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Note 1 - Summary of Significant Accounting Policies (Continued)

Allowance for Loan Losses

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

The allowance for loan losses is evaluated on a regular basis by management and is based upon
management’s periodic review of the collectibility of the loans in light of historical experience, the nature and
volume of the loan portfolio, adverse situations that may affect the borrower’s ability to repay, estimated
value of any underlying collateral and prevailing economic conditions. This evaluation is inherently
subjective as it requires estimates that are susceptible to significant revision as more information becomes
available.

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

A loan is considered impaired when, based on current information and events, it is probable that the Bank will
be unable to collect the scheduled payments of principal or interest when due according to the contractual
terms of the loan agreement. Factors considered by management in determining impairment include payment
status, collateral value and the probability of collecting scheduled principal and interest payments when due.
Loans that experience insignificant payment delays and payment shortfalls generally are not classified as
impaired. Management determines the significance of payment delays and payment shortfalls on a case-by-
case basis, taking into consideration all of the circumstances surrounding the loan and the borrower, including
the length of the delay, the reasons for the delay, the borrower’s prior payment record and the amount of the
shortfall in relation to the principal and interest owed. Impairment is measured on a loan by loan basis for
commercial loans by either the present value of expected future cash flows discounted at the loan’s effective
interest rate or the fair value of the collateral if the loan is collateral dependent.

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

Other Real Estate Owned

Other real estate owned is comprised of property acquired through a foreclosure proceeding or acceptance of
a deed-in-lieu of foreclosure and loans classified as in-substance foreclosures. A loan is classified as in-
substance foreclosure when the Bank has taken possession of the collateral regardless of whether formal
foreclosure proceedings take place. Foreclosed assets initially are recorded at fair value, net of estimated
selling costs, at the date of foreclosure, establishing a new cost basis. After foreclosure, valuations are
periodically performed by management and the assets are carried at the lower of cost or fair value minus
estimated costs to sell. Revenues and expenses from operations and changes in the valuation allowance are
included in other expenses.
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Note 1 - Summary of Significant Accounting Policies (Continued)

Premises and Equipment

Premises and equipment are stated at cost less accumulated depreciation and amortization. Depreciation is
charged to operations on a straight-line basis over the estimated useful lives of the assets. Gains or losses on
dispositions are reflected in current operations. Maintenance and repairs are charged to expense as incurred.

Investment in Restricted Stock, at Cost

Investment in restricted stock, at cost is comprised of restricted stock in the Federal Home Loan Bank of New
York (FHLB). Federal law requires a member institution of the FHLB to hold stock according to a
predetermined formula. The FHLB stock was carried at $816,000 and $369,000 for the years ended
December 31, 2008 and 2007, respectively.

Income Taxes

Income taxes are accounted for under the liability method. Current income taxes are provided for based upon
amounts estimated to be currently payable, for both federal and state income taxes. Deferred federal and state
income tax assets and liabilities are recognized for the expected future tax consequences of existing
differences between financial statement and tax bases of existing assets and liabilities. Deferred tax assets are
recognized for future deductible temporary differences and tax loss carryforwards if their realization is “more
likely than not.” The effect of a change in the tax rate on deferred taxes is recognized in the period of the
enactment date.

Effective January 1, 2008, the Bank adopted Financial Accounting Standards Board (“FASB”) issued
Interpretation No. 48, Accounting for Uncertainty in Income Taxes (“FIN 48”). The Bank has evaluated its
tax positions as of January 1, 2008. A tax position is recognized as a benefit only if it is “more likely than
not” that the tax position would be sustained in a tax examination, with a tax examination being presumed to
occur. The amount recognized is the largest amount of tax benefit that has a more than 50 percent likelihood
of being realized on examination. For tax positions not meeting the “more likely than not” test, no tax benefit
is recorded. Under the “more likely than not” threshold guidelines, the Bank believes no significant uncertain
tax positions exist, either individually or in the aggregate, that would give rise to the non-recognition of an
existing tax benefit. As of January 1, 2008, the Bank had no material unrecognized tax benefits or accrued
interest and penalties. The Bank’s policy is to account for interest as a component of interest expense and
penalties as a component of other expense.

Transfers of Financial Assets

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

Off-Balance Sheet Financial Instruments

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

Earnings per Common Share

Basic earnings per share represents income available to common stockholders divided by the weighted-
average number of common shares outstanding during the period. Diluted earnings per share reflects
additional common shares that would have been outstanding if dilutive potential common shares had been
issued, as well as any adjustment to income that would result from the assumed issuance. Potential common
shares that may be issued by the Bank relate solely to outstanding stock options, and are determined using the
treasury stock method. Potential common shares were not dilutive due to the net loss incurred by the Bank
for the years ended December 31, 2008 and 2007.

Share-Based Compensation

The Bank currently has stock option plans in place for employees and directors of the Bank. Prior to
January 1, 2006, the Bank accounted for its stock option plan under the recognition and measurement
principles of APB Opinion No. 25, “Accounting for Stock Issued to Employees,” and related interpretations.
No stock-based employee compensation cost was recognized in the Bank’s consolidated statements of
operations through December 31, 2005, as all options granted under the Bank’s plans had an exercise price
equal to the market value of the underlying common stock on the date of grant.

Effective January 1, 2006, the Bank adopted the fair value recognition provisions of Financial Accounting
Standards Board (FASB) Statement No. 123(R), “Share-Based Payment.” Statement No. 123(R) replaces
Statement No. 123, supersedes APB Opinion No. 25 and requires compensation costs related to share-based
payment transactions to be recognized in the financial statements over the period that an employee provides
service in exchange for the award based on the fair value of the award at the date of grant. Subsequent to
January 1, 2006, there were no stock options granted and, therefore, we recorded no compensation expense.
Any future impact that the adoption of Statement No. 123(R) will have on the Bank’s results of operations
will be determined by share-based payments granted in future periods.

Advertising

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

Comprehensive Income (Loss)

Accounting principles generally require that recognized revenue, expenses, gains and losses be included in net
income. Although certain changes in assets and liabilities, such as unrealized gains and losses on available
for sale securities, are reported as a separate component of the equity section of the balance sheet, such items,
along with net income (loss) are components of comprehensive income (loss).
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Note 1 - Summary of Significant Accounting Policies (Continued)

Comprehensive Income (Loss) (Continued)

The components of other comprehensive income for the years ended December 31 are as follows:

2008 2007
(In Thousands)

Unrealized holding gains on securities available for sale $495 $185
Less reclassification adjustment for gains included in

net income (22) (32)

473 153
Tax effect 161 52

Net of Tax Amount $312 $101

Reclassification

Certain amounts in the 2007 financial statements have been reclassified to conform with the presentation used
in the 2008 financial statements. These reclassifications had no effect on net income.

Note 2 - Stock Purchase Agreement and Subsequent Event

The Bank entered into a Stock Purchase Agreement with an unrelated third-party (Purchaser) on November 5,
2008. The Purchaser had agreed to purchase a minimum number of newly issued shares that at the time of closing
would provide the Purchaser with 50.1% ownership of the Bank for an aggregate purchase price of at least $12
million. At December 31, 2008, the Stock Purchase Agreement was subject to regulatory approval and other
conditions as defined in the Agreement. On March 20, 2009, the Bank and the Purchaser mutually agreed to
terminate the Stock Purchase Agreement. The termination agreement also provides for a mutual release of claims
in connection with the Agreement.

Note 3 - Restrictions on Cash and Amounts Due from Banks

The Bank is required to maintain average balances on hand or with the Federal Reserve Bank. At December 31,
2008, these reserve balances amounted to $312,000.
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Note 4 - Securities Available for Sale

The amortized cost, gross unrealized gains and losses, and fair value of securities available for sale are as follows:

Amortized
Cost

Gross
Unrealized
Gains

Gross
Unrealized
Losses

Fair
Value

(In Thousands)

December 31, 2008:
U.S. Government agency securities $11,143 $254 $ (1) $11,396
Mortgage-backed and asset-backed

securities 12,332 256 (14) 12,574
Other securities 37 - - 37

$23,512 $510 $(15) $24,007

December 31, 2007:
U.S. Government agency securities $ 5,544 $24 $ (1) $ 5,567
Mortgage-backed securities 9,259 28 (29) 9,258
Other securities 37 - - 37

$14,840 $52 $ (30) $14,862

Securities with a carrying value of $16,449,000 and $6,535,000 at December 31, 2008 and 2007, respectively
were pledged to secure borrowings from the Federal Home Loan Bank of New York.

The tables below indicate the length of time individual securities have been in a continuous unrealized loss
position at December 31, 2008 and 2007:

Less than 12 Months 12 Months or More Total
Fair
Value

Unrealized
Losses

Fair
Value

Unrealized
Losses

Fair
Value

Unrealized
Losses

(In Thousands)

December 31, 2008:
U.S. Government agency

securities $ 499 $ (1) $ - $ - $ 499 $ (1)
Mortgage-backed securities 957 (2) 502 (12) 1,459 (14)

Total Temporarily
Impaired Securities $1,456 $ (3) $ 502 $ (12) $1,958 $ (15)



2008 Annual Report

Allegiance Community Bank
Notes to Financial Statements
December 31, 2008 and 2007

13

Note 4 - Securities Available for Sale (Continued)

Less than 12 Months 12 Months or More Total
Fair
Value

Unrealized
Losses

Fair
Value

Unrealized
Losses

Fair
Value

Unrealized
Losses

(In Thousands)

December 31, 2007:
U.S. Government agency

securities $ - $ - $ 749 $ (1) $ 749 $ (1)
Mortgage-backed securities - - 2,890 (29) 2,890 (29)

Total Temporarily
Impaired Securities $ - $ - $3,639 $ (30) $3,639 $ (30)

At December 31, 2008 and 2007, the Bank had 6 and 15 securities, respectively, in an unrealized loss position.
Unrealized losses detailed above relate to U.S. Government agency securities and mortgage-backed securities.
The decline in fair value is due only to interest rate fluctuations. As the Bank has the intent and ability to hold
such investments until maturity or market price recovery, no securities are deemed to be other-than-temporarily
impaired. None of the individual unrealized losses are significant.

The amortized cost and fair value of securities at December 31, 2008, by contractual maturity, are shown below.
Expected maturities will differ from contractual maturities because borrowers may have the right to call or prepay
obligations with or without call or prepayment penalties.

Amortized
Cost

Fair
Value

(In Thousands)

Due after one year to five years $ 1,758 $ 1,798
Due after five to ten years 1,300 1,326
Due after ten years 8,085 8,272
Mortgage-backed securities 12,332 12,574
Equity securities 37 37

$23,512 $24,007

For the years ended December 31, 2008 and 2007, gross realized gains on securities were $22,000 and $32,000,
respectively.
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Note 5 - Loans Receivable

Major classifications of net loans receivable at December 31, 2008 and 2007 are as follows:

2008 2007
(In Thousands)

Commercial $ 7,493 $ 8,309
Commercial real estate 43,249 36,601
Commercial construction 4,584 3,870
Installment 216 278
Home equity 19,050 12,888

Total Loans 74,592 61,946

Unearned net origination fees and costs (86) (91)
Allowance for loan losses (844) (750)

Loans Receivable, Net $73,662 $61,105

In the ordinary course of business, the Bank has granted loans to stockholders, officers, directors, and their
affiliates. All loan transactions entered into between the Bank and such related parties were made on the same
terms and conditions as transactions with all other parties. The aggregate amount of these loans outstanding at
December 31, 2008 and 2007, was approximately $4,253,000 and $1,869,000, respectively. In 2008, there were
approximately $3,665,000 in new advances, and $1,281,000 in repayments.

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

2008 2007
(In Thousands)

Balance, beginning of year $750 $612
Provision for loan losses 207 202
Net charge-offs (113) (64)

Balance, end of year $844 $750

At December 31, 2008 and 2007, the Bank had impaired loans of $1,532,000 and $945,000, respectively. At
December 31, 2008 and 2007, the Bank had a recorded investment in impaired loans of $499,000 and $440,000,
respectively, which did not require an allowance for loan losses. The recorded investment in impaired loans
requiring an allowance for loan losses was $1,033,000 and $505,000 at December 31, 2008 and 2007,
respectively. At December 31, 2008 and 2007, the related allowance for loan losses associated with these loans
was $170,000 and $25,000, respectively. For the years ended December 31, 2008 and 2007, the average recorded
investment in these impaired loans was $1,107,000 and $489,000, respectively. There was no interest income
recognized for the time these loans were impaired during 2008 and 2007. The Bank recognizes income on
impaired loans under the cash basis when the collateral on the loan is sufficient to cover the outstanding
obligation. If these factors do not exist, the Bank will record all payments as a redemption of principal on such
loans. Loans on which the accrual of interest has been discontinued amounted to $1,271,000 and $524,000 at
December 31, 2008 and 2007, respectively. Loan balances past due 90 days or more and still accruing interest,
which management expects will eventually be paid in full, amounted to $-0- and $208,000 at December 31, 2008
and 2007, respectively.
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Note 6 - Premises and Equipment

Premises and equipment at December 31 are comprised of the following:

Estimated
Useful Lives 2008 2007

(In Thousands)

Land Indefinite $ 153 $ 153
Building 37.5 years 602 602
Building improvements 10 - 37.5 years 1,106 1,106
Furniture, fixture, and equipment 3 - 5 years 1,128 1,093
Construction in progress 41 39

3,030 2,993
Accumulated depreciation and amortization (1,277) (1,085)

$1,753 $1,908

Depreciation and amortization expense charged to operations amounted to approximately $192,000 and $158,000
for the years ended December 31, 2008 and 2007, respectively.

Note 7 - Deposits

At December 31, 2008, the scheduled maturities of time deposits are as follows (in thousands):

2009 $52,340
2010 3,429
2011 1,638
2012 2,508
2013 43

$59,958

Deposits, including time deposits, held at the Bank by related parties, which include officers, directors, and
companies in which directors of the Board have a significant ownership interest, approximated $1,366,000 and
$3,383,000 at December 31, 2008 and 2007, respectively.

At December 31, 2008 and 2007, the Bank had brokered time deposits of $32,178,000 and $17,541,000,
respectively.
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Note 8 - Borrowings

Borrowings at December 31, 2008 and 2007 consist of $15,500,000 and $6,000,000 of fixed rate advances from
the Federal Home Loan Bank of New York (FHLB). At December 31, 2008 and 2007, the weighted average
interest rate on these advances was 2.91% and 4.49%, respectively.

The contractual maturities of advances from the FHLB at December 31, 2008 are as follows (in thousands):

Due in 2009 $ 1,500
Due in 2016 2,000
Due in 2017 1,500
Due in 2018 10,500

Total $15,500

Borrowings from FHLB are secured by a pledge of qualifying loans and investment securities.

The Bank has a $2,000,000 line of credit facility for the purchase of federal funds from Atlantic Central Bankers
Bank of which there were no amounts outstanding at December 31, 2008 and 2007, respectively. These
borrowings are unsecured.

The Bank also has a $1,500,000 secured line of credit facility for the purchase of federal funds from Atlantic
Central Bankers Bank. There were no borrowings under this line of credit at December 31, 2008 or 2007.

Note 9 - Income Taxes

There is no provision for income taxes for the years ended December 31, 2008 and 2007 due to the net operating
losses incurred.

Deferred tax assets and liabilities at December 31 consist of the following:

2008 2007
(In Thousands)

Deferred tax assets:
Net operating losses and contribution carryover $ 961 $749
Allowance for loan losses 237 155
Depreciation 12 -
Other - 2

1,210 906
Valuation allowance (669) (365)

Total Deferred Tax Assets, Net of Valuation
Allowance 541 541
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Note 9 - Income Taxes (Continued)

Deferred tax assets and liabilities at December 31 consist of the following (continued):

2008 2007
(In Thousands)

Deferred tax liabilities:
Depreciation $ - $ (2)
Unrealized gain on securities available for sale (169) (7)
Other (20) (19)

Total Deferred Tax Liabilities (189) (28)

Net Deferred Tax Asset $352 $513

At December 31, 2008, the Bank has federal and state net operating loss carryforwards of approximately
$2,399,000 and $2,245,000, respectively, available to reduce future taxable income. The federal net operating
loss carryforwards expire starting in 2020 through 2028. The state net operating loss carryforwards expire
starting in 2009 through 2015.

Note 10 - Financial Instruments with Off-Balance Sheet Risk

The Bank is a party to financial instruments with off-balance sheet risk in the normal course of business to meet
the financing needs of its customers. These financial instruments include commitments to extend credit. Those
instruments involve, to varying degrees, elements of credit and interest rate risk in excess of the amount
recognized in the balance sheet. The Bank’s exposure to credit loss in the event of non-performance by the other
party to the financial instrument for commitments to extend credit is represented by the contractual amount of
those instruments. The Bank uses the same credit policies in making commitments and conditional obligations as
it does for on-balance-sheet instruments.

The Bank had the following off-balance sheet financial instruments whose contract amounts represent credit risk
at December 31, 2008 and 2007:

2008 2007
(In Thousands)

Commitments to grant loans and unfunded commitments
under lines of credit $7,848 $15,381

Commitments to extend credit are agreements to lend to a customer as long as there is no violation of any
condition established in the contract. Commitments generally have fixed expiration dates or other termination
clauses and may require payment of a fee. Since many of the commitments are expected to expire without being
drawn upon, the total commitment amounts do not necessarily represent future cash requirements. The Bank
evaluates each customer’s creditworthiness on a case-by-case basis. The amount of collateral obtained, if deemed
necessary by the Bank upon extension of credit, is based on management’s credit evaluation of the customer.
Collateral held varies but may include Small Business Administration guarantees, personal or commercial real
estate, accounts receivable, inventory, and equipment.
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Note 11 - Contingencies

In the normal course of business, the Bank is subject to various lawsuits involving matters generally incidental to
its business. Management is of the opinion that the ultimate liability, if any, resulting from any pending actions or
proceedings will not have a material effect on the financial position or results of operations of the Bank.

Note 12 - Employment Agreements

The Bank has entered into change of control agreements with certain officers. Upon resignation after a change in
control of the Bank, as defined in the agreements, the individuals will receive monetary compensation in the
amount set forth in the agreements.

Note 13 - Stock Option Plans

Directors’ Stock Option Plan

The Bank’s 2001 Stock Option Plan for Directors (the 2001 Director Plan) was adopted by the Bank’s Board
of Directors on March 27, 2001 and approved by the Stockholders on April 26, 2001. Under the 2001 Plan
the maximum term of the option grants is 7 years. The Bank’s 2002 Stock Option Plan for Directors (2002
Director Plan) was adopted by the Bank’s Board of Directors on March 25, 2002 and approved by the
Stockholders on April 25, 2002. Under the 2002 Plan, the maximum term of the option grant is 10 years.
Vesting requirements for the plans are at the discretion of the Board of Directors. The plans provide for the
total issuance of up to 126,335 shares (as adjusted for the 5% stock dividends issued in 2006 and 2005) or
approximately nine percent of the then outstanding shares of the common stock (provided that the number of
shares issuable under both Plans, together with the number of shares issuable pursuant to any options granted
under any other stock option plan maintained by the Bank, other than any stock option plan which issues
options which qualify as incentive stock options under Section 422 of the IRS Code, does not exceed ten
percent of the then outstanding shares of the common stock). As of December 31, 2008, there were 11,079
shares available for grant under the 2001 and 2002 Directors’ Plans.

Employee Stock Option Plan

The Bank’s 2001 Stock Option Plan for Employees (the 2001 Employee Plan) was adopted by the Bank’s
Board of Directors on March 27, 2001 and approved by the Stockholders on April 26, 2001. Under the 2001
Plan, the maximum term of the option grants is 7 years. The Bank’s 2002 Stock Option Plan for Employees
(the 2002 Employee Plan) was adopted by the Bank’s Board of Directors on March 25, 2002 and approved by
the Stockholders on April 25, 2002. Under the 2002 Plan, the maximum term of the option grants is 10 years.
Vesting requirements for the plans are at the discretion of the Board of Directors. The Plans provide for the
total issuance of up to 181,900 shares (as adjusted for the 5% stock dividends issued in 2006 and 2005). As
of December 31, 2008, there are 116,692 shares available for grant under the 2001 and 2002 Employee Plans.
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Note 13 - Stock Option Plans (Continued)

Employee Stock Option Plan (Continued)

A summary of the status of the Bank’s stock option plans as of December 31, 2008 and 2007, and the change
during the years then ended is represented below:

2008 2007

Shares

Weighted
Average
Exercise
Price Shares

Weighted
Average
Exercise
Price

Outstanding, beginning of year 191,546 $5.45 191,546 $5.45
Granted - - - -
Exercised - - - -
Canceled/forfeited (23,416) 6.56 - -

Outstanding, end of year 168,130 $5.30 191,546 $5.45

Exercisable, end of year 152,562 $5.08 159,521 $5.02

The weighted average remaining contractual life of the outstanding options at December 31, 2008 is 3.13
years. The range of exercise prices is $3.76 to $9.05. The weighted average remaining contractual life of
exercisable options at December 31, 2008 is 3.08 years. The aggregate intrinsic value of stock options
outstanding at December 31, 2008 was $68,000. The aggregate intrinsic value of stock options exercisable at
December 31, 2008 was $68,000.

Note 14 - Regulatory Matters

State banking statutes restrict the amount of dividends on capital stock. Accordingly, no dividends shall be paid
by the Bank on its capital stock unless following the payment of such dividends, the capital stock of the Bank will
be unimpaired, and (1) the Bank will have a surplus of not less than 50% of its capital, or, if not, (2) the payment
of such dividend will not reduce the surplus of the Bank. In addition, dividends would be prohibited if the effect
thereof would cause the Bank’s capital to be reduced below applicable minimum capital requirements.

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

Quantitative measures established by regulation to ensure capital adequacy require the Bank to maintain
minimum amounts and ratios, set forth in the following tables, of total and Tier 1 capital (as defined in the
regulations) to risk-weighted assets (as defined), and of Tier 1 capital (as defined) to average assets (as defined).
Management believes, as of December 31, 2008, that the Bank meets all capital adequacy requirements to which
it is subject.
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Note 14 - Regulatory Matters (Continued)

The Bank’s actual capital amounts and ratios are presented in the table.

Actual
For Capital Adequacy

Purposes

To be Well Capitalized
under Prompt

Corrective Action
Provisions

Amount Ratio Amount Ratio Amount Ratio
(Dollar Amounts in Thousands)

As of December 31, 2008:
Total capital (to risk-weighted assets) $6,924 10.16 % $5,453 ≥≥≥≥8.00 % $6,816 ≥≥≥≥10.00 %
Tier 1 capital (to risk-weighted assets) 6,081 8.92 2,727 ≥≥≥≥4.00 4,090 ≥≥≥≥ 6.00
Tier 1 capital (to average assets) 6,081 5.89 4,128 ≥≥≥≥4.00 5,160 ≥≥≥≥ 5.00

As of December 31, 2007:
Total capital (to risk-weighted assets) $6,055 9.66 % $5,015 ≥8.00 % $6,269 ≥10.00 %
Tier 1 capital (to risk-weighted assets) 5,305 8.46 2,507 ≥4.00 3,761 ≥ 6.00
Tier 1 capital (to average assets) 5,305 6.48 3,273 ≥4.00 4,091 ≥ 5.00

As shown above, as of December 31, 2007 the Bank fell below the well-capitalized requirement of 10% for total
capital to risk-weighted assets. In December 31, 2007, the Bank commenced the sale for no less than 575,000
shares, no more than 1,825,000 shares of its common stock at $4.35 per share in a private placement
memorandum. In 2008, the Bank sold 365,265 shares at a price of $4.35 per share. With this additional capital
raised, the Bank exceeds the capital requirements to be well capitalized as of December 31, 2008.

Note 15 - Lease Commitments

On December 29, 2006, the Bank entered into a lease agreement with a related party for a branch site. The lease
commenced July 1, 2007. Monthly rental payments will be $8,667 for the first five years of the initial lease term
of 12 years, beginning in 2007 with incremental increases every two years thereafter. The Bank is also required
to pay a monthly fee for its portion of certain operating expenses, including real estate taxes, insurance, utilities,
maintenance and repairs in addition to the base rent. The total rent expense for the years ended December 31,
2008 and 2007 amounted to $111,000 and $53,000, respectively.

Future minimum lease payments by year and in the aggregate, under the branch lease agreement, are as follows:

2009 $ 106
2010 106
2011 106
2012 106
2013 106
Thereafter 585

$1,115
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Note 16 - Fair Value Measurements and Fair Values of Financial Instruments

Management uses its best judgment in estimating the fair value of the Bank’s financial instruments; however,
there are inherent weaknesses in any estimation technique. Therefore, for substantially all financial instruments,
the fair value estimates herein are not necessarily indicative of the amounts the Bank could have realized in a
sales transaction on the dates indicated. The estimated fair value amounts have been measured as of their
respective year-ends and have not been re-evaluated or updated for purposes of these financial statements
subsequent to those respective dates. As such, the estimated fair values of these financial instruments subsequent
to the respective reporting dates may be different than the amounts reported at each year-end.

In September 2006, the Financial Accounting Standards Board (“FASB”) issued Statement No. 157, Fair Value
Measurements (“SFAS 157”), which defines fair value, establishes a framework for measuring fair value under
GAAP, and expands disclosures about fair value measurements. SFAS 157 applies to other accounting
pronouncements that require or permit fair value measurements. The Bank adopted SFAS 157 effective for its
fiscal year beginning January 1, 2008.

In December 2007, the FASB issued FASB Staff Position 157-2, Effective Date of FASB Statement No. 157
(“FSP 157-2”). FSP 157-2 delays the effective date of SFAS 157 for all non-financial assets and liabilities,
except those that are recognized or disclosed at fair value on a recurring basis (at least annually) to fiscal years
beginning after November 15, 2008 and interim periods within those fiscal years. As such, the Bank only
partially adopted the provisions of SFAS 157, and will begin to account and report for non-financial assets and
liabilities in 2009. In October 2008, the FASB issued FASB Staff Position 157-3, Determining the Fair Value of
a Financial Asset When the Market for that Asset is Not Active (“FSP 157-3”), to clarify the application of the
provisions of SFAS 157 in an inactive market and how an entity would determine fair value in an inactive market.
FSP 157-3 is effective immediately and applies to the Bank’s December 31, 2008 financial statements. The
adoption of SFAS 157 and FSP 157-3 had no impact on the amounts reported in the financial statements.

SFAS 157 establishes a fair value hierarchy that prioritizes the inputs to valuation methods used to measure fair
value. The hierarchy gives the highest priority to unadjusted quoted prices in active markets for identical assets or
liabilities (Level 1 measurements) and the lowest priority to unobservable inputs (Level 3 measurements). The
three levels of the fair value hierarchy under SFAS 157 are as follows:

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

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

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

An asset’s or liability’s level within the fair value hierarchy is based on the lowest level of input that is significant
to the fair value measurement.
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Note 16 - Fair Value Measurements and Fair Values of Financial Instruments (Continued)

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

Description
December 31,

2008

(Level 1)
Quoted Prices
in Active

Markets for
Identical
Assets

(Level 2)
Significant
Other

Observable
Inputs

(Level 3)
Significant

Unobservable
Inputs

(In Thousands)

Securities available for sale $ 24,007 $ - $24,007 $ -

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

Description
December 31,

2008

(Level 1)
Quoted Prices
in Active

Markets for
Identical
Assets

(Level 2)
Significant
Other

Observable
Inputs

(Level 3)
Significant

Unobservable
Inputs

(In Thousands)

Impaired loans $863 $ - $ - $863

As discussed above, the Bank has delayed its disclosure requirements of non-financial assets and liabilities.
Certain real estate owned is carried at fair value at the balance sheet date for which the Bank has not yet adopted
the provisions of SFAS 157.

The following information should not be interpreted as an estimate of the fair value of the entire Bank since a fair
value calculation is only provided for a limited portion of the Bank’s assets and liabilities. Due to a wide range of
valuation techniques and the degree of subjectivity used in making the estimates, comparisons between the
Bank’s disclosures and those of other companies may not be meaningful. The following methods and
assumptions were used to estimate the fair values of the Bank’s financial instruments at December 31, 2008 and
2007:

Cash and Cash Equivalents (Carried at Cost)

The carrying amounts reported in the balance sheet for cash and short-term instruments approximate those
assets’ fair values.
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Note 16 - Fair Value Measurements and Fair Values of Financial Instruments (Continued)

Securities Available for Sale (Carried at Fair Value)

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

Loans Receivable (Carried at Cost)

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

Impaired Loans (Generally Carried at Fair Value)

Impaired loans are those that are accounted for under FASB Statement No. 114, Accounting by Creditors for
Impairment of a Loan (“SFAS 114”), in which the Bank has measured impairment generally based on the fair
value of the loan’s collateral. Fair value is generally determined based upon independent third-party
appraisals of the properties, or discounted cash flows based upon the expected proceeds. These assets are
included as Level 3 fair values, based upon the lowest level of input that is significant to the fair value
measurements. The fair value consists of the loan balances of $1,033,000 net of a valuation allowance of
$170,000.

Investment in Restricted Stock (Carried at Cost)

The carrying amount of investment in restricted stock approximates fair value, and considers the limited
marketability of such securities.

Accrued Interest Receivable and Payable (Carried at Cost)

The carrying amount of accrued interest receivable and accrued interest payable approximates its fair value.

Deposit Liabilities (Carried at Cost)

The fair values disclosed for demand deposits (e.g., interest and noninterest checking, passbook savings and
money market accounts) are, by definition, equal to the amount payable on demand at the reporting date (i.e.,
their carrying amounts). Fair values for fixed-rate certificates of deposit are estimated using a discounted
cash flow calculation that applies interest rates currently being offered in the market on certificates to a
schedule of aggregated expected monthly maturities on time deposits.
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Note 16 - Fair Value Measurements and Fair Values of Financial Instruments (Continued)

Borrowings from FHLB (Carried at Cost)

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

Off-Balance Sheet Financial Instruments (Disclosed at Cost)

Fair values for the Bank’s off-balance sheet financial instruments (lending commitments and letters of credit)
are based on fees currently charged in the market to enter into similar agreements, taking into account, the
remaining terms of the agreements and the counterparties’ credit standing.

The estimated fair values of the Bank’s financial instruments were as follows at December 31, 2008.

2008
Carrying
Amount

Fair
Value

(In Thousands)

Financial assets:
Cash and due from banks $ 7,954 $ 7,954
Securities available for sale 24,007 24,007
Loans, net 73,662 74,150
Investment in restricted stock 816 816
Accrued interest receivable 505 505

Financial liabilities:
Deposits 87,158 87,889
Borrowings from FHLB 15,500 16,563
Accrued interest payable 223 223

Off-balance sheet financial instruments:
Commitments to extend credit - -
Outstanding letters of credit - -
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Independent Auditor’s Report

To the Board of Directors
Allegiance Community Bank
South Orange, New Jersey

We have audited the accompanying balance sheets of Allegiance Community Bank (the “Bank”) as of
December 31, 2008 and 2007, and the related statements of operations, stockholders’ equity, and cash flows
for the years then ended. These financial statements are the responsibility of the Bank’s management. Our
responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United
States of America. Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement. An audit includes examining, on a
test basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audits provide a reasonable basis for our
opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of Allegiance Community Bank as of December 31, 2008 and 2007, and the results of its
operations and its cash flows for the years then ended, in conformity with accounting principles generally
accepted in the United States of America.

Beard Miller Company LLP
Allentown, Pennsylvania
March 16, 2009, except for Note 2 as to which the date is

March 20, 2009
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