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Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90

days. Yes x No o.

Indicate by check mark whether the registrant has submitted electronically and posted to 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 o No o.

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 definitions of “large accelerated filer”, “accelerated filer”, and “smaller reporting
company” in Rule 12b-2 of the Exchange Act.

Large accelerated Accelerated filer x Non-accelerated filer ~Smaller reporting
filer o 0 company o

(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). Yeso.No x.
Indicate the number of shares outstanding of each of the issuer’s classes of common stock, as of the latest practicable

date.
32,741,623 shares of Common Stock, $1.00 par value, were outstanding on April 30, 2009.
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Part I. Financial Information
Item 1. Financial Statements

COMMUNITY BANK SYSTEM, INC.
CONSOLIDATED STATEMENTS OF CONDITION
(In Thousands, Except Share Data)

(Unaudited)
December
March 31, 31,
2009 2008
Cash and cash equivalents $350,670 $213,753
Available-for-sale investment securities, at fair
value 1,299,965 1,314,121
Held-to-maturity investment securities 118,001 80,890
Total investment securities (fair value of
$1,420,736 and $1,397,589, respectively) 1,417,966 1,395,011
Loans held for sale 16,429 0
Loans 3,103,741 3,136,140
Allowance for loan losses (40,053) (39,575
Net loans 3,063,688 3,096,565
Core deposit intangibles, net 20,519 22,340
Goodwill 301,150 301,149
Other intangibles, net 4,850 5,135
Intangible assets, net 326,519 328,624
Premises and equipment, net 72,631 73,294
Accrued interest receivable 26,590 26,077
Other assets 50,240 41,228
Total assets $5,324,733%$5,174,552
Liabilities:
Noninterest-bearing deposits $667,452 $638,558
Interest-bearing deposits 3,194,713 3,062,254
Total deposits 3,862,165 3,700,812
Borrowings 756,854 760,558
Subordinated debt held by unconsolidated subsidiary
trusts 101,981 101,975
Accrued interest and other liabilities 56,536 66,556
Total liabilities 4,777,536 4,629,901

Commitment and contingencies (See Note H)
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Shareholders' equity:
Preferred stock $1.00 par value, 500,000 shares
authorized, O shares issued - -
Common stock, $1.00 par value, 50,000,000 shares
authorized; 33,576 33,468
33,576,434 and 33,468,215 shares issued at March
31, 2009 and December 31, 2008, respectively

Additional paid-in capital 213,556 212,400
Retained earnings 333,176 329914
Accumulated other comprehensive income (14,844) (12,864)
Treasury stock, at cost (834,811 shares) (18,267) (18,267)
Total shareholders' equity 547,197 544,651
Total liabilities and shareholders' equity $5,324,733%$5,174,552

The accompanying notes are an integral part of the consolidated financial statements.
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COMMUNITY BANK SYSTEM, INC.
CONSOLIDATED STATEMENTS OF INCOME (Unaudited)
(In Thousands, Except Per-Share Data)

Three Months
Ended
March 31,
2009 2008
Interest income:
Interest and fees on loans $46,791$46,515
Interest and dividends on taxable investments 10,307 10,714
Interest and dividends on nontaxable investments 6,001 5,922
Total interest income 63,099 63,151
Interest expense:
Interest on deposits 13,570 17,694
Interest on borrowings 7,757 8,041
Interest on subordinated debt held by unconsolidated
subsidiary trusts 1,586 1,818
Total interest expense 22913 27,553
Net interest income 40,186 35,598
Less: provision for loan losses 2,810 780
Net interest income after provision for loan losses 37,376 34,818
Noninterest income:
Deposit service fees 9,018 8,261
Mortgage banking and other services 2,298 595
Benefit plan administration, consulting and actuarial
fees 7,007 6,312
Wealth management services 2,033 2,163
Gain on sales of investment securities - 287
Total noninterest income 20,356 17,618
Operating expenses:
Salaries and employee benefits 22,962 20,386
Occupancy and equipment 6,211 5,573
Data processing and communications 4,850 3,985
Amortization of intangible assets 2,105 1,531
Legal and professional fees 1,284 1,298
Office supplies and postage 1,375 1,278
Business development and marketing 1,292 1,322
FDIC premiums 1,375 109
Other 2,947 2,892
Total operating expenses 44,401 38,374
Income before income taxes 13,331 14,062
Income taxes 2,866 3,164

Net income $10,465$10,898
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Basic earnings per share $0.32  $0.37
Diluted earnings per share $0.32  $0.36
Dividends declared per share $0.22  $0.21

The accompanying notes are an integral part of the consolidated financial statements.
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COMMUNITY BANK SYSTEM, INC.

CONSOLIDATED STATEMENT OF CHANGES IN SHAREHOLDERS' EQUITY (Unaudited)
Three Months Ended March 31, 2009

(In Thousands, Except Share Data)

Accumulated
Common Stock Additional Other
Shares Amount Paid-In Retained Comprehensive Treasury
Outstanding  Issued Capital Earnings Loss Stock  Total

Balance at
December 31,
2008 32,633,404 $33,468 $212,400$329,914 ($12,864)($18,267)$544,651

Net income 10,465 10,465

Other
comprehensive
loss, net of tax (1,980) (1,980)

Dividends
declared:

Common,
$0.22 per share (7,203) (7,203)

Common stock

issued under

Stock plan,

including

tax benefits of

$86 108,219 108 513 621

Stock options
earned 643 643

Balance at
March 31, 2009 32,741,623$33,576 $213,556$333,176 ($14,844)($18,267)$547,197
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The accompanying notes are an integral part of the consolidated financial statements.
COMMUNITY BANK SYSTEM, INC.

CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME (Unaudited)
(In Thousands)

Three Months
Ended
March 31,
2009 2008
Other comprehensive (loss) income,
before tax:
Change in pension liability $1,074 ($146)

Change in unrealized loss on derivative
instruments used in cash flow hedging
relationship 187 (2,758)
Unrealized (loss) gain on securities:
Unrealized holding (loss) gain

arising during period (4,240) 4,280
Reclassification adjustment for gains

included in net income 0 (287)

Other comprehensive (loss) income,

before tax: (2,979) 1,089

Income tax benefit (expense) related to

other comprehensive income 999  (392)

Other comprehensive (loss) income, net

of tax: (1,980) 697

Net income 10,465 10,898

Comprehensive income $8,485 $11,595

The accompanying notes are an integral part of the consolidated financial statements.
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COMMUNITY BANK SYSTEM, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS (Unaudited)
(In Thousands)

Three Months
Ended
March 31,
2009 2008
Operating activities:
Net income $10,465 $10,898
Adjustments to reconcile net income to net
cash provided by operating activities:

Depreciation 2,522 2,332
Amortization of intangible assets 2,105 1,531
Net accretion of premiums and discounts

on securities, loans and borrowings 24) (464)
Stock-based compensation 881 774
Provision for loan losses 2,810 780
Gain on investment securities and debt

extinguishments 0 (287)
(Gain) Loss on sale of loans and other

assets (235) 39
Net change in loans originated for sale (15,904) 2)
Excess tax benefits from share-based

payment arrangements (86) (287)
Change in other operating assets and

liabilities (17,582) (5,591)

Net cash (used in) provided by operating

activities (15,048) 9,723

Investing activities:
Proceeds from sales of available-for-sale

investment securities 0 24,974
Proceeds from maturities of held-to-maturity

investment securities 16,666 1,645
Proceeds from maturities of

available-for-sale investment securities 74,827 187,092
Purchases of held-to-maturity investment

securities (53,849) (510)
Purchases of available-for-sale investment

securities (64,809)(124,262)

Net decrease (increase) in loans outstanding 30,067 (17,509)
Cash paid for acquisition (net of cash

acquired of $0) 0 (304)
Capital expenditures (1,876) (2,786)
Net cash provided by investing activities 1,026 68,340

Financing activities:
Net change in non-interest checking, interest

checking and savings accounts 167,452 27,531
Net change in time deposits (6,098) (12,613)
Net change in short-term borrowings (3,574) (45,254)
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Change in long-term borrowings (net of
payments of $130 and $197)

Payment on subordinated debt held by
unconsolidated subsidiary trusts

Issuance of common stock

Cash dividends paid

Tax benefits from share-based payment
arrangements
Net cash provided by (used in) financing
activities
Change in cash and cash equivalents

Cash and cash equivalents at beginning of
period
Cash and cash equivalents at end of period
Supplemental disclosures of cash flow
information:

Cash paid for interest

Cash paid for income taxes
Supplemental disclosures of noncash
financing and investing activities:

Dividends declared and unpaid

Transfers from loans to other real estate

The accompanying notes are an integral part of the consolidated financial statements.

(130) 9,803
0 (25,774)
383 3,767

(7,180)  (6,239)
86 287

150,939 (48,492)
136,917 29,571

213,753 130,823
$350,670 $160,394

$23,028 $28,316

0 75
7,203 6,252
601 168
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COMMUNITY BANK SYSTEM, INC.
NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS (Unaudited)
March 31, 2009

NOTE A: BASIS OF PRESENTATION

The interim financial data as of March 31, 2009 and for the three months ended March 31, 2009 and 2008 is
unaudited; however, in the opinion of the Company, the interim data includes all adjustments, consisting only of
normal recurring adjustments, necessary for a fair statement of the results for the interim periods. The results of
operations for the interim periods are not necessarily indicative of the results that may be expected for the full year or
any other interim period.

NOTE B: ACQUISITION AND OTHER MATTERS

Citizens Branches Acquisition

On November 7, 2008, the Company acquired 18 branch-banking centers in northern New York from Citizens
Financial Group, Inc. (“Citizens”) in an all cash transaction. The Company acquired approximately $109 million in
loans and $565 million in deposits at a blended deposit premium of 12%. The results of operations for the 18
branches acquired from Citizens have been included in the consolidated financial statements since that date. In
support of the transaction, the Company issued approximately $50 million of equity capital in the form of common
stock in October 2008.

Alliance Benefit Group MidAtlantic

On July 7, 2008, Benefit Plans Administrative Services, Inc. (“BPAS”), a wholly owned subsidiary of the company,
acquired the Philadelphia division of Alliance Benefit Group MidAtlantic (“ABG”) from BenefitStreet, Inc. in an all
cash transaction. ABG provides retirement plan consulting, daily valuation administration, actuarial and ancillary
support services. The results of ABG’s operations have been included in the consolidated financial statements since
that date.

The estimated purchase price allocation of the assets acquired and liabilities assumed in the purchase of Citizens and
ABG, collectively, including capitalized acquisition costs, is as follows:

(000’s omitted)

Cash and due

from banks $ 2,610
Loans, net of

allowance for

loan losses 108,633
Premises and

equipment,

net 2,051

Other assets 1,152

Core deposit

intangibles 8,547

Customer list

intangible 4,067

Goodwill 68,445
Total assets

acquired 195,505

13



Deposits
Borrowings
Other
liabilities
Total
liabilities
assumed
Net
liabilities
assumed
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565,048

14
612

565,674

$ 370,169
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NOTE C: ACCOUNTING POLICIES
Critical Accounting Policies

Allowance for Loan Losses

Management continually evaluates the credit quality of the Company’s loan portfolio and performs a formal review of
the adequacy of the allowance for loan losses on a quarterly basis. The allowance reflects management’s best estimate
of probable losses inherent in the loan portfolio. Determination of the allowance is subjective in nature and requires
significant estimates. The Company’s allowance methodology consists of two broad components, general and specific
loan loss allocations.

The general loan loss allocation is composed of two calculations that are computed on four main loan categories:
commercial, consumer direct, consumer indirect and residential real estate. The first calculation determines an
allowance level based on the latest seven years of historical net charge-off data for each loan category (commercial
loans exclude balances with specific loan loss allocations). The second calculation is qualitative and takes into
consideration eight qualitative environmental factors: levels and trends in delinquencies and impaired loans; levels of
and trends in charge-offs and recoveries; trends in volume and terms of loans; effects of any changes in risk selection
and underwriting standards, and other changes in lending policies, procedure, and practices; experience, ability, and
depth of lending management and other relevant staff; national and local economic trends and conditions; industry
condition; and effects of changes in credit concentrations. These two calculations are added together to determine the
general loan loss allocation. The specific loan loss allocation relates to individual commercial loans that are both
greater than $0.5 million and in a nonaccruing status with respect to interest. Specific losses are based on discounted
estimated cash flows, including any cash flows resulting from the conversion of collateral.

Loan losses are charged off against the allowance, while recoveries of amounts previously charged off are credited to
the allowance. A provision for loan loss is charged to operations based on management’s periodic evaluation of the
factors previously mentioned.

Investment Securities

The Company has classified its investments in debt and equity securities as held-to-maturity or

available-for-sale. Held-to-maturity securities are those for which the Company has the positive intent and ability to
hold to maturity, and are reported at cost, which is adjusted for amortization of premiums and accretion of

discounts. Securities not classified as held-to-maturity are classified as available-for-sale and are reported at fair
market value with net unrealized gains and losses reflected as a separate component of shareholders' equity, net of
applicable income taxes. None of the Company's investment securities have been classified as trading securities at
March 31, 2009. Equity securities are stated at cost and include restricted stock of the Federal Reserve Bank of New
York and Federal Home Loan Bank of New York. Investment securities are reviewed regularly for other than
temporary impairment. Where there is other than temporary impairment, the carrying value of the investment security
is reduced to the estimated fair value, with the impairment loss recognized in the consolidated statements of income as
other expense. In determining if losses are other-than-temporary, management considers: the length of time and
extent that fair value has been less than cost, the financial condition and near term prospects of the issuer, any external
credit ratings and the Company’s ability and intent to hold the security for a period sufficient to allow for any
anticipated recovery in fair value.

The specific identification method is used in determining the realized gains and losses on sales of investment
securities and other than temporary impairment charges. Premiums and discounts on securities are amortized and
accreted, respectively, on a systematic basis over the period to maturity, estimated life, or earliest call date of the
related security. Purchases and sales of securities are recognized on a trade date basis.

15
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Fair values for investment securities are based on quoted market prices, where available. If quoted market prices are
not available, fair values are based on quoted market prices of comparable instruments, or a discounted cash flow
model using market estimates of interest rates and volatility.

Income Taxes

Provisions for income taxes are based on taxes currently payable or refundable, and deferred taxes which are based on
temporary differences between the tax basis of assets and liabilities and their reported amounts in the financial
statements. Deferred tax assets and liabilities are reported in the financial statements at currently enacted income tax
rates applicable to the period in which the deferred tax assets and liabilities are expected to be realized or settled.

Intangible Assets

Intangible assets include core deposit intangibles, customer relationship intangibles and goodwill arising from
acquisitions. Core deposit intangibles and customer relationship intangibles are amortized on either an accelerated or
straight-line basis over periods ranging from 7 to 20 years. The carrying value of goodwill and other intangible assets
is based upon discounted cash flow modeling techniques that require management to make estimates regarding the
amount and timing of expected future cash flows. It also requires use of a discount rate that reflects the current return
requirements of the market in relation to present risk-free interest rates, required equity market premiums, and
company-specific risk indicators.

9
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The Company evaluates goodwill for impairment on an annual basis, or more often if events or circumstances indicate
there may be impairment. The fair value of each reporting unit is compared to the carrying amount of that reporting
unit in order to determine if impairment is indicated. If so, the implied fair value of the reporting units’ goodwill is
compared to its carrying amount and the impairment loss is measured by the excess of the carrying value over fair
value.

Retirement Benefits

The Company provides defined benefit pension benefits and post-retirement health and life insurance benefits to
eligible employees. The Company also provides deferred compensation and supplemental executive retirement plans
for selected current and former employees and officers. Expense under these plans is charged to current operations
and consists of several components of net periodic benefit cost based on various actuarial assumptions regarding
future experience under the plans, including discount rate, rate of future compensation increases and expected return
on plan assets.

New Accounting Pronouncements

SFAS No. 141(R)

In December 2007, the FASB issued SFAS No. 141(R), Business Combinations. This statement provides new
accounting guidance and disclosure requirements for business combinations. The Company will be required to apply
SFAS No. 141(R) to all business combinations completed on or after January 1, 2009.

FSP FAS 132(R)-1

In December 2008, the FASB issued FSP FAS 132(R)-1, “Employers’ Disclosures about Postretirement Benefit Plan
Assets.” This FSP amends SFAS No. 132 (revised 2003), “Employers’ Disclosures about Pensions and Other
Postretirement Benefits,” to provide guidance on an employer’s disclosures about plan assets of a defined benefit
pension or other postretirement plan on investment policies and strategies, major categories of plan assets, inputs and
valuation techniques used to measure the fair value of plan assets and significant concentrations of risk within plan
assets. This FSP shall be effective for fiscal years ending after December 15, 2009, with earlier application permitted.
Upon initial application, the provisions of this FSP are not required for earlier periods that are presented for
comparative purposes. The Company is currently evaluating the disclosure requirements of this new FSP.

FASB Staff Positions

In April 2009, the FASB issued three related Staff Positions to clarify the application of SFAS 157 to fair value
measurements in the current economic environment, modify the recognition of other-than-temporary impairments of
debt securities, and require companies to disclose the fair values of financial instruments in interim periods. The final
Staff Positions are effective for interim and annual periods ending after June 15, 2009, with early adoption permitted
for periods ending after March 15, 20009, if all three Staff Positions or both the fair-value measurements and
other-than-temporary impairment Staff Positions are adopted simultaneously. The Company will adopt all three staff
positions in the second quarter of 2009.

FASB Staff Position (FSP) 157-4 provides additional guidance for estimating fair value in accordance with SFAS 157
when the volume and level of activity for the asset or liability have significantly decreased. It also provides guidance
on identifying circumstances that indicate a transaction is not orderly. It emphasizes that even if there has been a
significant decrease in the volume and level of activity for the asset or liability and regardless of the valuation
technique used, the objective of a fair value measurement remains the same. Fair value is the price that would be
received to sell an asset or paid to transfer a liability in an orderly transaction (that is, not a forced liquidation or
distressed sale), between market participations at the measurement date under current market conditions. This FSP is
not expected to have a significant impact on the Company’s financial statements.
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FSP 115-2 and FSP 124-2 amends the other-than-temporary impairment guidance in U.S. GAAP for debt securities to
make the guidance more operational and to improve the presentation and disclosure of other-than-temporary
impairments on debt and equity securities in the financial statements. It does not amend existing recognition and
measurement guidance related to other-than-temporary impairments of equity securities. This FSP is not expected to
have a significant impact on the Company’s financial statements.

FSP FAS 107-1 and APB 28-1 amends SFAS 107, Disclosures about Fair Value of Financial Instruments, to require
disclosures about fair value of financial instruments for interim reporting periods of publicly traded companies as well
as in annual financial statements. It also amends APB Opinion No. 28, Interim Financial Reporting, to require those
disclosures in summarized information in interim reporting periods. This FSP is not expected to have a significant
impact on the Company’s financial statements.

10
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NOTE D: EARNINGS PER SHARE

The Company adopted FSP No. EITF 03-6-1, Determining Whether Instruments Granted in Share-Based Payment
Transactions are Participating Securities effective January 1, 2009. This FSP addresses whether instruments granted
in share-based payment transactions are participating securities prior to vesting and, therefore, need to be included in
the earnings allocation in computing earnings per share under the two-class method. The adoption of this FSP had a
minimal effect on the EPS calculation for the Company.

Basic earnings per share are computed based on the weighted-average common shares outstanding for the

period. Diluted earnings per share are based on the weighted-average shares outstanding adjusted for the dilutive
effect of restricted stock and the assumed exercise of stock options during the year. The dilutive effect of options is
calculated using the treasury stock method of accounting. The treasury stock method determines the number of
common shares that would be outstanding if all the dilutive options (those where the average market price is greater
than the exercise price) were exercised and the proceeds were used to repurchase common shares in the open market
at the average market price for the applicable time period. There were approximately 2.1 million anti-dilutive stock
options outstanding at March 31, 2009 compared to approximately 1.6 million weighted-average anti-dilutive stock
options outstanding at March 31, 2008 that were not included in the computation below. The following is a
reconciliation of basic to diluted earnings per share for the three months ended March 31, 2009 and 2008.

Three Months Ended
March 31,

(000's omitted, except per share data) 2009 2008
Net income $10,465 $10,898
Income attributable to unvested stock-based

compensation awards (49) 40)
Income available to common shareholders

—basic 10,416 10,858

Weighted average common shares outstanding 32,651 29,720

Basic earnings per share $0.32 $0.37
Net income $10,465 $10,898
Income attributable to unvested stock-based

compensation awards (49) 40)
Income available to common shareholders

—basic 10,416 10,858

Weighted average common shares outstanding 32,651 29,720

Assumed exercise of stock options 167 315

Adjusted weighted-average shares — diluted 32,818 30,035

Diluted earnings per share $0.32 $0.36

NOTE E: INTANGIBLE ASSETS
The gross carrying amount and accumulated amortization for each type of intangible asset are as follows:
As of March 31, 2009 As of December 31, 2008
Gross Net Gross Net

Carrying Accumulated Carrying Carrying Accumulated Carrying
(000's omitted) Amount Amortization Amount Amount Amortization Amount
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Amortizing

intangible assets:
Core deposit

intangibles $59,933
Other intangibles 7,882

Total

amortizing

intangibles 67,815

Non-amortizing

intangible assets:

Goodwill 301,150
Total
intangible assets,
net $368,965
11

($39,414) $20,519 $59,933
(3,032) 4,850 7,882

(42,446) 25,369 67,815

0 301,150 301,149

($42,446)$326,519 $368,964

($37,593) $22,340
(2,747) 5,135

(40,340) 27475

0 301,149

(540,340)$328,624

20
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No goodwill impairment adjustment was recognized in the first quarter of 2009. The estimated aggregate amortization
expense for each of the succeeding fiscal years ended December 31 is as follows:

(000's
omitted) Amount

Apr-Dec
2009 $5,982
2010 5,801
2011 3,356
2012 2,793
2013 2,176

Thereafter 5,261
Total $25,369

NOTE F: MANDATORILY REDEEMABLE PREFERRED SECURITIES

The Company sponsors two business trusts, Community Statutory Trust III and Community Capital Trust IV (Trust
IV), of which 100% of the common stock is owned by the Company. The trusts were formed for the purpose of
issuing company-obligated mandatorily redeemable preferred securities to third-party investors and investing the
proceeds from the sale of such preferred securities solely in junior subordinated debt securities of the Company. The
debentures held by each trust are the sole assets of that trust. Distributions on the preferred securities issued by each
trust are payable semi-annually or quarterly at a rate per annum equal to the interest rate being earned by the trust on
the debentures held by that trust and are recorded as interest expense in the consolidated financial statements. The
preferred securities are subject to mandatory redemption, in whole or in part, upon repayment of the debentures. The
Company has entered into agreements which, taken collectively, fully and unconditionally guarantee the preferred
securities subject to the terms of each of the guarantees. The terms of the preferred securities of each trust are as
follows:

Issuance  Par Maturity
Trust Date Amount Interest Rate Date  Call Provision Call Price
$24.5 3 month LIBOR plus 5 year 104.50% declining
I 7/31/2001 million 3.58% (4.75%) 7/31/2031beginning 2006 to par in 2011
$75 3 month LIBOR plus 5 year
IV 12/8/2006 million 1.65% (2.97%) 12/15/2036beginning 2012 Par

Upon the issuance of Trust IV, the Company entered into an interest rate swap agreement to convert the variable rate
trust preferred securities into a fixed rate security for a term of five years at a fixed rate of 6.43%. Additional interest
expense of $550,000 was recognized based on the interest rate swap agreement for the three months ended March 31,
2009, compared to the recognition of lower interest expense of $37,000 for the three months ended March 31, 2008.

NOTE G: BENEFIT PLANS

The Company provides defined benefit pension benefits and post-retirement health and life insurance benefits to
eligible employees. The Company also provides supplemental pension retirement benefits for several current and
former key employees. During the first quarter, the Company made a contribution to its defined benefit pension plan
of $15.0 million. No other contributions are required for regulatory purposes in 2009. The Company accrues for the
estimated cost of these benefits through charges to expense during the years that employees earn these benefits. The
net periodic benefit cost for the three months ended March 31 is as follows:
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Pension Post-retirement
Benefits Benefits
Three Months  Three Months
Ended Ended
March 31, March 31,
(000's omitted) 2009 2008 2009 2008
Service cost $874  $779 $200 $175
Interest cost 914 819 154 150
Expected return on plan
assets (1,172) (1,117) 0 0
Net amortization and
deferral 686 165 15 25
Amortization of prior
service cost (29) (28) 13 27
Amortization of
transition obligation 0 0 10 10
Net periodic benefit
cost $1,273  $618  $392  $387
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NOTE H: COMMITMENTS, CONTINGENT LIABILITIES AND RESTRICTIONS

The Company 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 consist primarily of commitments to extend credit
and standby letters of credit. Commitments to extend credit are agreements to lend to customers, generally having
fixed expiration dates or other termination clauses that may require payment of a fee. These commitments consist
principally of unused commercial and consumer credit lines. Standby letters of credit generally are contingent upon
the failure of the customer to perform according to the terms of an underlying contract with a third party. The credit
risks associated with commitments to extend credit and standby letters of credit are essentially the same as that
involved with extending loans to customers and are subject to normal credit policies. Collateral may be obtained
based on management’s assessment of the customer’s creditworthiness.

The contract amount of commitment and contingencies are as follows:

December
(000's March 31, 31,
omitted) 2009 2008
Commitments
to extend
credit $498,355 $523,017
Standby
letters of
credit 12,559 13,209

Total $510,914  $536,226
NOTE I: FAIR VALUE

SFAS No. 159, The Fair Value Option for Financial Assets and Financial Liabilities (SFAS 159) allows entities an

irrevocable option to measure certain financial assets and financial liabilities at fair value. Unrealized gains and losses

on items for which the fair value option has been elected are reported in earnings. The Company has elected to value

loans held for sale at fair value in order to more closely match the gains and losses associated with loans held for sale

with the gains and losses on forward sales contracts. Accordingly the impact on the valuation will be recognized in

the Company’s consolidated statement of income. All mortgage loans held for sale are current and in performing
status.

SFAS No. 157, Fair Value Measurements (SFAS 157) establishes a common definition for fair value to be applied to
generally accepted accounting principals requiring the use of fair value, establishes a framework for measuring fair
value and expands disclosure about such fair value instruments. It defines fair value as 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 (exit price). It also classifies the inputs used to measure fair value into the following hierarchy:

Level 1 — Quoted prices in active markets for identical assets or liabilities.

Level 2 — Quoted prices in active markets for similar assets or liabilities, or quoted
prices for identical or similar assets or

liabilities in markets that are not active, or inputs other than quoted prices that

are observable for the asset or liability.

Level 3 — Significant valuation assumptions not readily observable in a market.
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A financial instrument’s categorization within the valuation hierarchy is based upon the lowest level of input that is
significant to the fair value measurement. The following tables set forth the Company’s financial assets and liabilities
that were accounted for at fair value on a recurring basis:

March 31, 2009 December 31. 2008
Level Total Fair Level Total Fair

(000's omitted) 1 Level2 Level 3 Value 1 Level 2 Level 3 Value
Available-for-sale
investment
securities $1,026$1,199,964 $48,703$1,249,693 $1,035%$1,211,617$51,030$1,263,682
Forward sales
contracts 0 (102) 0 (102) 0 0 0 0
Commitments to
originate real
estate loans for
sale 0 0 271 271 0 0 0 0
Mortgage loans
held for sale 0 16,429 0 16,429 0 0 0 0
Interest rate swap 0 (6,533) 0 (6,533) 0 (6,721) 0 (6,721)

Total $1,026$1,209,758 $48,974$1,259,758 $1,035$1,204,896%$51,030%1,256,961
13
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The valuation techniques used to measure fair value for the items in the table above are as follows:

e Available for sale investment securities — The fair value of available for sale investment securities is based upon
quoted prices, if available. If quoted prices are not available, fair values are measured using quoted market prices
for similar securities or model-based valuation techniques. Level 1 securities include U.S. Treasury securities that
are traded by dealers or brokers in active over-the-counter markets. Level 2 securities include mortgage-backed
securities issued by government-sponsored entities, municipal securities and corporate debt securities. Securities
classified as Level 3 include asset-backed securities in less liquid markets. The value of these instruments is
determined using pricing models or similar techniques as well as significant judgment or estimation.

e Mortgage loans held for sale — Mortgage loans held for sale are carried at fair value, which is determined using
quoted secondary-market prices of loans with similar characteristics and, as such, have been classified as a Level 2
valuation. The unpaid principal value of mortgage loans held for sale at March 31, 2009 is $16.1 million. The
unrealized gain on mortgage loans held for sale of $0.3 million was recognized in mortgage banking and other
income in the consolidated statement of income for the quarter ended March 31, 2009

e Forward sales contracts — The Company enters into forward sales contracts to sell certain residential real estate
loans. Such commitments are considered to be derivative financial instruments and, therefore, are carried at
estimated fair value in the other asset or other liability section of the consolidated balance sheet. The fair value of
these forward sales contracts is primarily measured by obtaining pricing from certain government-sponsored
entities. The pricing is derived from market observable inputs that can generally be verified and do not typically
involve significant judgment by the Company and therefore, are classified as Level 2 in the fair value hierarchy.

¢ Commitments to originate real estate loans for sale — The Company enters into various commitments to

originate real estate loans for sale. Such commitments are considered to be derivative financial
instruments and, therefore, are carried at estimated fair value in the other asset or other liability section
of the consolidated balance sheet. The estimated fair value of these commitments is determined using
quoted secondary market prices obtained from certain government-sponsored entities. Additionally,
SAB No. 109 requires the expected net future cash flows related to the associated servicing of the loan
to be included in the fair value measurement of the derivative. The expected net future cash flows are
based on a valuation model that calculates the present value of estimated net servicing income. The
valuation model incorporates assumptions that market participants would use in estimating future net
servicing income. Such assumptions include estimates of the cost of servicing loans, appropriate
discount rate and prepayment speeds. The determination of expected net cash flows is considered a
significant unobservable input contributing to the Level 3 classification of commitments to originate
real estate loans for sale.

¢ Interest rate swap — The Company utilizes interest rate swap agreements to modify the repricing characteristics of
certain of its interest-bearing liabilities. The fair value of these interest rate swaps traded in over-the-counter
markets where quoted market prices are not readily available, are measured using models for which the significant
assumptions such as yield curves and option volatilities are market observable and therefore, classified as Level 2 in
the fair value hierarchy.

The changes in Level 3 assets measured at fair value on a recurring basis are summarized in the following table:

Three Months
Ended March 31,

(000's omitted) 2009 2008
Beginning balance $51,030 $73,442
Total gains (losses) included in earnings 0 6
Total gains (losses) included in other
comprehensive income (1,942) (3,796)
Purchases 16 0
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Sales/calls 401) (68)
Commitments to originate real estate loans

held for sale 271 0
Ending balance $48,974 $69,584

Assets and liabilities measured on a non-recurring basis:

March 31, 2009 December 31, 2008

Total Total

Fair Fair
(000's omitted) Level 1Level 2Level 3 Value Level 1Level 2Level 3 Value
Impaired loans $0 $364 $1,448 $1,812 $0 $0 $850 $850
Goodwill n/a n/a n/a n/a 0 0 5,579 5,579
Mortgage
servicing rights 0 0 2,387 2,387 n/a n/a n/a n/a

Total $0 $364 $3,835 $4,199 $0 $0 $6,429 $6,429

14
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Originated mortgage servicing rights are recorded at their fair value at the time of sale of the underlying loan, and are
amortized in proportion to and over the period of estimated net servicing income. Due primarily to an increase in the
cost of servicing and an increase in the expected prepayment speed of the Company’s sold loan portfolio with servicing
retained, the fair value of the Company’s mortgage servicing rights declined during the first quarter of 2009. As a
result of this decline, the Company established a valuation allowance of $0.1 million at March 31, 2009. The fair
value of mortgage servicing rights is based on a valuation model incorporating inputs that market participants would
use in estimating future net servicing income. Such inputs include estimates of the cost of servicing loans, appropriate
discount rate and prepayment speeds. These inputs are considered to be unobservable and contribute to the Level 3
classification of mortgage servicing rights.

Loans are generally not recorded at fair value on a recurring basis. Periodically, the Company records nonrecurring
adjustment to the carrying value of loans based on fair value measurements for partial charge-offs of the uncollectible
portions of those loans. Nonrecurring adjustments also include certain impairment amounts for collateral-dependent
loans calculated in accordance with SFAS No. 114, “Accounting by Creditors for Impairment of a Loan,” when
establishing the allowance for credit losses. Such amounts are generally based on the fair value of the underlying
collateral supporting the loan and, as a result, the carrying value of the loan less the calculated valuation amount does
not necessarily represent the fair value of the loan. Real estate collateral is typically valued using independent
appraisals or other indications of value based on recent comparable sales of similar properties or assumptions
generally observable in the marketplace and the related nonrecurring fair value measurement adjustments have
generally been classified as Level 2. Estimates of fair value used for other collateral supporting commercial loans
generally are based on assumptions not observable in the marketplace and, therefore, such valuations have been
classified as Level 3. At March 31, 2009, all impaired loans were classified as a Level 2 valuation.

The initial carrying value of goodwill is based upon discounted cash flow modeling techniques that require

management to make estimates regarding the amount and timing of expected future cash flows. It also requires use of

a discount rate that reflects the current return requirement of the market in relation to present risk-free interest rates,

required equity market premiums and company-specific risk indicators. The Company evaluates goodwill for

impairment on an annual basis, or more often if events or circumstances indicate there may be impairment. The fair

value of each reporting unit is compared to the carrying amount of that reporting unit in order to determine if

impairment is indicated. If so, the implied fair value of the reporting units’ goodwill is compared to its carrying
amount and the impairment loss is measured by the excess of the carrying value over fair value. As a result of
significant declines the equity markets experienced in 2008, management determined a triggering even had occurred

and the goodwill associated with Nottingham Advisors, one of the Company’s wealth management businesses, was
tested for impairment during the fourth quarter of 2008. Based on the goodwill valuation performed in the fourth

quarter of 2008 using Level 3 inputs, the Company recognized an impairment charge and wrote down the carrying

value of the goodwill by $1.7 million to $5.6 million.

NOTE J: SEGMENT INFORMATION

Statement of Financial Accounting Standards No. 131 (SFAS 131), Disclosures about Segments of an Enterprise and

Related Information has established standards for public companies relating to the reporting of financial and

descriptive information about their operating segments in financial statements. Operating segments are components of

an enterprise, which are evaluated regularly by the chief operating decision maker in deciding how to allocate

resources and assess performance. The Company’s chief operating decision maker is the President and Chief
Executive Officer of the Company.

The Company has identified “Banking” as its reportable operating business segment. The Banking segment provides

full-service banking to consumers, businesses and governmental units in northern, central and western New York as
well as Northeastern Pennsylvania.
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Immaterial operating segments of the Company’s operations, which do not have similar characteristics to the banking
segment and do not meet the quantitative thresholds requiring disclosure, are included in the “Other”
category. Revenues derived from these segments includes administration, consulting and actuarial services provided
to sponsors of employee benefit plans, broker-dealer and investment advisory services, asset management services to
individuals, corporate pension and profit sharing plans, trust services and insurance commissions from various
insurance related products and services. The accounting policies used in the disclosure of business segments are the
same as those described in the summary of significant accounting policies (See Note A, Summary of Significant
Accounting Policies of the most recent Form 10-K for the year ended December 31, 2008 filed with the SEC on
March 13, 2009).

15

28



Edgar Filing: COMMUNITY BANK SYSTEM INC - Form 10-Q

Information about reportable segments and reconciliation of the information to the consolidated financial statements
follows:

Consolidated
(000's omitted) Banking Other Total
For the Three Months Ended March 31, 2009
Net interest income $40,172 $14 $40,186
Provision for loan losses 2,810 0 2,810
Noninterest income excluding gain (loss) on
investment securities and debt extinguishments 11,110 9,246 20,356
Gain on investment securities 0 0 0
Amortization of intangible assets 1,847 258 2,105
Other operating expenses 34,152 8,144 42,296
Income before income taxes $12.473 $858 $13,331
Assets $5,286,736$37,997 $5,324,733
Goodwill $287,965%$13,185  $301,150
For the Three Months Ended March 31, 2008
Net interest income $35515$ 83 $35,598
Provision for loan losses 780 0 780
Noninterest income excluding gain (loss) on
investment securities and debt extinguishments 8,467 8,864 17,331
Gain on investment securities 287 0 287
Amortization of intangible assets 1,421 110 1,531
Other operating expenses 29,870 6,973 36,843
Income before income taxes $ 12,198% 1,864 $ 14,062
Assets $4,622,569$35,846 $4,658,415
Goodwill $221,315%$13,407  $234,722

NOTE K: DERIVATIVE INSTRUMENTS

On January 1, 2009, the Company adopted the provisions of SFAS No. 161, “Disclosures about Derivative Instruments
and Hedging Activities - an amendment of FASB Statement No. 133.” SFAS No. 161 amended the disclosure
requirements for derivative financial instruments and hedging activities. As SFAS No. 161 amended only the
disclosure requirements for derivative financial instruments and hedged items, the adoption had no impact on the
Company’s statements of income and condition.

The Company is party to derivative financial instruments in the normal course of its business to meet the financing
needs of its customers and to manage its own exposure to fluctuations in interest rates. These financial instruments
have been limited to interest rate swap agreements, commitments to originate real estate loans held for sale and
forward sales commitments. The Company does not hold or issue derivative financial instruments for trading or other
speculative purposes.

The Company enters into forward sales commitments for the future delivery of residential mortgage loans, and interest
rate lock commitments to fund loans at a specified interest rate. The forward sales commitments are utilized to reduce
interest rate risk associated with interest rate lock commitments and loans held for sale. Changes in the estimated fair
value of the forward sales commitments and interest rate lock commitments subsequent to inception are based on
changes in the fair value of the underlying loan resulting from the fulfillment of the commitment and changes in the
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probability that the loan will fund within the terms of the commitment, which is affected primarily by changes in
interest rates and the passage of time. At inception and during the life of the interest rate lock commitment, the
Company includes the expected net future cash flows related to the associated servicing of the loan as part of the fair
value measurement of the interest rate lock commitments. These derivatives are recorded at fair value in accordance
with SFAS 133.

The Company utilizes interest rate swap agreements as part of the management of interest rate risk to modify the
repricing characteristics of certain of its borrowings. The interest rate swap has been designated as a qualifying cash
flow hedge in accordance with SFAS 133. See further details of interest rate swap agreements in Note H to the
consolidated financial statements as of December 31, 2008.

16
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The following table presents the Company’s derivative financial instruments, their estimated fair values, and balance
sheet location as of March 31, 2009:

As of March 31, 2009
Asset Derivatives Liability Derivatives
Fair Fair

(000's omitted) LocationNotional Value Location Notional Value
Derivatives designated
as hedging instruments
under SFAS 133:

Interest rate swap Other
agreement liabilities ($75,000) ($6,533)
Derivatives not
designated as hedging
instruments under SFAS
133:

Interest rate lock Other
commitments assets $13,651  $271

Forward sales Other
commitments liabilities (20,369) (103)
Total derivatives $271 ($6,636)

The following table presents the Company’s derivative financial instruments and the location of the net gain or loss
recognized in the statement of income for the three months ended March 31, 2009:

For the Quarter Ending
March 31, 2009

Gain/(loss)
recognized
in the
(000's Statement
omitted) Location of Income
Interest rate
swap Interest on
agreement borrowings $(550)
Interest rate Other
lock banking
commitments services 271
Other
Forward sales banking
commitments services (103)
Total $(382)

The amount of gain recognized during the three months ended March 31, 2009 in other comprehensive income related
to the interest rate swap accounted for as a hedging instrument was approximately $115,000. The amount of loss
reclassified from accumulated other comprehensive income into income (effective portion) amounted to $550,000 and
is located in interest expense on borrowings.
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Item 2. Management's Discussion and Analysis of Financial Condition and Results of Operations
Introduction

This Management’s Discussion and Analysis of Financial Condition and Results of Operations (MD&A) primarily
reviews the financial condition and results of operations of Community Bank System, Inc. (the Company or CBSI) as
of and for the three months ended March 31, 2009 and 2008, although in some circumstances the fourth quarter of
2008 is also discussed in order to more fully explain recent trends. The following discussion and analysis should be
read in conjunction with the Company's Consolidated Financial Statements and related notes that appear on pages 3
through 17. All references in the discussion to the financial condition and results of operations are to those of the
Company and its subsidiaries taken as a whole.

Unless otherwise noted, the term “this year” refers to results in calendar year 2009, “first quarter” refers to the quarter
ended March 31, 2009, earnings per share (EPS) figures refer to diluted EPS, and net interest income and net interest
margin are presented on a fully tax-equivalent (FTE) basis.

This MD&A contains certain forward-looking statements with respect to the financial condition, results of operations
and business of the Company. These forward-looking statements involve certain risks and uncertainties. Factors that
may cause actual results to differ materially from those proposed by such forward-looking statements are set herein
under the caption, “Forward-Looking Statements,” on page 32.

Critical Accounting Policies

As a result of the complex and dynamic nature of the Company’s business, management must exercise judgment in
selecting and applying the most appropriate accounting policies for its various areas of operations. The policy

decision process not only ensures compliance with the latest generally accepted accounting principles (“GAAP”), but
also reflects management’s discretion with regard to choosing the most suitable methodology for reporting the
Company’s financial performance. It is management’s opinion that the accounting estimates covering certain aspects of
the business have more significance than others due to the relative importance of those areas to overall performance,

or the level of subjectivity in the selection process. These estimates affect the reported amounts of assets and

liabilities and disclosures of revenues and expenses during the reporting period. Actual results could differ from those
estimates. Management believes that critical accounting estimates include:

e Allowance for loan losses - The allowance for loan losses reflects management’s best estimate of probable losses
inherent in the loan portfolio. Determination of the allowance is inherently subjective. It requires significant
estimates including the amounts and timing of expected future cash flows on impaired loans and the amount of
estimated losses on pools of homogeneous loans which is based on historical loss experience and consideration of
current economic trends, all of which may be susceptible to significant change.

¢ Investment securities - Investment securities are classified as held-to-maturity, available-for-sale, or trading. The
appropriate classification is based partially on the Company’s ability to hold the securities to maturity and largely on
management’s intentions with respect to either holding or selling the securities. The classification of investment
securities is significant since it directly impacts the accounting for unrealized gains and losses on
securities. Unrealized gains and losses on available-for-sale securities are recorded in accumulated other
comprehensive income or loss, as a separate component of shareholders’ equity and do not affect earnings until
realized. The fair values of the investment securities are generally determined by reference to quoted market prices,
where available. If quoted market prices are not available, fair values are based on quoted market prices of
comparable instruments, or a discounted cash flow model using market estimates of interest rates and
volatility. Marketable investment securities with significant declines in fair value are evaluated to determine
whether they should be considered other-than —temporarily impaired. Impairment losses must be recognized in
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current earnings rather than in other comprehensive income or loss.

Actuarial assumptions associated with pension, post-retirement and other employee benefit plans - These
assumptions include discount rate, rate of future compensation increases and expected return on plan assets.

Provision for income taxes - The Company is subject to examinations from various taxing authorities. Such
examinations may result in challenges to the tax return treatment applied by the Company to specific
transactions. Management believes that the assumptions and judgements used to record tax related assets or
liabilities have been appropriate. Should tax laws change or the taxing authorities determine that management’s
assumptions were inappropriate, an adjustment may be required which could have a material effect on the
Company’s results of operations.

Carrying value of goodwill and other intangible assets - The carrying value of goodwill and other intangible assets
is based upon discounted cash flow modeling techniques that require management to make estimates regarding the
amount and timing of expected future cash flows. It also requires use of a discount rate that reflects the current
return requirements of the market in relation to present risk-free interest rates, required equity market premiums and
company-specific risk indicators.
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A summary of the accounting policies used by management is disclosed in Note A, “Summary of Significant
Accounting Policies”

on pages 49-54 of the most recent Form 10-K (fiscal year ended December 31, 2008) filed with the Securities and
Exchange Commission on March 13, 2009.

Executive Summary

The Company’s business philosophy is to operate as a community bank with local decision-making, principally in
non-metropolitan markets, providing a broad array of banking and financial services to retail, commercial and
municipal customers.

The Company’s core operating objectives are: (i) grow the branch network, primarily through a disciplined acquisition
strategy, and certain selective de novo expansions, (ii) build high-quality, profitable loan and deposit portfolios using
both organic and acquisition strategies, (iii) increase the noninterest income component of total revenues through
development of banking-related fee income, growth in existing financial services business units, and the acquisition of
additional financial services and banking businesses, and (iv) utilize technology to deliver customer-responsive
products and services and reduce operating costs.

Significant factors management reviews to evaluate achievement of the Company’s operating objectives and its
operating results and financial condition include, but are not limited to: net income and earnings per share, return on
assets and equity, net interest margins, noninterest income, operating expenses, asset quality, loan and deposit growth,
capital management, performance of individual banking and financial services units, liquidity and interest rate
sensitivity, enhancements to customer products and services, technology advancements, market share, peer
comparisons, and the performance of acquisition and integration activities.

On November 7, 2008, the Company acquired 18 branch-banking centers in northern New York from Citizens
Financial Group, Inc. (“Citizens”) in an all cash transaction. The Company acquired approximately $109 million in
loans and $565 million in deposits at a blended deposit premium of 12%. The results of operations for the 18
branches acquired from Citizens have been included in the consolidated financial statements since that date. In
support of the transaction, the Company raised approximately $50 million of equity capital in the form of common
stock in October 2008.

On July 7, 2008, Benefit Plans Administrative Services, Inc. (“BPAS”), a wholly owned subsidiary of the company,
acquired the Philadelphia division of Alliance Benefit Group MidAtlantic (“ABG”) from BenefitStreet, Inc. in an all
cash transaction. ABG provides retirement plan consulting, daily valuation administration, actuarial and ancillary
support services. The results of ABG’s operations have been included in the consolidated financial statements since
that date.

First quarter net income of $10.5 million, or $0.32 per share decreased 11% or $0.04 from the $0.36 per share reported
in the first quarter of 2008. Increased operating expenses, principally acquisition related, and significantly higher
FDIC insurance assessments and a higher provision for loan losses resulted in the decrease. These were partially
offset by higher net interest income generated through organic and acquired growth of both loans and core deposits,
continued expansion of non-interest income sources, increased secondary market mortgage activity and a stable net
interest margin. Cash earnings per share (which excludes the after-tax effect of the amortization of intangibles assets
and acquisition-related market value adjustments) were $0.37 versus $0.41 for the prior year’s first quarter.

Asset quality in the first quarter of 2009 remained stable and favorable, as compared to peer financial organizations,
with increases in loan charge-off, delinquency and nonperforming loan ratios as well as a higher provision for loan
losses versus the first quarter of 2008, but they continued to be below long-term historical levels. The Company
experienced year-over-year loan growth in all portfolios: consumer installment, consumer mortgage and business
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lending, due to organic growth and the acquisition of Citizens. The investment portfolio, including cash equivalents,
increased as compared to both the first quarter of 2008 and December 31, 2008 due to the net liquidity created from
the acquisition of Citizens in the fourth quarter of 2008 and organic deposit growth. Average deposits increased in the
first quarter of 2009 as compared to both the first and fourth quarters of 2008, reflective of the Citizens acquisition

and growth in core deposits. External borrowings decreased from the end of December 2008 and the first quarter of
2008.

Net Income and Profitability

As shown in Table 1, net income for the quarter of $10.5 million declined 4.0% versus the first quarter of 2008.
Earnings per share for the first quarter of $0.32 was $0.04 lower than the EPS generated in the same period of last
year. First quarter net interest income of $40.2 million was up $4.6 million or 12.9% from the comparable prior year
period. The current quarter’s provision for loan losses increased $2.0 million as compared to the first quarter of 2008
and increased $0.4 million from the fourth quarter of 2008. First quarter noninterest income, excluding securities
gains and losses, was $20.4 million, up $3.0 million or 17% from the first quarter of 2008. Operating expenses of
$44.4 million for the quarter were up $6.0 million or 16% from the comparable prior year period, a significant portion
of the increase was attributable to the acquisitions of ABG and Citizens during the second and fourth quarters of 2008,
as well as higher FDIC insurance assessments due to significant increases in premium rates and the incurrence of
higher pension costs.
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In addition to the earnings results presented above in accordance with generally accepted accounting principles
(GAAP), the Company provides cash earnings per share, which excludes the after-tax effect of the amortization of
intangible assets and acquisition-related market value adjustments. Management believes that this information helps
investors better understand the effect of acquisition activity in reported results. Cash earnings per share for the first
quarter of 2009 was $0.37, down 9.8% from the $0.41 earned in the comparable period of 2008.

As reflected in Table 1, the primary reasons for lower earnings were higher operating expenses and loan loss
provision, partially offset by higher noninterest income and net interest income. Net interest income for the first
quarter of 2009 increased as compared to the first quarter of 2008 as a result of a slightly higher net interest margin as
well as acquired and organic loan growth. Excluding security gains and losses, noninterest income increased due to
increased activity in the secondary mortgage banking business, growth in the Company’s employee benefits consulting
and plan administration business, mostly as a result of the acquisition of ABG, as well as higher banking service fees
and debit card related revenues from the acquired branches. Higher net charge-offs and an increase in total loans
outstanding were the primary reasons for the increase in loan loss provision. Operating expenses increased for the
quarter as compared to the prior year, primarily due to costs associated with the two acquisitions in the last year, as
well as higher FDIC insurance assessments and higher pension costs related to the underlying asset performance in
2008.

A condensed income statement and a reconciliation of GAAP-based earnings results to cash-based earnings results are
as follows:

Table 1: Summary Income Statements

Three Months
Ended
March 31,
(000's omitted,
except per share
data) 2009 2008

Net interest income $40,186$35,598
Provision for loan

losses 2,810 780
Noninterest

income, excluding

security losses 20,356 17,331
Gain on sales of

investment

securities 0 287
Operating

expenses 44,401 38,374
Income before

taxes 13,331 14,062
Income taxes 2,866 3,164
Net income $10,465$10,898

Diluted earnings
per share $0.32  $0.36

Table 2: Reconciliation of GAAP Net Income to Cash Net Income (Non-GAAP measure)
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Net Interest Income

Net interest income is the amount by which interest and fees on earning assets (loans, investments and cash) exceed

Three Months
Ended
March 31,
(000’s omitted) 2009 2008
Net income $10,465$10,898
After-tax cash
adjustments:

Amortization of
market value
adjustments
on net assets
acquired in
mergers 53 156
Amortization of
intangible assets 1,653 1,187
Net income — cash $12,171$12,241

Diluted earnings
per share — cash $0.37 $0.41

the cost of funds, primarily interest paid to the Company's depositors and interest on external borrowings. Net interest

margin is the difference between the gross yield on earning assets and the cost of interest-bearing funds as a

percentage of earning assets.
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As shown in Table 3, net interest income (with nontaxable income converted to a fully tax-equivalent basis) for the
first quarter of 2009 was $44.2 million, a $4.7 million increase from the same period last year and was consistent with
the fourth quarter of 2008. A $526 million increase in first quarter interest-earning assets and a one basis point
increase in the net interest margin versus the prior year had a greater impact than the $442 million increase in average
interest-bearing liabilities. As reflected in Table 4, the volume increase from interest bearing assets and the rate
decrease on interest bearing liabilities had a $15.7 million favorable impact on net interest income, while the volume
increase from interest bearing liabilities and rate decrease on interest bearing assets had a $11.0 million unfavorable
impact on net interest income. The decrease in the cost of funding had a slightly greater favorable impact on net
interest margin than the lower yields on interest bearing assets.

Higher first quarter average loan balances were attributable to $201 million of organic loan growth since the first
quarter of 2008, driven by growth in all portfolios: consumer installment, consumer mortgage and business

lending. The remaining contribution to the increase in the average first quarter loan balance was the $117 million of
loans acquired in the Citizens acquisition. Average investments and cash equivalents for the first quarter period were
$207 million higher than the respective period of 2008, reflective of the net liquidity generated from the Citizens
acquisition and organic deposit growth. In comparison to the prior year, total average deposits were up $559 million
or 17% for the quarter as a result of the November 2008 acquisition of Citizens. First quarter average deposits from
the Citizens acquisition were $565 million. On an organic basis, average deposits for the first quarter decreased $5.7
million from the first quarter of 2008, as a result of the Company’s objective of lowering its overall funding costs by
reducing higher cost time deposits. Quarterly average borrowings decreased $21 million as compared to the first
quarter of 2008 as a portion of the net liquidity from the branch acquisition was used to eliminate short-term
borrowings.

The net interest margin of 3.82% for the first quarter increased one basis point versus the same period in the prior
year. The improvement was primarily attributable to a 70-basis point decrease in the cost of funds, driven by a
75-basis point drop in the cost of deposit funding and a nine-basis point decline in the cost of external

borrowings. Partially offsetting these improvements was a 67-basis point decline in the earning asset yield for the
quarter as compared to the first quarter of 2008. The change in the earning-asset yield was driven by a 59-basis point
decrease in loan yields for the quarter and an 80-basis point decline in the investment yields for the quarter, mostly as
a result of variable and adjustable-rate loans repricing downward due to the decline in interest rates, as well as the
Company’s increased holdings of lower yielding cash instruments as it maintains a liquid position in anticipation of
improved investment opportunities in future periods.

The first quarter cost of funds decreased 70 basis points versus the prior year quarter due to a 75-basis point decrease
on interest-bearing deposits rates and a nine-basis point decrease in the average interest rate paid on external
borrowings. The decreased cost of funds was reflective of disciplined deposit pricing, whereby interest rates on
selected categories of deposit accounts were lowered throughout 2008 and the first quarter of 2009 in response to
market conditions. Additionally, the proportion of customer deposits in higher cost time deposits has declined 6.0
percentage points over the last twelve months, while the percentage of deposits in lower cost checking and savings
accounts has increased. The rate paid on long-term borrowings was impacted by the approximately 200 basis point
decrease in the three-month LIBOR (London Interbank Offered Rates) over the last twelve months, from which the
interest rate on $25 million of the mandatorily redeemable preferred securities is based.

Table 3 below sets forth information related to average interest-earning assets and interest-bearing liabilities and their
associated yields and rates for the periods indicated. Interest income and yields are on a fully tax-equivalent basis
using marginal income tax rates of 38.46% in 2009 and 38.49% in 2008. Average balances are computed by
accumulating the daily ending balances in a period and dividing by the number of days in that period. Loan yields and
amounts earned include loan fees. Average loan balances include nonaccrual loans and loans held for sale.
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Table 3: Quarterly Average Balance Sheet

Three Months Ended
(000's omitted
except yields and
rates) March 31, 2009
Avg.
Average Yield/Rate

Balance Interest Paid
Interest-earning
assets:
Cash equivalents $155,306 $96 0.25%
Taxable

investment

securities (1) 842,496 10,541 5.07%
Nontaxable

investment

securities (1) 559,344 9,579 6.95%

Loans (net of

unearned discount) 3,140,524 46,908 6.06%
Total

interest-earning

assets 4,697,670 67,124 5.79%
Noninterest-earning
assets 537,582

Total assets $5,235,252

Interest-bearing
liabilities:
Interest checking,
savings and money
market deposits $1,691,147 3,051 0.73%

Time deposits 1,432,149 10,519 2.98%
Short-term
borrowings 477,184 4,928 4.19%
Long-term
borrowings 384,852 4,415 4.65%
Total
interest-bearing
liabilities 3,985,332 22913 2.33%
Noninterest-bearing
liabilities:
Demand deposits 651,298
Other liabilities 52,490
Shareholders' equity 546,132
Total liabilities
and shareholders'
equity $5,235,252

Three Months Ended

March 31, 2008

Average

Balance Interest

$44,728

764,234

540,993

2,822,100

4,172,055

469,964
$4,642,019

$1,260,934
1,398,650

426,116

457,177

3,542,877

555,927
60,465
482,750

$4,642,019

$318

10,717

9,334

46,672

67,041

2,714
14,980

4,419

5,440

27,553

Avg.
Yield/Rate
Paid

2.86%

5.64%

6.94%

6.65%

6.46%

0.87%
4.31%

4.17%

4.79%

3.13%
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Net interest

earnings $44,211 $39,488

Net interest spread 3.46% 3.33%
Net interest margin

on interest-earnings

assets 3.82% 3.81%

Fully tax-equivalent

adjustment $4,025 $3,890

(1) Averages for investment securities are based on historical cost basis and the yields do not give effect to changes in
fair value that is reflected as a component of
shareholders’ equity and deferred taxes.
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As discussed above and disclosed in Table 4 below, the quarterly change in net interest income (fully tax-equivalent
basis) may be analyzed by segregating the volume and rate components of the changes in interest income and interest
expense for each underlying category.

(1) The change in interest due to both rate and volume has been allocated in proportion to the relationship of the
absolute dollar amounts of such change in each component.

(2) Changes due to volume and rate are computed from the respective changes in average balances and rates and are

Table 4: Rate/Volume

(000's omitted)
Interest earned on:
Cash equivalents
Taxable investment securities
Nontaxable investment securities
Loans (net of unearned discount)
Total interest-earning assets (2)

Interest paid on:
Interest checking, savings and
money market deposits
Time deposits
Short-term borrowings
Long-term borrowings
Total interest-bearing liabilities (2)

Net interest earnings (2)

not a summation of the changes of the components.

23

1st Quarter 2009 versus 1st

Quarter 2008
Increase (Decrease) Due to
Change in (1)
Net
Volume Rate Change
$262  ($484)  ($222)
1,040 (1,216) (176)
314 (69) 245
4992 (4,756) 236
7,948  (7,865) 83
825 (488) 337
351 (4,812) (4,461)
528 (19) 509
(836) (189) (1,025)
3,150 (7,790) (4,640)
$4,947  $(224) $4,723
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Noninterest Income

The Company’s sources of noninterest income are of three primary types: 1) general banking services related to loans,
deposits and other core customer activities typically provided through the branch network and electronic banking
channels (performed by Community Bank, N.A. and First Liberty Bank and Trust); 2) employee benefit plan
administration, actuarial and consulting services (performed by BPAS); and 3) wealth management services,
comprised of trust services (performed by the trust unit within CBNA), investment and insurance products (performed
by Community Investment Services, Inc. or CISI and CBNA Insurance Agency, Inc.) and asset management
(performed by Nottingham Advisors or Nottingham). Additionally, the Company has periodic transactions, most
often net gains (losses) from the sale of investment securities and prepayment of debt instruments.

Table 5: Noninterest Income

Three Months
Ended
March 31,
(000's omitted) 2009 2008
Deposit service
charges and
fees $9,018 $8,261
Benefit plan
administration,
consulting
and
actuarial fees 7,007 6,312
Wealth
management
services 2,033 2,163
Other banking
services 280 373
Mortgage
banking 2,018 222
Subtotal 20,356 17,331
Gain on sales
of investment
securities 0 287
Total
noninterest
income $20,356$17,618

Noninterest
income/total
income (FTE) 31.5% 30.5%

As displayed in Table 5, noninterest income (excluding securities gains) was $20.4 million in the first quarter, an
increase of $3.0 million or 17% from the prior year level. A significant portion of the growth was attributable to
higher residential mortgage banking revenues, which grew to $2.0 million in the first quarter of 2009 from $0.2
million in the year earlier period. Residential mortgage banking income consists of realized gains or losses from the
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sale of residential mortgage loans and the origination of mortgage loan servicing rights, unrealized gains and losses on
residential mortgage loans held for sale and related commitments, mortgage loans servicing fees and other mortgage
loan-related fees and income. Residential mortgage loans sold to investors, primarily Fannie Mae, totaled $91.8
million in the first quarter of 2009 as compared to $0.4 million in the first quarter of 2008. Residential mortgage
banking income totaled $2.0 million in the first quarter of 2009. Residential mortgage loans held for sale recorded at
fair value at March 31, 2009 totaled $16.4 million. The continuation of the level of revenue experienced in the first
quarter from mortgage banking will be dependent on market conditions and the trend in long-term interest rates.

General recurring banking fees of $9.0 million for the first quarter were up $0.8 million or 9.2%, as compared to the
prior year period, driven by organic core deposit account growth, higher electronic banking related revenues, and
incremental income generated from the acquired Citizens branches. Benefit plan administration, consulting and
actuarial fees, increased $0.7 million due to the acquisition of ABG in mid July 2008 which generated approximately
$1.1 million of revenue growth in the quarter. Asset-based benefit plan administration fees declined as compared to
the first quarter of 2008 due to the overall decline in the financial market valuations over the last year. First quarter
wealth management services revenue decreased $0.1 million or 6.0%, primarily attributable to the adverse conditions
prevalent throughout the financial markets.

The ratio of noninterest income to total income (FTE basis) was 31.5% for the quarter versus 30.5% for the

comparable period in 2008. This improvement is a function of increased noninterest income, primarily mortgage
banking and acquisition related, combined with proportionally smaller increases in net interest income.
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Operating Expenses

Table 6 below sets forth the quarterly results of the major operating expense categories for the current and prior year,
as well as efficiency ratios (defined below), a standard measure of expense utilization effectiveness used in the
banking industry.

Table 6: Operating Expenses

Three Months
Ended
March 31,
(000's omitted) 2009 2008
Salaries and
employee benefits $22,962$20,386
Occupancy and

equipment 6,211 5,573
Data processing

and

communications 4,850 3,985

Amortization of
intangible assets 2,105 1,531

Legal and

professional fees 1,284 1,298
Office supplies

and postage 1,375 1,278
Business

development and

marketing 1,292 1,322
FDIC premiums 1,375 109
Other 2,947 2,892
Total operating

expenses $44,401$38,374
Operating

expenses/average

assets 3.43% 3.32%

Efficiency ratio 65.3% 64.8%

As shown in Table 6, first quarter 2009 operating expenses were $44.4 million, up $6.0 million or 15.7% from the
prior year level. The significant portion of the increase was attributable to incremental operating expenses related to
the ABG and Citizens acquisitions. Additionally, the increase in operating expenses can be attributable to an
increased level of FDIC-insurance assessments ($1.3 million), higher pension costs related to the underlying asset
performance in 2008 ($0.9 million), higher volume-based data processing and communication costs ($0.6 million),
and increased amortization of intangibles related to the two acquisitions completed in the last year ($0.4

million). During 2007 and the first half of 2008, FDIC premiums were principally met through the application of a
credit balance created in prior years. This credit balance was depleted in the second quarter of 2008 and resulted in
higher FDIC premiums in subsequent quarters. Additionally, the FDIC’s reserve fund has declined over the past year
due to costs associated with recent bank failures and is expected to continue to decline in the future. Also in late
2008, the FDIC basic insurance coverage limit was temporarily increased to $250,000 through December 31,

46



Edgar Filing: COMMUNITY BANK SYSTEM INC - Form 10-Q

2009. These actions have resulted in significant increases in the FDIC assessment charge rates (240% above the first
quarter of 2008) and are expected to continue throughout the remainder of 2009. The Company is also participating in
the FDIC’s Temporary Liquidity Guarantee Program (TLGP) that provides unlimited coverage for transaction deposit
accounts and for which a supplemental 10-basis point premium is assessed. Several expense category increases
continue to be impacted by the Company’s investment in strategic technology and business development initiatives to
grow and enhance its service offerings.

The Company’s efficiency ratio (recurring operating expenses excluding intangible amortization and acquisition
expenses divided by the sum of net interest income (FTE) and recurring noninterest income) was 65.3% for the first
quarter, 0.5 percentage point above the comparable quarter of 2008. This resulted from operating expenses (as
described above) increasing 14.5% primarily due to the acquisitions in the last year and the increased levels of FDIC
premium and pension related expense, while recurring operating income increased at a slower rate of 13.6% due to a
$2.7 million or 15.5% increase in noninterest income excluding security gains and a $4.7 million or 12.0% increase in
net interest income year over year. Operating expenses as a percentage of average assets increased 12 basis points for
the quarter as operating expenses increased 15.7%, while average assets increased 12.8% during the same time
period. The increased level of FDIC premiums and pension related costs, which do not enhance revenue growth,
impacted both ratios.

Income Taxes
The first quarter effective income tax rate was 21.5%, compared to the 22.5% effective tax rate in the first quarter of
2008. The lower effective tax rate for 2009 was principally a result of a higher proportion of income being generated

from tax-exempt securities and loans.
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Investments

As reflected in Table 7 below, the carrying value of investments (including unrealized gains on available-for-sale
securities) was $1.42 billion at the end of the first quarter, an increase of $22.9 million and $110.3 million from
December 31, 2008 and March 31, 2008, respectively. The book value (excluding unrealized gains) of investments
increased $27.2 million and $115.7 million from December 31, 2008 and March 31, 2008, respectively. During the
fourth quarter of 2008 and continuing in the first quarter of 2009, the Company invested a portion of the net liquidity
received in the Citizens acquisition into mortgage-backed securities and obligations of state and political subdivisions.
The overall mix of securities within the portfolio over the last year has changed, with an increase in the proportion of
mortgage-backed securities and small decreases in all other security categories. The change in the carrying value of
investments is impacted by the amount of net unrealized gains in the available for sale portfolio at a point in time. At
March 31, 2009, the portfolio had a $15.8 million net unrealized gain, a decrease of $4.2 million from the unrealized
gain at December 31, 2008 and a decrease of $5.4 million from the unrealized gain at March 31, 2008. This
fluctuation is indicative of the liquidity risk associated with the pooled trust preferred securities, interest rate
movements during the respective time periods and the changes in the size and composition of the portfolio.

Included in the available for sale portfolio are pooled trust preferred securities with a current par value of $74.0
million and unrealized losses of $24.6 million at March 31, 2009. The underlying collateral of these assets is
principally trust-preferred securities of smaller regional banks and insurance companies. The Company’s securities are
in the super senior, cash flow tranche of the pools. All other tranches in these pools will incur losses before this
tranche is impacted. The market for these securities at March 31, 2009 is not active and markets for similar securities
are also not active. The inactivity was evidenced first by a significant widening of the bid-ask spread in the brokered
markets in which these securities trade and then by a significant decrease in the volume of trades relative to historical
levels. The fair value of these securities was based on a discounted cash flow model using market estimates of interest
rates and volatility, as well as, observable quoted prices for similar assets in markets that have not been active. These
assumptions may have a significant effect on the reported fair values. The use of different assumptions, as well as
changes in market conditions, could result in materially different fair values. The Company has the intent and ability
to hold these securities to recovery or maturity and does not consider these investments to be other-than temporarily
impaired as of March 31, 2009. In determining if unrealized losses are other-than-temporary, management considers:
the length of time and extent that fair value has been less than cost, the financial condition and near term prospects of
the issuer, any external credit ratings and the Company’s ability and intent to hold the security for a period sufficient to
allow for any anticipated recovery in fair value. Subsequent changes in market or credit conditions could change

those evaluations.

Table 7: Investments

March 31, 2009 December 31, 2008  March 31, 2008
Amortized Amortized Amortized
Cost/Book  Fair Cost/Book  Fair Cost/Book Fair
(000's omitted) Value Value Value Value Value Value
Held-to-Maturity Portfolio:
U.S. Treasury and Agency
securities $46,874 $49,025  $61,910 $64,%487,019 $129,117
Government guaranteed
mortgage-backed securities 50,603 50,900 0 0 0 0
Obligations of state and
political subdivisions 17,333 17,655 15,784 16,004 5,850 5,959
Other securities 3,191 3,191 3,196 3,1963,210 3,210
Total held-to-maturity
portfolio 118,001 120,771 80,890 83,486,079 138,286
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Available-for-Sale Portfolio:

U.S. Treasury and Agency
securities
Obligations of state and
political subdivisions
Corporate securities
Collateralized mortgage
obligations
Pooled trust preferred
securities
Government guaranteed
mortgage-backed securities
Subtotal
Equity securities
Total available-for-sale
portfolio

Net unrealized gain on
available-for-sale portfolio
Total

352,307

554,793
35,588

20,811
72,206
197,042
1,232,747
51,429

1,284,176

15,789

378,018

563,639
35,356

21,292
47,567
202,673
1,248,545
51,420

1,299,965

0

382,301 411,7851,006
538,008  547,93%4,985
35,596 35,1537,259
25,464 25,702,340
72,535 49,8653,038
188,560  192,0341,882

1,242,464 1,262,4990,510
51,628 51,6289,919

1,294,092 1,314,1250,429

20,029 Q1,174

260,473

547,991
37,626

32,722
68,454
174,418
1,121,684
49,919

1,171,603

0

$1,417,966$1,420,736 $1,395,011$1,39%5897,682$1,309,889
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Loans

As shown in Table 8, loans ended the first quarter at $3.10 billion, down $32.4 million (1.0%) from year-end 2008 and
up $266.0 million (9.4%) versus one year earlier. The Citizens acquisition added approximately $118 million of loans
to the loan portfolio as of March 31, 2009. Excluding the impact of the Citizens acquisition, loans increased $147.7
million or 5.2% from the first quarter of 2008 with organic growth in all portfolios; consumer mortgage, consumer
installment and business lending. During the first quarter of 2009 loans declined in the consumer mortgage portfolio
($36.0 million) due to the sale of loans and the consumer installment portfolio ($16.1 million), partially offset by an
increase in the business lending portfolio ($19.7 million).

Table 8: Loans

(000's December 31,

omitted) March 31, 2009 2008 March 31, 2008
Business

lending $1,078,593 34.7% $1,058,846 33.8% $998,443 35.2%
Consumer

mortgage 1,026,934 33.1% 1,062,943 33.9% 987,807 34.8%
Consumer

installment 998,214 32.2% 1,014,351 32.3% 851,536 30.0%
Total

loans $3,103,741100.0% $3,136,140100.0% $2,837,786100.0%

Business lending increased $19.7 million in the first three months of 2009 and increased $80.2 million versus one year
ago. Excluding the impact of the Citizens acquisition, business lending increased $14.1 million over the last three
months and $45.1 million over the last year. The intensity of competition the Company faces in some of its markets
has eased somewhat due to a portion of the banks reducing their lending participation due to the liquidity and capital
restraints they may be facing. The Company maintains its commitment to generating growth in its business portfolio
in a manner that adheres to its twin goals of maintaining strong asset quality and producing profitable margins. The
Company has continued to invest in additional personnel, technology and business development resources to further
strengthen its capabilities in this key business segment.

Consumer mortgages increased $39.1 million, year-over-year, and declined $36.0 million in the first three months of
2009. Excluding the impact of the Citizens acquisition, consumer mortgages decreased $36.3 million for the first
quarter of 2009 and increased $25.5 million over the past twelve months. During the first quarter of 2009, the
Company originated $107.9 million of residential mortgages for sale to others, principally Fannie Mae. Longer-term
fixed rate residential mortgages sold to investors totaled $91.8 million in the first quarter of 2009. Consumer
mortgage growth has been strong over the last few quarters due to a decline in long-term interest rates. The consumer
real estate portfolio does not include exposure to subprime, Alt-A, or other higher-risk mortgage products. The
Company’s solid performance during a tumultuous period in the overall industry is a testament to the stable, low-risk
profile of its portfolio and its ability to successfully meet customer needs at a time when some national mortgage
lenders are restricting their lending activities in many of the Company’s markets. Interest rates and expected duration
continue to be the most significant factors in determining whether the Company chooses to retain, versus sell and
service portions of its new mortgage production.

Consumer installment loans, including borrowings originated in automobile, marine and recreational vehicle
dealerships, as well as branch originated home equity and installment loans, decreased $16.1 million in the first three
months of 2009 and increased $146.7 million on a year-over-year basis. Excluding the impact of the Citizens
acquisition, consumer installment lending decreased $13.3 million for the first three months of 2009 and increased
$77.1 million for the year-over-year period. The origination of consumer installment loans demonstrates definite

50



Edgar Filing: COMMUNITY BANK SYSTEM INC - Form 10-Q

seasonal patterns and is traditionally slower in the first quarter. Declines in manufacturer production and industry sale
projections indicate continued weakness in the new vehicle market which has created a demand in late model used and
program car inventories, segments in which the Company is an active participant. Past business development efforts
have created opportunities to strategically expand the Company’s share of the market, helping drive productive growth
in this portfolio. The Company is focused on maintaining the solid profitability produced by its in-market and
contiguous indirect portfolio, while continuing to pursue its long-term steady approach to expanding its dealer
network.
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Table 9 below exhibits the major components of nonperforming loans and assets and key asset quality metrics for the
periods ending March 31, 2009 and 2008 and December 31, 2008.

As displayed in Table 9, nonperforming assets at March 31, 2009 were $16.7 million, a $2.9 million increase versus
the level at the end of 2008 and an increase of $6.5 million as compared to the very favorable level one year

Table 9: Nonperforming Assets

(000's omitted)
Nonaccrual loans
Accruing loans 90+ days
delinquent
Restructured loans
Total nonperforming loans
Other real estate (OREQO)
Total nonperforming assets

Allowance for loan losses to
total loans

Allowance for loan losses to
nonperforming loans
Nonperforming loans to total
loans

Nonperforming assets to total
loans and other real estate
Delinquent loans (30 days old
to nonaccruing) to total loans
Net charge-offs (annualized) to
quarterly average loans
outstanding

Loan loss provision to net
charge-offs (quarterly)

March December March
31, 31, 31,
2009 2008 2008

$13,361 $11,122 $7,662

947 553 392
977 1,004 1,095
15,285 12,679 9,149
1,383 1,059 1,027

$16,668 $13,738 $10,176

1.29% 1.26% 1.28%

262% 312%  398%

0.49% 0.40% 0.32%

0.54% 0.44% 0.36%

1.33% 1.43% 0.99%

0.30% 0.30% 0.11%

120% 100%  100%

earlier. Other real estate (OREO) increased $0.4 million from one-year ago and increased $0.3 million from year-end
2008, a result of the Company managing 20 OREO properties at March 31, 2009 as compared to 12 OREO properties
at March 31, 2008. No single property has a carrying value in excess of $325,000. Nonperforming loans were 0.49%

of total loans outstanding at the end of the first quarter, nine and 17 basis points higher than the levels at December
31, 2008 and March 31, 2008, respectively. The allowance for loan losses to nonperforming loans ratio, a general
measure of coverage adequacy, was 262% at the end of the first quarter compared, to 312% at year-end 2008 and

398% at March 31, 2008, reflective of the rising level of nonperforming loans.

Delinquent loans (30 days through nonaccruing) as a percent of total loans was 1.33% at the end of the first quarter,

ten basis points below the 1.43% at year-end 2008 and 34 basis points higher than the 0.99% at March 31, 2008. The
commercial loan delinquency ratio at the end of the first quarter increased in comparison to both December 31, 2008

and March 31, 2008. The delinquency rate for installment loans and real estate loans decreased as compared to the
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December 31, 2008 and increased as compared to March 31, 2008. The Company’s success at keeping the
non-performing and delinquency ratios at favorable levels despite deteriorating economic conditions was the result of
its continued focus on maintaining strict underwriting standards, as well as effective utilization of its collection and
recovery capabilities.
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