 31, 2009 and 2008. 

Deposits (carried at cost): 
  The fair values disclosed for demand deposits (non-interest bearing checking accounts, interest bearing 

checking accounts and money market accounts) are 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 
of the contractual cash flows.  The discount rate is estimated using market rates currently being offered for 
borrowings with comparable remaining maturities. 

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 and structured notes are estimated using discounted cash flow analysis, 

based on quoted market prices for new advances with similar credit risk characteristics, terms and 
remaining maturity.  The prices obtained from this active market represent a fair value that is deemed to 
represent the transfer price if the liability were assumed by a third party. 
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21.  FAIR VALUE MEASUREMENTS AND FAIR VALUES OF FINANCIA L INSTRUMENTS 
(continued)

Subordinated debt (carried at cost): 

Fair values of subordinated debt are estimated using discounted cash flow analysis, based on market 
rates currently offered on such debt with similar credit risk characteristics, terms and remaining maturity.

Accrued interest receivable and payable (carried at cost):
The carrying amount of accrued interest approximates fair value.

Off-balance sheet instruments (disclosed at cost): 
  Fair values of off-balance sheet instruments are based on fees currently charged to enter into similar 

agreements taking into account the remaining terms of the agreements and the counterparties’ credit 
standing. 

The following table summarizes the carrying amount and fair value estimates of financial instruments 
at December 31, 2009 and 2008: 

2009 2008 
Carrying 
Amount Fair Value 

Carrying 
Amount Fair Value 

 (In Thousands) 
    

Assets:    
Cash and cash equivalents $          8,582 $       8,582 $          1,786 $       1,786 
Securities, available for sale 55,820 55,820 54,576 54,576 
Securities, held to maturity 25,944 25,936 36,461 36,028 
Restricted investments in bank stock 5,464 5,464 5,464 5,464 
Loans receivable 329,483 335,461 376,154 388,811 
Accrued interest receivable 1,975 1,975 2,267 2,267

Liabilities: 
Demand and savings deposits 100,179 100,179 95,412 95,412 
Time deposits 244,382 247,046 263,657 268,345 
Short-term borrowings 1,140 1,140 15,991 15,991 
Long-term borrowings 60,000 60,687 80,000 81,492 
Subordinated debt 10,310 3,307 10,310 3,468 
Accrued interest payable 488 488 823 823

Off-balance sheet financial 
      instruments: 
Letters of credit - - - -
Commitments to extend credit - - - -
Unfunded commitments under lines 
     of credit - - - -
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22.  CONTINGENCIES 

     The Company is subject to legal proceedings and claims arising in the ordinary course of business.  It is 
management’s opinion that the ultimate resolution of these claims will not have a material adverse effect on 
the Company’s consolidated financial position or results of operations.   


