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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-K

x ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT
OF 1934

For the fiscal year ended: December 31, 2010

or

¨ TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934

Commission file number: 001-34292

ORRSTOWN FINANCIAL SERVICES, INC.
(Exact name of registrant as specified in its charter)

Pennsylvania 23-2530374
(State or other jurisdiction of incorporation or organization (I.R.S. Employer Identification No.)

77 East King Street, P. O. Box 250,

Shippensburg, Pennsylvania 17257
(Address of principal executive offices) (Zip Code)

Registrant�s telephone number, including area code: (717) 532-6114

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

Title of each class Name of Each Exchange on which Registered
Common Stock, No Par Value NASDAQ Stock Market LLC

Securities registered pursuant to Section 12(g) of the Act: None

Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities Act. Yes  ¨    No  x
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Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the Act. Yes  ¨    No  x

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

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Website, if any, every Interactive Data
File required to be submitted and posted pursuant to Rule 405 of Regulation S-T (§232,405 of this chapter) during the preceding 12 months (or
for such shorter period that the registrant was required to submit and post such files).  Yes  ¨    No  ¨

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K (§229.405 of this chapter) is not contained
herein and will not be contained, to the best of registrant�s knowledge, in definitive proxy or information statements incorporated by reference in
Part III of this Form 10-K or any amendment to this Form 10-K.  x

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer, or a smaller reporting
company. See the definitions of �accelerated filer,� �large accelerated filer� and �smaller reporting company� in Rule 12b-2 of the Exchange Act.

Large accelerated filer  ¨ Accelerated filer  x Non-accelerated filer  ¨ Smaller reporting company  ¨
(Do not check if a smaller reporting company)
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Act.)  Yes  ¨    No  x

Aggregate market value of the common stock held by non-affiliates computed by reference to the price at which the common equity was last
sold on June 30, 2010 was $171,393,309.

Number of shares outstanding of the registrant�s common stock as of March 1, 2011: 7,989,556.

DOCUMENTS INCORPORATED BY REFERENCE

Portions of the Proxy Statement for the 2011 Annual Meeting of Shareholders are incorporated by reference in Part III of this Form 10-K.

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

Table of Contents 2



Table of Contents

ORRSTOWN FINANCIAL SERVICES, INC.

FORM 10-K

INDEX

Page
Part I

Item 1. Business 3
Item 1A Risk Factors 13
Item 1B Unresolved Staff Comments 20
Item 2. Properties 21
Item 3. Legal Proceedings 22
Item 4. Removed and Reserved 22

Part II

Item 5. Market for Registrant�s Common Equity, Related Security Holder Matters and Issuer Purchases of Equity Securities 23
Item 6. Selected Financial Data 26
Item 7. Management�s Discussion and Analysis of Financial Condition and Results of Operation 28
Item 7A. Quantitative and Qualitative Disclosures about Market Risk 63
Item 8. Financial Statements and Supplementary Data 64
Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure 108
Item 9A. Controls and Procedures 108
Item 9B. Other Information 108

Part III

Item 10. Directors, Executive Officers and Corporate Governance 109
Item 11. Executive Compensation 109
Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder Matters 109
Item 13. Certain Relationships and Related Transactions, and Director Independence 110
Item 14. Principal Accounting Fees and Services 110

Part IV

Item 15. Exhibits, Financial Statement Schedules 111

Signatures 114

- 2 -

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

Table of Contents 3



Table of Contents

PART I

ITEM 1�BUSINESS

Orrstown Financial Services, Inc. (the Company) is a financial holding company registered under the Gramm-Leach-Bliley Act. The executive
offices of Orrstown Financial Services, Inc. are located at 77 East King Street, Shippensburg, Pennsylvania, 17257. Orrstown Financial Services,
Inc. was organized on November 17, 1987, under the laws of the Commonwealth of Pennsylvania for the purpose of acquiring Orrstown Bank,
Shippensburg, Pennsylvania, and such other banks and bank related activities as are permitted by law and desirable. Orrstown Bank is engaged
in providing banking and bank related services in South Central Pennsylvania, principally Franklin, Perry and Cumberland Counties in
Pennsylvania and in Washington County, Maryland. The twenty offices of Orrstown Bank are located in Shippensburg (2), Carlisle (4), Spring
Run, Orrstown, Chambersburg (3), Greencastle, Mechanicsburg (2), Camp Hill, Newport (2), Duncannon, and New Bloomfield, Pennsylvania
and Hagerstown, Maryland.

The Company files periodic reports with the Securities and Exchange Commission (SEC) in the form of quarterly reports on Form 10-Q, annual
reports on Form 10-K, annual proxy statements and current reports on Form 8-K for any significant events that may arise during the year. Copies
of these reports, and any amendments to such reports filed or furnished pursuant to Section 13(a) or 15(d) of the Securities Exchange Act of
1934, as amended, may be obtained free of charge through the SEC�s internet site at www.sec.gov or by accessing the Company�s website at
www.orrstown.com as soon as reasonably practicable after such reports are electronically filed with, or furnished to, the Securities and Exchange
Commission. Information on our website shall not be considered a part of this Form 10-K.

History and Acquisitions

Orrstown Bank was originally organized in 1919 as a state-chartered bank. On March 8, 1988, in a bank holding company reorganization
transaction, Orrstown Financial Services, Inc. acquired 100% ownership of Orrstown Bank, issuing 131,455 shares of Orrstown Financial
Services, Inc.�s common stock to the former Orrstown Bank shareholders.

On May 1, 2006, the Company completed its acquisition of The First National Bank of Newport (First National), a national banking institution
with $120 million in assets at the time of the acquisition. The final consideration paid in the transaction to stockholders of First National
consisted of approximately 699,949 shares of the Company�s common stock and $8.9 million in cash. The transaction was valued at
approximately $34 million in the aggregate. As a result of this transaction, the Company added four branches located in Perry County,
Pennsylvania, $120 million in assets, $72 million in loans and $106 million in deposits to its franchise. First National remained a separate
subsidiary banking institution of the Company until June 15, 2007 when First National merged with and into Orrstown Bank with Orrstown
Bank as the surviving institution.

Business

Orrstown Financial Services, Inc.�s primary activity consists of owning and supervising its subsidiary, Orrstown Bank (the Bank). The day-to-day
management of the Bank is conducted by the subsidiary�s officers. Orrstown Financial Services, Inc. derives a majority of its current income
through dividends from Orrstown Bank. As of December 31, 2010, the Company, on a consolidated basis, had total assets of approximately
$1.512 billion, total shareholders� equity of approximately $160 million and total deposits of approximately $1.188 billion.

Orrstown Financial Services, Inc. has no employees. Its five officers are employees of its subsidiary bank. On December 31, 2010, Orrstown
Bank had 275 full-time and 36 part-time employees.

The Bank is engaged in commercial banking and trust business as authorized by the Pennsylvania Banking Code of 1965. This involves
accepting demand, time and savings deposits, and granting loans. The Bank grants
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commercial, residential, consumer and agribusiness customers in its market area of Franklin, Perry and Cumberland Counties of Pennsylvania
and Washington County, Maryland. The concentrations of credit by type of loan are set forth in Note 4, �Loans Receivable and Allowance for
Loan Losses� filed herewith in Part II, Item 8, �Financial Statements and Supplementary Data�. The Bank maintains a diversified loan portfolio and
evaluates each customer�s credit-worthiness on a case-by-case basis. The amount of collateral obtained, if deemed necessary by the Bank upon
the extension of credit, is based on management�s credit evaluation of the customer and collateral standards established in the Bank�s lending
policies and procedures.

Lending

All secured loans are supported with appraisals or evaluations of collateral. Business equipment and machinery, inventories, accounts receivable,
and farm equipment are considered appropriate security, provided they meet acceptable standards for liquidity and marketability. Loans secured
by equipment and/or other non real estate collateral generally do not exceed 70% of appraised value or cost, whichever is lower. Loans secured
by residential real estate generally do not exceed 80% of the appraised value of the property. Loan to collateral values are monitored as part of
the loan review process, and appraisals are updated as deemed appropriate under the circumstances.

Commercial Lending

A majority of the Company�s loan assets are loans for business purpose. Approximately 75% of the loan portfolio is comprised of commercial
loans. The Bank makes commercial real estate, equipment, working capital and other commercial purpose loans as required by the broad range
of borrowers across the Bank�s various markets. The average size loan in the Bank�s commercial loan portfolio is approximately $259,000.

The Bank�s loan policy dictates the underwriting requirements for the various types of loans the Bank would extend to borrowers. The policy
covers such requirements as debt coverage ratios, advance rate against different forms of collateral LTV and maximum term.

Approximately 47% of the Bank�s commercial portfolio is owner occupied or non owner occupied commercial real estate loans including multi
family. The typical loan in this type is secured by a commercial property with a maximum LTV of 75% of the appraised value of the property.
The maximum term and amortization typically does not exceed 20 years. Interest rates charged on these loans are primarily fixed for a period of
3 to 7 years and then adjust to an index and spread after the fixed rate period. The average size of a loan in this type is approximately $406,000.

Approximately 37% of the Bank�s commercial portfolio are loans for general commercial purpose and include permanent working capital, short
term working capital, machinery and equipment financing. These types of loans can either be in the form of lines of credit or term loans. These
loans are secured by the borrower�s accounts receivable, inventory and machinery and equipment. In a majority of these loans, the collateral also
includes the business real estate or the business owner�s personal real estate or assets. The personal guarantee of the business owner is also to be
taken. In the case of term loans, the average term of a loan would be primarily driven by the use of the loan proceeds and the useful life of the
collateral. Interest rates charged are either fixed or variable. If the interest rate is or will become variable at any point in the loans life, an interest
rate floor is placed on the loan. The average size of a loan in this type is approximately $160,000.

Consumer Lending

The Bank provides home equity loans, home equity lines of credit and other consumer loans through its branch network. A large majority of the
consumer loans are secured by either a first or second lien position on the borrower�s primary residential real estate. The Bank requires a LTV of
no greater than 90% of the value of the real estate being taken as collateral. Underwriting standards typically require a borrower have a debt to
income ratio of 38% or less.
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Residential Lending

The Bank provides residential mortgages throughout its various markets through a network of mortgage loan officers. A majority of the
residential mortgages originated are sold to secondary market investors, primarily Fannie Mae and the Federal Home Loan Bank of Pittsburgh.
All mortgages, regardless of being sold or held in the Bank�s portfolio, are underwritten to secondary market industry standards for prime
mortgages. The Bank requires a LTV of no greater than 80% of the value of the real estate being taken as collateral, without the borrower
obtaining private mortgage insurance.

Loan Review

Administration and supervision over the lending process is provided by the Bank�s Credit Administration Committee which is comprised of
outside directors. Executive officers and loan department personnel regularly meet with and report to the Credit Administration Committee. The
loan review process is continuous, commencing with the approval of a loan. Each new loan is reviewed by the Loan Department for compliance
with banking regulations and lending policy requirements for documentation, collateral standards, and approvals. Orrstown Bank employs a
Loan Review Officer, who is independent from the loan origination function and reports directly to the Credit Administration Committee. The
Loan Review Officer continually monitors and evaluates loan customers utilizing risk-rating criteria established in the Loan Policy in order to
spot deteriorating trends and detect conditions which might indicate potential problem loans. The Loan Review Officer reports the results of the
loan reviews at least quarterly to the Credit Administration Committee for approval and provides the basis for evaluating the adequacy of the
allowance for loan losses.

During 2010, we implemented a centralized consumer underwriting solution, which enables us to process loans more efficiently, providing our
customers with faster turnaround times. As a result, we increased our mortgage origination sales force and plan to add additional talent in 2011.
Our team is supported by a state of the art system that enables them to take applications at the customer�s home or business via laptop.
Additionally, we added several new mortgage products including Federal Home Administration (FHA), Veterans Administration (VA) and
USDA Guaranteed Rural Housing programs. During 2010, customers now have the ability to apply for mortgages electronically. Consumer loan
pre-approvals are instant, and most loan decisions are made within 24 hours. After approval, the entire process is simplified and expedited,
enabling Orrstown Bank to handle a much larger volume of lending without significant increases in support staff.

A new website is also slated for 2011 that will provide the platform for the new consumer loan and mortgage products and other enhancements
to improve the customer experience. A customer relationship management (CRM) system will also be implemented which will enable our sales
staff to more effectively meet all our customers� needs. The new system will provide real time sales management tools and metrics to support the
growth of all our lines of business.

Orrstown Financial Advisors (OFA)

Through its trust department, Orrstown Bank renders services as trustee, executor, administrator, guardian, managing agent, custodian,
investment advisor, and other fiduciary activities authorized by law under the trade name �Orrstown Financial Advisors.� OFA offers retail
brokerage services through a third party broker/dealer arrangement with Financial Network Investment Company (FNIC). As of December 31,
2010, trust assets under management were $570 million.

Regulation and Supervision

Orrstown Financial Services, Inc. is a financial holding company, and is registered as such with the Board of Governors of the Federal Reserve
System (the Federal Reserve Board). As a registered bank holding company and financial holding company, the Company is subject to
regulation under the Bank Holding Company Act of 1956 and to inspection, examination, and supervision by the Federal Reserve Board.
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The operations of the Bank are subject to federal and state statutes applicable to banks chartered under the banking laws of the United States,
and to banks whose deposits are insured by the Federal Deposit Insurance Company. The Bank�s operation is also subject to regulations of the
Pennsylvania Department of Banking, the Federal Reserve Board and the Federal Deposit Insurance Company (FDIC).

Several of the more significant regulatory provisions applicable to banks and financial holding companies to which the Company and its
subsidiary are subject, are discussed below, along with certain regulatory matters concerning the Company and its subsidiary. To the extent that
the following information describes statutory or regulatory provisions, it is qualified in its entirety by reference to the particular statutory
provisions. Any change in applicable law or regulation may have a material effect on the business and prospects of the Company and its
subsidiary.

Financial and Bank Holding Company Activities

As a financial holding company, the Company may engage in, and acquire companies engaged in, activities that are considered �financial in
nature�, as defined by the Gramm-Leach-Bliley Act and Federal Reserve Board interpretations. These activities include, among other things,
securities underwriting, dealing and market-making, sponsoring mutual funds and investment companies, insurance underwriting and agency
activities, and merchant banking. If any banking subsidiary of the Company ceases to be �well capitalized� or �well managed� under applicable
regulatory standards, the Federal Reserve Board may, among other things, place limitations on the Company�s ability to conduct the broader
financial activities permissible for financial holding companies or, if the deficiencies persist, require the Company to divest the banking
subsidiary. In addition, if any banking subsidiary of the Company receives a Community Reinvestment Act rating of less than satisfactory, the
Company would be prohibited from engaging in any additional activities other than those permissible for bank holding companies that are not
financial holding companies. The Company may engage directly or indirectly in activities considered financial in nature, either de novo or by
acquisition, as long as it gives the Federal Reserve Board after-the-fact notice of the new activities.

Interstate Banking and Branching

As a bank holding company, the Company is required to obtain prior Federal Reserve Board approval before acquiring more than 5% of the
voting shares, or substantially all of the assets, of a bank holding company, bank or savings association. Under the Riegle-Neal Interstate
Banking and Branching Efficiency Act (the �Riegle-Neal Act�), subject to certain concentration limits and other requirements, bank holding
companies such as the Company may acquire banks and bank holding companies located in any state. The Riegle-Neal Act also permits banks to
acquire branch offices in other states, and establish de novo branch offices in other states, contingent upon the host state having adopted
legislation �opting in� to those provisions of the Riegle-Neal Act. Pursuant to the Dodd-Frank Wall Street Reform and Consumer Protection Act
(the �Dodd-Frank Act�), banks now may acquire or establish branch offices in another state to the same extent as a bank chartered in that state
would be permitted to establish branch offices. The Company has expanded its market south into Hagerstown, Maryland with its first branch
opening in March 2006.

FDIC Insurance and Assessments

The Bank�s deposits are insured to applicable limits by the FDIC. Under the Dodd-Frank Act, the maximum deposit insurance amount has been
permanently increased from $100,000 to $250,000 and unlimited deposit insurance has been extended to non-interest-bearing transaction
accounts until December 31, 2012. Prior to the Dodd-Frank Act, the FDIC had established a Temporary Liquidity Guarantee Program under
which, for the payment of an additional assessment by insured banks that did not opt out, the FDIC fully guaranteed all non-interest-bearing
transaction accounts until December 31, 2010 (the �Transaction Account Guarantee Program�) and all senior unsecured debt of insured depository
institutions or their qualified holding companies issued between October 14, 2008 and October 31, 2009, with the FDIC�s guarantee expiring by
December 31,
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2012 (the �Debt Guarantee Program�). The Company and the Bank opted out of the Debt Guarantee Program. The Bank did not opt out of the
Transaction Account Guarantee Program.

The FDIC has adopted a risk-based premium system that provides for quarterly assessments based on an insured institution�s ranking in one of
four risk categories based on regulatory capital ratios and other supervisory factors. The Bank is currently in Risk Category 1, the lowest risk
category.

Starting in 2009, the FDIC significantly raised the assessment rate in order to restore the reserve ratio of the Deposit Insurance Fund to the
statutory minimum of 1.15%. For the quarter beginning January 1, 2009, the FDIC raised the base annual assessment rate for institutions in Risk
Category 1 to between 12 and 14 basis points. For the quarter beginning April 1, 2009 the FDIC set the base annual assessment rate for
institutions in Risk Category 1 to between 12 and 16 basis points. An institution�s assessment rate could be lowered by as much as five basis
points based on the ratio of its long-term unsecured debt to deposits or, for smaller institutions, based on the ratio of certain amounts of Tier 1
capital to adjusted assets. The assessment rate may be adjusted for Risk Category 1 institutions that have a high level of brokered deposits and
have experienced higher levels of asset growth (other than through acquisitions).

The FDIC imposed a special assessment equal to five basis points of assets less Tier 1 capital as of June 30, 2009, payable on September 30,
2009, and reserved the right to impose additional special assessments. Instead of imposing additional special assessments during 2009, the FDIC
required all insured depository institutions to prepay their estimated risk-based assessments for the fourth quarter of 2009, and for all of 2010,
2011 and 2012 on December 30, 2009. For purposes of estimating the future assessments, each institution�s base assessment rate in effect on
September 30, 2009 was used, increased by three basis points beginning in 2011, and the assessment base was increased at a 5% annual growth
rate. The prepaid assessment will be applied against actual quarterly assessments until exhausted. Any funds remaining after June 30, 2013 will
be returned to the institution. This prepaid assessment does not preclude the FDIC from changing assessment rates or from further revising the
risk-based assessment system.

The Dodd-Frank Act requires the FDIC to take such steps as necessary to increase the reserve ratio of the Deposit Insurance Fund from 1.15% to
1.35% of insured deposits by 2020. In setting the assessments, the FDIC is required to off set the effect of the higher reserve ratio against insured
depository institutions with total consolidated assets of less than $10 billion. The Dodd-Frank Act also broadens the base for FDIC insurance
assessments so that assessments will be based on the average consolidated total assets less average tangible equity capital of a financial
institution rather than on its insured deposits. The FDIC has adopted a new restoration plan to increase the reserve ratio to 1.15% by
September 30, 2020 with additional rulemaking scheduled for 2011 regarding the method to be used to achieve a 1.35% reserve ratio by 2020
and offset the effect on institutions with assets less than $10 billion in assets. Pursuant to the new restoration plan, the FDIC will forgo the 3
basis point increase in assessments scheduled to take effect on January 1, 2011. The FDIC has proposed new assessment regulations that would
redefine the assessment base as average consolidated assets less average tangible equity. The proposed regulations would use the current
assessment rate schedule with modifications to the unsecured debt and brokered deposit adjustments and the elimination of the secured liability
adjustment.

In addition, all FDIC-insured institutions are required to pay assessments to the FDIC to fund interest payments on bonds issued by the
Financing Corporation (�FICO�), an agency of the Federal government established to recapitalize the Federal Savings and Loan Insurance
Corporation. The FICO assessment rates, which are determined quarterly, averaged .0108% of insured deposits on an annualized basis in fiscal
year 2009. These assessments will continue until the FICO bonds mature in 2017.

Dodd-Frank Wall Street Reform and Consumer Protection Act

On July 21, 2010, the Dodd-Frank Act was signed into law. The Dodd-Frank Act is intended to effect a fundamental restructuring of federal
banking regulation. Among other things, the Dodd-Frank Act creates a new
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Financial Stability Oversight Council to identify systemic risks in the financial system and gives federal regulators new authority to take control
of and liquidate financial firms. The Dodd-Frank Act additionally creates a new independent federal regulator to administer federal consumer
protection laws. The Dodd-Frank Act is expected to have a significant impact on our business operations as its provisions take effect. Among the
provisions that may affect us are the following:

Holding Company Capital Requirements. The Dodd-Frank Act requires the Federal Reserve Board to apply consolidated capital requirements
to depository institution holding companies that are no less stringent than those currently applied to depository institutions. Under these
standards, trust preferred securities will be excluded from Tier 1 capital unless such securities were issued prior to May 19, 2010 by a bank
holding company with less than $15 billion in assets. The Dodd-Frank Act additionally requires capital requirements to be countercyclical so
that the required amount of capital increases in times of economic expansion and decreases in times of economic contraction, consistent with
safety and soundness. The capital requirements that the Company and Bank are currently subject to are noted in �Note 14. Shareholders� Equity
and Regulatory Capital�, in the Notes to the Consolidated Financial Statements included under Item 8 of this Report.

Corporate Governance. The Dodd-Frank Act will require publicly traded companies to give stockholders a non-binding vote on executive
compensation at their first annual meeting taking place six months after the date of enactment and at least every three years thereafter
(�Say-On-Pay�) and on so-called �golden parachute� payments in connection with approvals of mergers and acquisitions unless previously voted on
by shareholders. The new legislation also authorizes the SEC to promulgate rules that would allow stockholders to nominate their own
candidates using a company�s proxy materials. Additionally, the Dodd-Frank Act directs the federal banking regulators to promulgate rules
prohibiting excessive compensation paid to executives of depository institutions and their holding companies with assets in excess of $1.0
billion, regardless of whether the company is publicly traded or not. The Dodd-Frank Act gives the SEC authority to prohibit broker
discretionary voting on elections of directors and executive compensation matters.

Prohibition Against Charter Conversions of Troubled Institutions. Effective one year after enactment, the Dodd-Frank Act prohibits a
depository institution from converting from a state to federal charter or vice versa while it is the subject of a cease and desist order or other
formal enforcement action or a memorandum of understanding with respect to a significant supervisory matter unless the appropriate federal
banking agency gives notice of the conversion to the federal or state authority that issued the enforcement action and that agency does not object
within 30 days. The notice must include a plan to address the significant supervisory matter. The converting institution must also file a copy of
the conversion application with its current federal regulator which must notify the resulting federal regulator of any ongoing supervisory or
investigative proceedings that are likely to result in an enforcement action and provide access to all supervisory and investigative information
relating hereto.

Limits on Derivatives. Effective 18 months after enactment, the Dodd-Frank Act prohibits state-chartered banks from engaging in derivatives
transactions unless the loans to one borrower limits of the state in which the bank is chartered takes into consideration credit exposure to
derivatives transactions. For this purpose, a derivatives transaction includes any contract, agreement, swap, warrant, note or option that is based
in whole or in part on the value of, any interest in, or any quantitative measure or the occurrence of any event relating to, one or more
commodities, securities, currencies, interest or other rates, indices or other assets.

Transactions with Affiliates and Insiders. Effective one year from the date of enactment, the Dodd-Frank Act expands the definition of affiliate
for purposes of quantitative and qualitative limitations of Section 23A of the Federal Reserve Act to include mutual funds advised by a
depository institution or its affiliates. The Dodd-Frank Act will apply section 23A and Section 22(h) of the Federal Reserve Act (governing
transactions with insiders) to derivative transactions, repurchase agreements and securities lending and borrowing transactions that create credit
exposure to an affiliate or an insider. Any such transactions with affiliates must be fully secured. The current exemption from Section 23A for
transactions with financial subsidiaries will be
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eliminated. The Dodd-Frank Act will additionally prohibit an insured depository institution from purchasing an asset from or selling an asset to
an insider unless the transaction is on market terms and, if representing more than 10% of capital, is approved in advance by the disinterested
directors.

Debit Card Interchange Fees. Effective July 21, 2011, the Dodd-Frank Act requires that the amount of any interchange fee charged by a debit
card issuer with respect to a debit card transaction must be reasonable and proportional to the cost incurred by the issuer. Within nine months of
enactment, the Federal Reserve Board is required to establish standards for reasonable and proportional fees which may take into account the
costs of preventing fraud. The restrictions on interchange fees, however, do not apply to banks that, together with their affiliates, have assets of
less than $10 billion.

Interest on Demand Deposits. Effective July 21, 2011, the Dodd-Frank Act repealed all federal prohibitions on the ability of financial
institutions to pay interest on demand deposits.

Consumer Financial Protection Bureau. The Dodd-Frank Act creates a new, independent federal agency called the Consumer Financial
Protection Bureau (�CFPB�), which is granted broad rulemaking, supervisory and enforcement powers under various federal consumer financial
protection laws, including the Equal Credit Opportunity Act, Truth in Lending Act, Real Estate Settlement Procedures Act, Fair Credit
Reporting Act, Fair Debt Collection Act, the Consumer Financial Privacy provisions of the Gramm-Leach-Bliley Act and certain other statutes.
The CFPB will have examination and primary enforcement authority with respect to depository institutions with $10 billion or more in assets.
Smaller institutions will be subject to rules promulgated by the CFPB but will continue to be examined and supervised by federal banking
regulators for consumer compliance purposes. The CFPB will have authority to prevent unfair, deceptive or abusive practices in connection with
the offering of consumer financial products. The Dodd-Frank Act authorizes the CFPB to establish certain minimum standards for the
origination of residential mortgages including a determination of the borrower�s ability to repay. In addition, the Dodd-Frank Act will allow
borrowers to raise certain defenses to foreclosure if they receive any loan other than a �qualified mortgage� as defined by the CFPB. The
Dodd-Frank Act permits states to adopt consumer protection laws and standards that are more stringent than those adopted at the federal level
and, in certain circumstances, permits state attorneys general to enforce compliance with both the state and federal laws and regulations.

Control Acquisitions

The Change in Bank Control Act prohibits a person or group of persons from acquiring �control� of a bank holding company, unless the Federal
Reserve Board has been notified and has not objected to the transaction. Under a reputable presumption established by the Federal Reserve
Board, the acquisition of 10% or more of a class of voting stock of a bank holding company with a class of securities registered under Section 12
of the Exchange Act, such as the Company, would, under the circumstances set forth in the presumption, constitute acquisition of control of the
bank holding company. In addition, a company is required to obtain the approval of the Federal Reserve Board under the Bank Holding
Company Act before acquiring 25% (5% in the case of an acquirer that is a bank holding company) or more of any class of outstanding voting
stock of a bank holding company, or otherwise obtaining control or a �controlling influence� over that bank holding company.

Liability for Banking Subsidiaries

Under Federal Reserve Board policy, a bank holding company is expected to act as a source of financial and managerial strength to each of its
subsidiary banks and to commit resources to their support. This support may be required at times when the bank holding company may not have
the resources to provide it. Similarly, under the cross-guarantee provisions of the Federal Deposit Insurance Act, the FDIC can hold any
FDIC-insured depository institution liable for any loss suffered or anticipated by the FDIC in connection with (1) the �default� of a commonly
controlled FDIC-insured depository institution; or (2) any assistance provided by the FDIC to a commonly controlled FDIC-insured depository
institution �in danger of default�.
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Capital Requirements

Information concerning the Company and its subsidiary with respect to capital requirements is incorporated by reference from Note 14,
�Shareholders� Equity and Regulatory Capital�, of the �Notes to Consolidated Financial Statements� included under Item 8 of this report, and from
the �Capital Adequacy and Regulatory Matters� section of the �Management�s Discussion and Analysis of Consolidated Financial Condition and
Results of Operations�, included under Item 7 of this report.

FDICIA

The Federal Deposit Insurance Company Improvement Act of 1991 (FDICIA), and the regulations promulgated under FDICIA, among other
things, established five capital categories for insured depository institutions�well capitalized, adequately capitalized, undercapitalized,
significantly undercapitalized and critically undercapitalized�and requires federal bank regulatory agencies to implement systems for �prompt
corrective action� for insured depository institutions that do not meet minimum capital requirements based on these categories. Unless a bank is
well capitalized, it is subject to restrictions on its ability to offer brokered deposits and on certain other aspects of its operations. An
undercapitalized bank must develop a capital restoration plan and its parent bank holding company must guarantee the bank�s compliance with
the plan up to the lesser of 5% of the bank�s assets at the time it became undercapitalized and the amount needed to comply with the plan. As of
December 31, 2010, the Bank was considered well capitalized based on the guidelines implemented by the bank�s regulatory agencies.

Dividend Restrictions

The Company�s funding for cash distributions to its shareholders is derived from a variety of sources, including cash and temporary investments.
One of the principal sources of those funds is dividends received from its subsidiary, Orrstown Bank. Various federal and state laws limit the
amount of dividends the Bank can pay to the Company without regulatory approval. In addition, federal bank regulatory agencies have authority
to prohibit the Bank from engaging in an unsafe or unsound practice in conducting its business. The payment of dividends, depending upon the
financial condition of the bank in question, could be deemed to constitute an unsafe or unsound practice. The ability of the Bank to pay
dividends in the future is currently, and could be further, influenced by bank regulatory policies and capital guidelines. The Federal Reserve
Board in 2009 notified all bank holding companies that dividends should be eliminated, deferred or significantly reduced if the bank holding
company�s net income for the past four quarters, net of dividends paid during that period, is not sufficient to fully fund the dividends; the bank
holding company�s prospective rate of earnings retention is not consistent with the bank holding company�s capital needs and overall, current and
prospective financial conditions; or the bank holding company will not meet, or is in danger of meeting, its minimum regulatory capital
adequacy ratios. Additional information concerning the Company and its banking subsidiary with respect to dividends is incorporated by
reference from Note 15, �Restrictions on Dividends, Loans and Advances�, of the �Notes to Consolidated Financial Statements� included under
Item 8 of this report, and the �Capital Adequacy and Regulatory Matters� section of �Management�s Discussion and Analysis of Consolidated
Financial Condition and Results of Operations�, included under Item 7 of this report.

Deposit or Preference Statute

In the �liquidation or other resolution� of an institution by any receiver, U.S. federal legislation provides that deposits and certain claims for
administrative expenses and employee compensation against the insured depository institution would be afforded a priority over the general
unsecured claims against that institution, including federal funds and letters of credit.
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Other Federal Laws and Regulations

The Company�s operations are subject to additional federal laws and regulations applicable to financial institutions, including, without limitation:

� Privacy provisions of the Gramm-Leach-Bliley Act and related regulations, which require us to maintain privacy policies intended to
safeguard customer financial information, to disclose the policies to our customers and to allow customers to �opt out� of having their
financial service providers disclose their confidential financial information to non-affiliated third parties, subject to certain
exceptions;

� Right to Financial Privacy Act, which imposes a duty to maintain confidentiality of consumer financial records and prescribes
procedures for complying with administrative subpoenas of financial records;

� Consumer protection rules for the sale of insurance products by depository institutions, adopted pursuant to the requirements of the
Gramm-Leach-Bliley Act; and

� USA Patriot Act, which requires financial institutions to take certain actions to help prevent, detect and prosecute international
money laundering and the financing of terrorism.

Sarbanes-Oxley Act of 2002

On July 30, 2002, the Sarbanes-Oxley Act of 2002 was enacted. The Sarbanes-Oxley Act represents a comprehensive revision of laws affecting
corporate governance, accounting obligations and corporate reporting. The Sarbanes-Oxley Act is applicable to all companies with equity
securities registered or that file reports under the Securities Exchange Act of 1934. In particular, the Sarbanes-Oxley Act established: (i) new
requirements for audit committees, including independence, expertise, and responsibilities; (ii) additional responsibilities regarding financial
statements for the Chief Executive Officer and Chief Financial Officer of the reporting company; (iii) new standards for auditors and regulation
of audits; (iv) increased disclosure and reporting obligations for the reporting company and its directors and executive officers; and (v) new and
increased civil and criminal penalties for violations of the securities laws. Many of the provisions were effective immediately while other
provisions become effective over a period of time and are subject to rulemaking by the SEC. Because the Company�s common stock is registered
with the SEC, it is subject to this Act. As an accelerated filer as defined in Rule 12b-2 of the Securities Exchange Act of 1934, the Company was
subject to section 404 of the Sarbanes-Oxley Act starting in the year ended December 31, 2004.

Government Actions and Legislation

The Emergency Economic Stabilization Act of 2008 (the �EES Act�), effective October 2008, allocated up to $700 billion towards purchasing and
insuring assets held by financial institutions for the purpose of stabilizing and providing liquidity to the U.S. financial markets. Pursuant to
authority granted under the EES Act, the U.S. Treasury announced the Capital Purchase Program whereby the U.S. Treasury agreed to purchase
senior preferred shares from qualifying U.S. financial institutions. Each participating institution may sell to the U.S. Treasury an amount of
senior preferred shares ranging from 1.0 percent to 3.0 percent of its September 30, 2008 risk-weighted assets. The preferred shares are generally
nonvoting and pay an initial dividend rate of 5.0 percent per year for the first five years, increasing to 9.0 percent per year after year five. As part
of the consideration for the shares, the U.S. Treasury requires the receipt of Warrants to acquire common stock from the participating institution
having an aggregate market price equal to 15.0 percent of the amount of capital invested by the U.S. Treasury in the senior preferred shares, at
an exercise price equal to the average trailing 20-trading day market price of the institution�s common stock at the time of issuance. Participating
institutions must agree to certain limitations on executive compensation, repurchases of junior preferred or common stock and increases in
common stock dividend payments. The Company, after careful analysis, chose not to participate in the Capital Purchase Program.

The government has also implemented the Homeowner Affordability and Stability Plan (�HASP�), a $75 billion federal program intended to
support recovery in the housing market and ensure that eligible homeowners
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are able to continue to fulfill their mortgage obligations. HASP includes the following initiatives: (i) a refinance option for homeowners that are
current in their mortgage payments and whose mortgages are owned by Fannie Mae or Freddie Mac; (ii) a homeowner stability initiative to
prevent foreclosures and help eligible borrowers stay in their homes by offering loan modifications that reduce mortgage payments to more
sustainable levels; and (iii) an increase in U.S. Treasury funding to Fannie Mae and Freddie Mac to allow them to lower mortgage rates. HASP
also offers monetary incentives to mortgage holders for certain modifications of at-risk loans and would establish an insurance fund designed to
reduce foreclosures.

Future Legislation

Changes to the laws and regulations in the states where the Company and the Bank do business can affect the operating environment of both the
bank holding company and its subsidiaries in substantial and unpredictable ways. The Company cannot accurately predict whether those changes
in laws and regulations will occur, and, if those changes occur, the ultimate effect they would have upon the financial condition or results of
operations of the Company. This is also true of federal legislation particularly given the current volatile environment.

NASDAQ Capital Market

The Company�s common stock is listed on The NASDAQ Capital Market under the trading symbol �ORRF� and is subject to NASDAQ�s rules for
listed companies.

Forward Looking Statements

Additional information concerning the Company and its banking subsidiaries with respect to forward looking statements is incorporated by
reference from the �Important Factors Relating to Forward Looking Statements� section of the �Management�s Discussion and Analysis of Financial
Condition and Results of Operations,� included in this Report under Item 7.

Competition

The Bank�s principal market area consists of Franklin County, Perry County and Cumberland County, Pennsylvania, with a presence in
Washington County, Maryland. It services a substantial number of depositors in this market area, with the greatest concentration within a radius
of Chambersburg, Shippensburg, and Carlisle, Pennsylvania.

The Bank, like other depository institutions, has been subjected to competition from less heavily regulated entities such as credit unions,
brokerage firms, money market funds, consumer finance and credit card companies, and other commercial banks, many of which are larger than
the Bank. The principal methods of competing effectively in the financial services industry include improving customer service through the
quality and range of services provided, improving efficiencies and pricing services competitively. Orrstown Bank is competitive with the
financial institutions in its service areas with respect to interest rates paid on time and savings deposits, service charges on deposit accounts and
interest rates charged on loans.

The Bank continues to implement strategic initiatives focused on expanding our core businesses and to explore, on an ongoing basis, acquisition,
divestiture, and joint venture opportunities. We analyze each of our products and businesses in the context of customer demands, competitive
advantages, industry dynamics, and growth potential.
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ITEM 1A�RISK FACTORS

Our financial conditions and results of operations may be adversely affected by various factors, many of which are beyond our control. These
risk factors include the following:

Unfavorable economic and market conditions due to the current global financial crisis may materially and adversely affect us.

Economic and market conditions in the United States and around the world have deteriorated significantly and may remain depressed for the
foreseeable future. Conditions such as slowing or negative growth and the sub-prime debt devaluation crisis have resulted in a low level of
liquidity in many financial markets and extreme volatility in credit, equity and fixed income markets. These economic developments could have
various effects on us, including insolvency of major customers and a negative impact on the investment income we are able to earn on our
investment portfolio.

Since lending money is an essential part of our business, due to the current economic conditions, customers may be unable or unwilling to
borrow money or repay funds already borrowed. The risk of non-payment is affected by credit risks of a particular customer, changes in
economic conditions, the duration of the loan and, in the case of a collateralized loan, uncertainties as to the future value of the collateral and
other factors. The potential effects of the current global financial crisis are difficult to forecast and mitigate. As a consequence, our operating
results for a particular period are difficult to predict. The impact of this situation, together with concerns regarding the financial strength of
financial institutions, has led to distress in credit markets and liquidity issues for financial institutions. Some financial institutions around the
world have failed; others have been forced to seek acquisition partners. The United States and other governments have taken unprecedented
steps to try to stabilize the financial system, including investing in financial institutions. Our business and our financial condition and results of
operations could be adversely affected by (1) continued or accelerated disruption and volatility in financial markets, (2) continued capital and
liquidity concerns regarding financial institutions generally and our counterparties specifically, (3) limitations resulting from further
governmental action in an effort to stabilize or provide additional regulation of the financial system, or (4) recessionary conditions that are
deeper or last longer than currently anticipated.

We operate in a highly regulated environment and may be adversely affected by changes in laws or regulations.

We are subject to extensive regulation and supervision under federal and state laws and regulations. The requirements and limitations imposed
by such laws and regulations limit the manner in which we conduct our business, undertake new investments and activities and obtain financing.
These regulations are designed primarily for the protection of the deposit insurance funds and consumers and not to benefit our shareholders.
Financial institution regulation has been the subject of significant legislation in recent years and may be the subject of further significant
legislation in the future, none of which is within our control. Federal and state regulatory agencies also frequently adopt changes to their
regulations or change the manner in which existing regulations are applied or enforced. We cannot predict the substance or impact of pending or
future legislation, regulation or the application thereof. Compliance with such current and potential regulation and scrutiny may significantly
increase our costs, impede the efficiency of our internal business processes, require us to increase our regulatory capital and limit our ability to
pursue business opportunities in an efficient manner.

The Dodd-Frank Wall Street Reform and Consumer Protection Act may affect our financial condition, results of operations, liquidity and
stock price.

On July 21, 2010, the Dodd-Frank Wall Street Reform and Consumer Protection Act, or the Dodd-Frank Act, was signed into law. The
Dodd-Frank Act includes provisions affecting large and small financial institutions, including several provisions that will profoundly affect how
community banks and bank holding companies will be regulated in the future. Among other things, these provisions relax rules regarding
interstate

- 13 -

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

Table of Contents 14



Table of Contents

branching, allow financial institutions to pay interest on business checking accounts, change the scope of federal deposit insurance coverage and
impose new capital requirements on bank holding companies. In addition, there is significant uncertainty about the full impact of the
Dodd-Frank Act because many of its provisions require subsequent regulatory rule making.

The Dodd-Frank Act establishes the Bureau of Consumer Financial Protection as an independent entity within the Federal Reserve, which will
be given authority to promulgate consumer protection regulations applicable to all entities offering financial services or products, including
banks. Additionally, the Dodd-Frank Act includes a series of provisions covering mortgage loan origination standards affecting, among other
things, originator compensation, minimum repayment standards and pre-payments.

The Dodd-Frank Act contains numerous other provisions affecting financial institutions of all types, many of which may have an impact on the
Company�s operating environment in substantial and unpredictable ways. Consequently, the Dodd-Frank Act is likely to affect our cost of doing
business, it may limit or expand the activities in which Orrstown permissibly may engage and it may affect the competitive balance within the
Company�s industry and market areas.

The Dodd-Frank Act and the regulations to be adopted thereunder are expected to subject Orrstown and other financial institutions to additional
restrictions, oversight and costs that may have an adverse impact on its business, financial condition, results of operations or the price of
Orrstown common stock and the Company�s ability to continue to conduct business consistent with historical practices.

The recent repeal of federal prohibitions on the payment of interest on demand deposits could increase our interest expense and reduce our
net interest margin.

All federal prohibitions on the ability of financial institutions to pay interest on demand deposit accounts were repealed as part of the
Dodd-Frank Act. As a result, beginning on July 21, 2011, financial institutions could commence offering interest on demand deposits to compete
for clients. We do not know what interest rates or products other institutions may offer. Our interest expense could increase and our net interest
margin could decrease if we begin offering interest on demand deposits to attract additional customers or maintain current customers.
Consequently, our business, financial condition or results of operations could be adversely affected.

We may be required to make further increases in our provisions for loan losses and to charge off additional loans in the future, which could
materially adversely affect us.

There is no precise method of predicting loan losses. We can give no assurance that our allowance for loan losses is or will be sufficient to
absorb actual loan losses. We maintain an allowance for loan losses, which is a reserve established through a provision for loan losses charged to
expense, that represents management�s best estimate of probable incurred losses within the existing portfolio of loans. The level of the allowance
reflects management�s evaluation of, among other factors, the status of specific impaired loans, trends in historical loss experience, delinquency
trends, credit concentrations and economic conditions within our market area. The determination of the appropriate level of the allowance for
loan losses inherently involves a high degree of subjectivity and judgment and requires us to make significant estimates of current credit risks
and future trends, all of which may undergo material changes. Changes in economic conditions affecting borrowers, new information regarding
existing loans, identification of additional problem loans and other factors, both within and outside of our control, may require us to increase our
allowance for loan losses. Increases in nonperforming loans have a significant impact on our allowance for loan losses.

In addition, bank regulatory agencies periodically review our allowance for loan losses and may require us to increase the provision for loan
losses or to recognize further loan charge-offs, based on judgments that differ from those of management. If loan charge-offs in future periods
exceed our allowance for loan losses, we will need to record additional provisions to increase our allowance for loan losses. Furthermore, growth
in our loan
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portfolio would generally lead to an increase in the provision for loan losses. Generally, increases in our allowance for loan losses will result in a
decrease in net income and stockholders� equity, and may have a material adverse effect on our financial condition, results of operations and cash
flows.

Our allowance for loan losses was 1.66% of total loans and 106% of non-performing loans at December 31, 2010, compared to 1.26% of total
loans and 259% of non-performing loans at December 31, 2009. Material additions to our allowance could materially decrease our net income.
In addition, at December 31, 2010, our top 25 lending relationships individually had commitments in excess of $6,600,000, and a total
outstanding loan balance of $189,335,000, or nearly 20% of the loan portfolio. The deterioration of one or more of these loans could result in a
significant increase in our nonperforming loans and our provisions for loan losses, which would negatively impact our results of operations.

Changes in interest rates could adversely impact our financial condition and results of operations.

Our operating income, net income and liquidity depend to a great extent on our net interest margin, i.e., the difference between the interest yields
we receive on loans, securities and other interest earning assets and the interest rates we pay on interest-bearing deposits, borrowings and other
liabilities. These rates are highly sensitive to many factors beyond our control, including competition, general economic conditions and
monetary and fiscal policies of various governmental and regulatory authorities, including the Board of Governors of the Federal Reserve
System, or the Federal Reserve. If the rate of interest we pay on our interest-bearing deposits, borrowings and other liabilities increases more
than the rate of interest we receive on loans, securities and other interest earning assets, our net interest income, and therefore our earnings, and
liquidity could be materially adversely affected. Our earnings and liquidity could also be materially adversely affected if the rates on our loans,
securities and other investments fall more quickly than those on our deposits, borrowings and other liabilities. Our operations are subject to risks
and uncertainties surrounding our exposure to change in interest rate environment.

Additionally, based on our analysis of the interest rate sensitivity of our assets, an increase in the general level of interest rates will negatively
affect the market value of our investment portfolio because of the relatively long duration of the securities included in our investment portfolio.

Changes in interest rates also can affect: (1) our ability to originate loans; (2) the value of our interest-earning assets, which would negatively
impact stockholders� equity, and our ability to realize gains from the sale of such assets; (3) our ability to obtain and retain deposits in
competition with other available investment alternatives; and (4) the ability of our borrowers to repay adjustable or variable rate loans.

Increases in FDIC insurance premiums may have a material adverse effect on our results of operations.

During the past few years, higher levels of bank failures have dramatically increased resolution costs of the Federal Deposit Insurance Company,
or the FDIC, and depleted the deposit insurance fund. In addition, the FDIC and the U.S. Congress have taken action to increase federal deposit
insurance coverage, placing additional stress on the deposit insurance fund.

In order to maintain a strong funding position and restore reserve ratios of the deposit insurance fund, the FDIC increased assessment rates of
insured institutions uniformly by seven cents for every $100 of deposits beginning with the first quarter of 2009, with additional changes
beginning April 1, 2009, which require riskier institutions to pay a larger share of premiums by factoring in rate adjustments based on secured
liabilities and unsecured debt levels.

To further support the rebuilding of the deposit insurance fund, the FDIC imposed a special assessment on each insured institution, equal to five
basis points of the institution�s total assets minus Tier 1 capital as of September 30, 2009. For Orrstown Bank, this represented an aggregate
charge of approximately $515,000. In

- 15 -

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

Table of Contents 16



Table of Contents

lieu of imposing an additional special assessment, the FDIC required all institutions to prepay their assessments for all of 2010, 2011 and 2012,
which for us totaled $4.4 million. The FDIC has indicated that future special assessments are possible, although it has not determined the
magnitude or timing of any future assessments.

In 2011, the FDIC finalized its new assessment for insurance, as required by the Dodd-Frank Act. The final rule, which takes effect April 1,
2011, bases the assessment on what the Bank holds in assets, minus tangible equity, instead of the current method which is based on deposit
holdings.

We are generally unable to control the amount of premiums that we are required to pay for FDIC insurance. If there are additional bank or
financial institution failures, we may be required to pay even higher FDIC premiums. Our expenses for the year ended December 31, 2010, have
been significantly and adversely affected by these increased premiums and the special assessment. These increases and assessment and any
future increases in insurance premiums or additional special assessments may materially adversely affect our results of operations.

We are a holding company dependent for liquidity on payments from Orrstown Bank, our sole our subsidiary, which are subject to
restrictions.

We are a holding company and depend on dividends, distributions and other payments from Orrstown Bank, our only subsidiary to fund
dividend payments and to fund all payments on obligations. Orrstown Bank is subject to laws that restrict dividend payments or authorize
regulatory bodies to block or reduce the flow of funds from it to us. Restrictions or regulatory action of that kind could impede access to funds
that we need to make payments on our obligations, dividend payments or stock repurchases. In addition, our right to participate in a distribution
of assets upon our subsidiary�s liquidation or reorganization is subject to the prior claims of the subsidiary�s creditors.

Because our business is concentrated in South Central Pennsylvania and Washington County, Maryland, our financial performance could
be materially adversely affected by economic conditions and real estate values in these market areas.

Our operations and the properties securing our loans are primarily in South Central Pennsylvania (principally Franklin, Perry and Cumberland
Counties) and in Washington County, Maryland. Our operating results depend largely on economic and real estate valuations in these and
surrounding areas. A further deterioration in the economic conditions in these market areas could materially adversely affect our operations and
increase loan delinquencies, increase problem assets and foreclosures, increase claims and lawsuits, decrease the demand for our products and
services and decrease the value of collateral securing loans, especially real estate, in turn reducing customers� borrowing power, the value of
assets associated with nonperforming loans and collateral coverage.

Our commercial real estate lending may expose us to a greater risk of loss and hurt our earnings and profitability.

Our business strategy involves making loans secured by commercial real estate. These types of loans generally have higher risk-adjusted returns
and shorter maturities than traditional one-to-four family residential mortgage loans. At December 31, 2010, our loans secured by commercial
real estate totaled approximately $340 million, which represented 35% of total loans. Loans secured by commercial real estate properties are
generally for larger amounts and may involve a greater degree of risk than one-to-four family residential mortgage loans. Payments on loans
secured by these properties are often dependent on the income produced by the underlying properties which, in turn, depends on the successful
operation and management of the properties. Accordingly, repayment of these loans is subject to adverse conditions in the real estate market or
the local economy. In addition, many economists believe that deterioration in income producing commercial real estate is likely to worsen as
vacancy rates continue to rise and absorption rates of existing square footage continue to decline.
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Because of the current general economic slowdown, these loans represent higher risk, could result in an increase in our total net-charge offs and
could require us to increase our allowance for loan losses, which could have a material adverse effect on our financial condition or results of
operations. While we seek to minimize these risks in a variety of ways, there can be no assurance that these measures will protect against
credit-related losses.

Our construction loans and land development loans involve a higher degree of risk than other segments of our loan portfolio.

Construction financing typically involves a higher degree of credit risk than financing on improved, owner-occupied real estate. Risk of loss on a
construction loan is largely dependent upon the accuracy of the initial estimate of the property�s value at completion of construction and the bid
price and estimated cost (including interest) of construction. If the estimate of construction costs proves to be inaccurate, we may be required to
advance funds beyond the amount originally committed to permit completion of the project. If the estimate of the value proves to be inaccurate,
we may be confronted, at or prior to the maturity of the loan, with a project whose value is insufficient to assure full repayment. When lending to
builders, the cost of construction breakdown is provided by the builder, as well as supported by the appraisal. Although our underwriting criteria
are designed to evaluate and minimize the risks of each construction loan, there can be no guarantee that these practices will safeguard against
material delinquencies and losses to our operations. At December 31, 2010, we had loans of approximately $117 million, or 12% of total loans,
outstanding to finance construction and land development. Construction and land development loans are dependent on the successful completion
of the projects they finance, however, in many cases such construction and development projects in our primary market areas are not being
completed in a timely manner, if at all.

We are required to make a number of judgments in applying accounting policies and different estimates and assumptions in the application
of these policies could result in a decrease in capital and/or other material changes to our reports of financial condition and results of
operations. Also, changes in accounting standards can be difficult to predict and can materially impact how we record and report our
financial condition and results of operations.

Material estimates that are particularly susceptible to significant change relate to the determination of the allowance for loan losses and reserve
for unfunded lending commitments and the fair value of certain financial instruments (securities, derivatives, and privately held investments).
While we have identified those accounting policies that are considered critical and have procedures in place to facilitate the associated
judgments, different assumptions in the application of these policies could result in a decrease to net income and, possibly, capital and may have
a material adverse effect on our financial condition and results of operations.

Our accounting policies and methods are fundamental to how we record and report our financial condition and results of operations. From time
to time, the Financial Accounting Standards Board changes the financial accounting and reporting standards that govern the preparation of our
financial statements. These changes can be hard to predict and can materially impact how we record and report our financial condition and
results of operations.

Competition from other banks and financial institutions in originating loans, attracting deposits and providing various financial services
may adversely affect our profitability and liquidity.

We have substantial competition in originating loans, both commercial and consumer, in our market area. This competition comes principally
from other banks, savings institutions, mortgage banking companies and other lenders. Some of our competitors enjoy advantages, including
greater financial resources and access to capital, stronger regulatory ratios, and higher lending limits, a wider geographic presence, more
accessible branch office locations, the ability to offer a wider array of services or more favorable pricing alternatives, as well as lower
origination and operating costs. This competition could reduce our net income and liquidity by decreasing the number and size of loans that we
originate and the interest rates we may charge on these loans.
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In attracting business and consumer deposits, we face substantial competition from other insured depository institutions such as banks, savings
institutions and credit unions, as well as institutions offering uninsured investment alternatives, including money market funds. Some of our
competitors enjoy advantages, including greater financial resources and access to capital, stronger regulatory ratios, stronger asset quality and
performance, more aggressive marketing campaigns, better brand recognition and more branch locations. These competitors may offer higher
interest rates than we do, which could decrease the deposits that we attract or require us to increase our rates to retain existing deposits or attract
new deposits. Increased deposit competition could materially adversely affect our ability to generate the funds necessary for lending operations.
As a result, we may need to seek other sources of funds that may be more expensive to obtain and could increase our cost of funds.

Impairment of investment securities, goodwill, other intangible assets, or deferred tax assets could require charges to earnings, which could
result in a negative impact on our results of operations.

In assessing the impairment of investment securities, we consider the length of time and extent to which the fair value has been less than cost,
the financial condition and near-term prospects of the issuers, and our intent and ability to retain its investment in the issuer for a period of time
sufficient to allow for any anticipated recovery in fair value in the near term. Under current accounting standards, goodwill and certain other
intangible assets with indeterminate lives are no longer amortized but, instead, are assessed for impairment periodically or when impairment
indicators are present. Assessment of goodwill and such other intangible assets could result in circumstances where the applicable intangible
asset is deemed to be impaired for accounting purposes. Under such circumstances, the intangible asset�s impairment would be reflected as a
charge to earnings in the period during which such impairment is identified. In assessing the reliability 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. The impact of each of these impairment matters could have a material adverse effect on our business, results of operations, and
financial condition.

Our business strategy includes the continuation of moderate growth plans, and our financial condition and results of operations could be
negatively affected if we fail to grow or fail to manage our growth effectively.

Our assets increased $910.3 million, or 151%, from $601.5 million at January 1, 2006, to $1.511 billion at December 31, 2010, primarily due to
our acquisition of First National in 2006 and organic growth through increases in residential mortgage loans and commercial real estate loans
and securities available for sale funded by growth in deposits. Over the long term, we expect to continue to experience growth in the amount of
our assets, the level of our deposits and the scale of our operations. However, achieving our growth targets requires us to successfully execute
our business strategies, which include continuing to grow our loan portfolio thereby recognizing the value of our investments in personnel in that
area. Our ability to successfully grow will also depend on the continued availability of loan opportunities that meet our stringent underwriting
standards. In addition, we may consider the acquisition of other financial institutions and branches within or outside of our market area, the
success of which will depend on a number of factors, including our ability to integrate the acquired branches into the current operations of the
Company, our ability to limit the outflow of deposits held by customers of the acquired institution or branch locations, our ability to control the
incremental increase in non-interest expense arising from any acquisition and our ability to retain and integrate the appropriate personnel of the
acquired institution or branches. While we believe we have the resources and internal systems in place to successfully achieve and manage our
future growth, there can be no assurance growth opportunities will be available or that we will successfully manage our growth. If we do not
manage our growth effectively, we may not be able to achieve our business plan, and our business and prospects could be harmed.
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If we want to, or are compelled to, raise additional capital in the future, that capital may not be available when it is needed and on terms
favorable to current shareholders.

Federal banking regulators require us and our banking subsidiaries to maint
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