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FARNSWORTH BANCORP, INC.

GARY N. PELEHATY

PRESIDENT
CHIEF EXECUTIVE OFFICER

To Our Stockholders:

On behalf of our Board of Directors and employees, we are pleased to present our
2002 Annual Report to Stockholders. As you will see in the Annual Report, our net
income increased significantly during fiscal 2002 due, in large part, to increased net
interest income from core operations. As a result of our improved earnings and our
continuing commitment to enhancing your value in our Company, the Board of
Directors declared its first dividend of $.05 per share in October 2002. This was a big
step in our evolution as a public company and we were very pleased to return some of
our earnings to our stockholders this year. We expect to pay cash dividends on a semi-
annual basis.

For the fiscal year ended September 30, 2002, the Company earned $395,000 or
$1.18 per share, as compared to $10,099 or $.03 per share for the fiscal year ended
September 30, 2001. At September 30, 2002, the Company’s assets totaled $83.2 mil-
lion, as compared to $67.5 million at September 30, 2001. Stockholders’ equity was
$6.2 million or $17.15 per share at September 30, 2002, compared to $5.7 million or
$15.70 per share at September 30, 2001. The increase in assets was primarily due to
an increase in loans receivable, net.

We expect to open our new Marlton branch office in early 2003, as well as adding
interactive Internet banking.

Our goal remains the same as it has always been, to enhance your investment in
our Company.

Sincerely,

z ‘

Gary N. Pelehaty
President and Chief Executive Officer

780 FARNSWORTH AVENUE ¢ BORDENTOWN, NJ 08505 e 600-208-0723 o Fax: 609-208-5321
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CORPORATE PROTFILE

Farnsworth Bancorp, Inc. (the “Company”) is the parent company for Peoples Savings Bank (the “Bank”). The
Company was formed as a New Jersey corporation in May 1998 at the direction of the Bank in connection with the
Bank’s conversion from a mutual to stock form of ownership. The Company acquired all of the capital stock issued
by the Bank upon its conversion. On September 29, 1998, the Bank completed its conversion in connection with a
$3.8 million initial public offering of the Company’s common stock. The Company is a grandfathered unitary savings
and loan holding company which, under existing laws, generally is not restricted in the types of business activities in
which it may engage provided that the Bank retains a specified amount of its assets in housing-related investments.
At the present time, the Company conducts 1o significant business or operations of its own other than holding all of
the outstanding stock of the Bank and investing the Company’s portion of the net proceeds obtained in the mutual-
to-stock conversion.

Peoples Savings Bank, founded in 1880 under the name of “The Bordentown Building and Loan Association,” is a
federally chartered stock savings bank headquartered in Bordentown, New Jersey. The Bank is subject to examina-
tion and comprehensive regulation by the Office of Thrift Supervision {the “OTS") and its deposits are federally
insured by the Federal Deposit Insurance Corporation (the “FDIC”) under the Savings Association Insurance Fund
(the “SAIF”). The Bank is a member of, and owns capital stock in, the Federal Home Loan Bank (the “FHLB”) of
New York, which is one of the twelve regional banks in the FHLB system.

The Bank operates a traditional savings bank business, attracting deposit accounts from the general public and using
those deposits, together with other funds, primarily to originate and invest in loans secured by one- to four-family
residential real estate.

In addition to the Bank, the Company has one subsidiary, Peoples Financial Services, Inc., a New Jersey corpora-
tion which was incorporated in November of 2000. Peoples Financial Services, Inc. was organized for the purpose
of providing securities brokerage and investment advisory services and products to customers of the Bank and the
general public. Peoples Financial Services, Inc. has a networking agreement with a third party, and began offering
such products and services from the Bank’s main and branch offices in December 2000.

STOCK PRICE [INFORMATION

The Company’s common stock has been traded in the over the counter market on the OTC-Electronic Bulletin Board
under the trading symbol of “FNSW” since it commenced trading on September 30, 1998. The following table reflects
high and low bid prices as reported on www.nasdaq.com for the calendar quarters indicated. The quotations reflect
inter-dealer prices, without retail mark-up, markdown or commission and may not represent actual transactions.

Quarter Ended High Low

December 31, 2000 $10.125 $9.125
March 31, 2001 $11.25 $9.50

June 30, 2001 $12.60 $10.56
September 30, 2001 $12.25 $11.00
December 31, 2001 $12.30 $10.65
March 31, 2002 $13.00 $11.75
June 30, 2002 $15.30 $12.95
September 30, 2002 $15.40 $13.65

The number of shareholders of record of common stock as of December 10, 2002, was approximately 388. This does
not reflect the number of persons or entities who held stock in nominee or “street” name through various brokerage
firms. At December 10, 2002, there were 360,866 shares outstanding. There were no dividends paid by the Company
during the fiscal year ended September 30, 2002. However, the Board of Directors did declare a cash dividend of $.05
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per share subsequent to September 30, 2002, payable on November 14, 2002, to stockholders of record on November
4,2002. The total amount of the dividend paid was approximately $18,000. The Company anticipates paying a cash
dividend on a semi-annual basis.

The Company’s ability to pay dividends to stockholders is largely dependent upon the dividends it receives from the
Bank. The Bank may not declare or pay a cash dividend on any of its stock if the effect thereof would cause the Bank’s
regulatory capital to be reduced below (1) the amount required for the liquidation account established in connection
with the Conversion, or {2) the regulatory requirements imposed by the OTS.

SELECTED FINANCIAL RATIOS AND OTHER DATA

At or For the Years Ended

September 30,

2002 2001
Return on average assets 5.25% 0.02%
Return on average equity 6.84 0.18
Average equity to average assets ratio 7.68 9.02
Equity to assets at period end 7.44 8.39
Net interest rate spread 3.59 2.60
Net yield on average interest-earning assets 3.86 3.08
Non-performing loans to total assets 0.17 0.03
Allowance for loan loss to total loans 0.48 0.46

MANAGEMENT’S DISCUSSION AND ANALYSIS OF
FINANCIALCONDITION AND RESULTS OF OPERATIONS

The following discussion of the financial condition and results of operations of the Company and the Bank should be
read in conjunction with the accompanying Consolidated Financial Statements.

GENERAL
The following discussion relates only to the Bank’s financial condition and results of operations.

The Bank’s results of operations depend primarily on net interest income, which is determined by (i) the difference
between rates of interest the Bank earns on its interest-earning assets and the rates the Bank pays on interest-bearing
liabilities (interest rate spread), and {(ii) the relative amounts of interest-earning assets and interest-bearing liabilities.
The Bank’s results of operations are also affected by non-interest income, including, primarily, income from customer
deposit account service charges, gains and losses from the sale of investment securities and non-interest expense,
including, primarily, compensation and employee benefits, federal deposit insurance premiums, office occupancy
cost, and data processing cost. The Bank’s results of operations are also affected significantly by general and economic
and competitive conditions, particularly changes in market interest rates, government policies and actions of regula-
tory authorities, all of which are beyond the Bank’s control.

MARKET RISK ANALYSIS

Qualitative Analysis. The Bank’s assets and liabilities may be analyzed by examining the extent to which they are
interest rate sensitive and by monitoring the expected effects of interest rate changes on the Bank’s net portfolio
value. An asset or liability is interest rate sensitive within a specific time period if it will mature or re-price within
that time period. If the Bank’s assets mature or re-price more quickly or to a greater extent than its liabilities, the
Bank’s net portfolio value and net interest income would tend to increase during periods of rising interest rates but
decrease during periods of falling interest rates. Conversely, if the Bank’s assets mature or re-price more slowly or to
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a lesser extent than its liabilities, the Bank’s net portfolio value and net interest income would tend to decrease dur-
ing periods of rising interest rates but increase during periods of falling interest rates. The Bank’s policy has been to
address the interest rate risk inherent in the typical savings institution business of originating long-term loans funded
by short-term deposits by maintaining sufficient liquid assets for material and prolonged changes in interest rates and
by originating loans with shorter terms to maturity such as construction, commercial and consumer loans.

Quantitative Analysis. [n order to encourage savings associations to reduce their interest rate risk, the OTS adopted
a rule incorporating an interest rate risk (“IRR”) component into the risk-based capital rules. The IRR component is a
dollar amount that will be deducted from total capital for the purpose of calculating an institution’s risk-based capital
requirement and is measured in terms of the sensitivity of its net portfolio value (“*NPV”} to changes in interest rates.
NPV is the difference between incoming and outgoing discounted cash flows from assets, liabilities, and off-balance
sheet contracts. An institution’s IRR is measured as the change to its NPV as a result of a hypothetical 200 basis point
(“bp”) change in market interest rates. A resulting change in NPV of more than 2% of the estimated present value of
total assets (“PV”) will require the institution to deduct from its capital 50% of that excess change. The rules provide
that the OTS will calculate the IRR component quarterly for each institution. Based on the Bank’s asset size and risk-
based capital, the Bank has been informed by the OTS that it is exempt from this rule. Nevertheless, the following table
presents the Bank’s NPV at September 30, 2002, as calculated by the OTS, based on quarterly information voluntari-
ly provided to the OTS.

Changes
In Market Net Portfolio Value
Interest Rates $ Amount $ Change % Change NPV Ratio(1)
(basis points)(2) {Dollars in thousands)
+300 5,163 -5,472 -51% 6.29%
+200 7,153 -3,482 -33% 8.47%
+100 9,109 -1,526 -14% 10.50%
0 10,635 - - 12.00%
-100 11,459 824 +8% 12.75%

(1) Calculated as the estimated NPV divided by present value of total assets.
(2) the -200bp and -300bp scenarios are not shown due to the current low interest rate environment.

Computations of prospective effects of hypothetical interest rate changes are based on numerous assumptions, includ-
ing relative levels of market interest rates, prepayments and deposit run-offs and should not be relied upon as indica-
tive of actual results. Certain shortcomings are inherent in such computations. Although certain assets and liabilities
may have similar maturities or periods of re-pricing, they may react at different times and in different degrees to
changes in market rates of interest. The interest rates on certain types of assets and liabilities may fluctuate in advance
of changes in market interest rates, while rates on other types of assets and liabilities may lag behind changes in mar-
ket interest rates. In the event of a change in interest rates, prepayments and early withdrawal levels could deviate
significantly from those assumed in making the calculations set forth above. Additionally, an increased credit risk may
result as many borrowers may be unable to service their debt in the event of an interest rate increase.

The Bank’s Board of Directors review the Bank’s asset and liability policies on a quarterly basis. The Board meets quar-
terly to review interest rate risk and trends, as well as liquidity and capital ratios and requirements. Management
administers the policies and determinations of the Board of Directors with respect to the Bank’s asset and liability
goals and strategies. The Bank expects that its asset and liability policies and strategies will continue as described so
long as competitive and regulatory conditions in the financial institution industry and market interest rates continue
as they have in recent years.

FINANCIAL CONDITION

Total assets increased $15.7 million or 23.3% to $83.2 million at September 30, 2002 from $67.5 million at
September 30, 2001. The increase was primarily attributable to a $13.0 million increase in the Bank’s loans receiv-
able, net, a $2.9 million increase in available for sale securities and a $600,000 increase in equipment, partially offset
by a $100,000 decrease in cash and due from banks and a decrease of $1.0 million in held-to-maturity investment
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securities. The Bank’s total liabilities increased $15.1 million or 24.4% to $77.0 million at September 30, 2002 from
$61.9 million at September 30, 2001. The increase was primarily attributable to a $17.1 million increase in deposits,
offset by a $2.1 million decrease in FHLB advances. Deposits increased primatily due to stock market conditions and
the resulting shift of investments into certificates of deposit and savings accounts. The increase in loans receivable was
due to greater marketing and increased demand in the Bank’s primary market area. The Bank has increased its com-
mercial real estate loan portfolio in recent periods.

Stockholders’ equity was $6.2 million or 7.4% of total assets at September 30, 2002, as compared to $5.7 million or
8.4% of total assets at September 30, 2001. The increase was due primarily to increased net income.

AVERAGE BALANCE SHEET

The following table sets forth a summary of average balances of assets and liabilities as well as average yield and rate
information. Average balances are based upon month-end balances, however, the Bank does not believe the use of
month-end balances differs significantly from an average based upon daily balances. There have been no tax equiva-
lent adjustments made to yields.

Year Ended September 30,
2002 2001
Average Average
Average Yield/ Average Yield/
Balance Interest Cost Balance Interest Cost

' (Dollars in thousands)
Interest-earning assets:

Loans receivable(1) $53,258 $ 3,976 7.46%  $42202 $3,238 7.67%
Investment securities(2) 18,778 865 4.61 16,157 872 5.40
Total interest-earning assets 72,036 4,841 6.72 58,359 4,110 7.04
Noninterest-earning assets 3,134 2,629
Total assets $75,170 §$ 4,841 $60,088 $4,110
Interest-bearing liabilities:
NOW accounts $ 9457 § 96 1.01 $ 7,365 § 100 1.36
Savings accounts 13,191 288 2.18 8,119 192 2.36
Money market accounts 2,451 55 2.24 2,451 63 2.57
Certificates of deposit 39,013 1,508 3.87 29,424 1,647 5.60
FHLB - Advances 1,780 114 6.40 4,677 311 6.65
Total interest-bearing liabilities 65,892 2,061 3.13 52,036 2,313 4.44
Noninterest-bearing liabilities 3,506 3,448
Total liabilities 69,398 55,484
Stockholders’ equity 5,772 5,504
Total liabilities and
stockholders’ equity $75,170  $ 2,061 $60,088 $2313
Net interest income $ 2,780 $ 1,797
Interest rate spread(3) 3.59% 2.60%
Net yield on interest-earning assets(4) 3.86% 3.08%
Ratio of average interest-earning assets
to average interest-bearing liabilities 109.54% 112.22%

1) Average balances include non-accrual leans.

2) Includes mortgage-backed securities, investrnent securities and interest-bearing deposits in other financial institutions.

3) Interest rate spread represents the difference between the average yield on interest-earning assets and the average cost of interest-bearing liabilities.
4) Net yield on interest-earning assets represents net interest income as a percentage of average interest-earning assets.

(
{
{
{
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RATE/VOLUME ANALYSIS

The table below sets forth certain information regarding changes in the Bank’s interest income and interest expense
for the periods indicated. For each category of interest-earning assets and interest-bearing liabilities, information is
provided on changes attributable to (ijchanges in volume (changes in average volume multiplied by old rate};
(ii)changes in rates (changes in rate multiplied by old average volume); (iiijchanges in rate-volume (changes in rate
multiplied by the change in average volume).

Years Ended September 30,
2002 vs 2001
Increase {Decrease)
Due to

Rate/
Volume Rate Volume Net

(In thousands)

Interest income:

Loans receivable $848 $(87) $(23) $738
[nvestment securities 97 (57) (47) (7)
Total interest income $945 $(144) $(70) $731
Interest expense:
NOW accounts $27 $ (27) $ 4 $ (4
Savings account 120 (14) (10) 96
Money market accounts (8) (8)
Certificates of deposits 537 (674) (2) (139)
FHLB advances (193) s 7 (197)
Total interest expense $491 $(734) $ (9) $(252)
Change in net interest income $454 $590 $(61) $983
RESULTS OF OPERATIONS

Net Income. The Bank’s net income increased $385,000 for the year ended September 30, 2002, to $395,000 from
$10,000 for the year ended September 30, 2001. This increase was primarily attributable to increased net interest
income of $983,000 and an increase in noninterest income of $28,000, partially offset by an increase in noninterest
expense of $339,000 and an increase in income taxes of $214,000.

Net Interest Income. Net interest income is the most significant component of the Bank’s income from operations.
Net interest income is the difference between interest the Bank received on its interest-earning assets, primarily loans,
investment and mortgage-backed securities and interest the Bank pays on its interest-bearing liabilities, primarily
deposits and borrowings. Net interest income depends on the volume of and rates earned on interest-earning assets
and the volume of and rates paid on interest-bearing liabilities.

Net interest income after provision for loan losses increased $908,000 or 51.7%, to $2.7 million for the year ended
September 30, 2002. This increase was primarily due to an increase in interest on loans of $737,000 coupled with
a decrease in interest on deposits of $55,000 and a decrease in interest on FHLB advances of $197,000, partially off-
set by an increase in the provision for loan losses of $75,000 and a decrease in interest on investments of $6,000.
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The increase in the average balance of interest-earning assets of $13.6 million primarily reflects increases of approx-
imately $11.1 million in the Bank’s average balance of loans and $2.6 million in the average balance of securities.
The increase in average interest-bearing liabilities of $13.8 million reflects increases of $2.0 million in the Bank’s
average balance of interest-bearing NOW accounts and $14.7 million in the average balance of savings, money
market and certificates of deposit, partially offset by a decrease of $2.9 million in the average balance of FHLB
borrowings.

Provision for Loan Losses. Provision for loan losses was $116,000 for the year ended September 30, 2002, as com-
pared to $41,000 for the year ended September 30, 2001. The provision is established to adjust the balance of the
allowance for loan losses to a level management feels is appropriate based on the risk characteristics of the loan portfolio.

Management believes the allowance for loan losses is at a level that is adequate to provide for estimated Josses.
However, there can be no assurance that further additions will not be made to the allowance and that such losses
will not exceed the estimated amount.

Noninterest Income. Noninterest income increased $28,000 or 8.9% from $316,000 for the year ended September
30, 2001 to $344,000 for 2002. This increase in the Bank’s noninterest income was due to an increase in fees and
other service charges of $47,000 offset by a decrease in the net realized gains on the sale of available for sale secu-
rities of $19,000.

Noninterest Expense. Noninterest expense increased $339,000 or 16.1% from $2.1 million for the year ended
September 30, 2001, to $2.4 million for 2002. The increase in the Bank’s noninterest expense was due to a $4,000
increase in the Bank’s occupancy and equipment expense, a $56,000 increase in other noninterest expense, an
increase of $277,000 in the Bank’s compensation and benefits and an increase of $2,000 in the Bank’s federal insurance
premiums. The category of non-interest expense described as “Other” is comprised of expenses related to advertising,
fees charged by banks, loan processing fees, NOW expenses, costs related to supplies and various professional fees. The
highest of these expenses was $95,000 for bank processing fees. The increase in compensation and benefits expense
was due in part to additional personnel required to support the Bank’s growth.

Income Tax Expense. Income tax expense increased $214,000 from $4,000 for the year ended September 30,
2001 to $218,000 for 2002. This increase in income tax expense is due to the increase in net taxable earnings of
the Bank. The Bank’s effective tax rate was 35.6% and 28.5% for the years ended September 30, 2002 and 2001,
respectively.

LIQUIDITY AND CAPITAL RESOURCES

The Bank is required to maintain adequate levels of liquid assets for its safe and sound operation.

The Bank’s primary sources of funds are deposits, repayment of loans and mortgage-backed securities, maturities of
investment securities and interest-bearing deposits with other banks, advances from the FHLB of New York, and
funds provided from operations. While scheduled repayments of loans and mortgage-backed securities and maturities
of investment securities are predictable sources of funds, deposit flows, and loan prepayments are greatly influenced
by the general level of interest rates, economic conditions and competition. The Bank uses its liquidity resources prin-
cipally to fund existing and future loan commitments, maturing certificates of deposit and demand deposit with-
drawals, to invest in other interest-earning assets, to maintain liquidity, and meet operating expenses.

Net cash provided by the Bank’s operating activities (the cash effects of transactions that enter into the Bank’s deter-
mination of net income e.g., non-cash items, amortization and depreciation, provision for loan losses) for the year
ended September 30, 2002 totaled $611,000, an increase of $385,000 as compared to 2001.
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Net cash used by the Bank’s investing activities (i.e., cash disbursements, primarily for the purchase of the Bank’s
investment securities and mortgage-backed securities portfolios and the Bank’s loan portfolio) for the year ended
September 30, 2002, totaled $15.7 million, an increase of $12.5 million. The increase in cash used was primarily
attributable to funding net loan growth of $13.1 million in 2002 as compared to $5.3 million in 2001 as well as
net purchases of available for sale investment securities in 2002 of $2.8 million. Additionally uses of cash were to
purchase premises and equipment of $751,000 and purchase of Federal Home Loan Bank stock of $127,000. The
use of cash was partially offset by paydowns and maturities of held-to-maturity investment securities of $900,000
in 2002.

Net cash provided in the Bank’s financing activities (i.e., cash receipts primarily from net proceeds from stock
issuance and from net increases in deposits and net increases in FHLB advances) for the year ended September 30,
2002 totaled $15.0 million, an increase of $6.0 million as compared to the year ended September 30, 2001. This
increase in cash was primarily attributable to increased deposits of $17.1 million offset by repayment of FHLB
advances of $2.1 million, net of advances. :

Approximately $34.9 million of the Bank’s time deposits mature within the next 12 months. The Bank expects such
deposits to be renewed at market rates. In addition to this source of continuing funding, the Bank has total borrowing
capacity of 25% of total assets through the FHLB of New York.
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INDEPENDENT AUDITOR’S REPORT

Kronick
i Kalada
1 Berdy & Co.

A Professional Corporation

Certified Public Accountants

To the Board of Directors
Farnsworth Bancorp, Inc.

We have audited the accompanying consolidated statements of financial condition of Farnsworth
Bancorp, Inc. and Subsidiaries as of September 30, 2002 and 2001, and the related consolidated
statements of income and comprehensive income, changes in stockholders’ equity and cash flows
for the years then ended. These consolidated financial statements are the responsibility of the
Company’s management. Our responsibility is to express an opinion on these consolidated financial
statements based on our audits.

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

In our opinion, the consolidated financial statements referred to above present fairly, in all material
respects, the financial position of Farnsworth Bancorp, Inc. and Subsidiaries at September 30, 2002
and 2001, and the results of their operations and their cash flows for the years then ended in con-
formity with accounting principles generally accepted in the United States of America.

Knowel KokadsBon syita
Kingston, Pennsylvania
October 28, 2002

190 Lathrop Street ¢ Kingston, PA 18704 e (570) 283-2727 & (570) 283-1670 Telefax

i 101 West Broad Street 24 N. Seventh Street
w Hazleton, PA 18201 Stroudsburg, PA 18360
\j (570) 4591373 (570) 420-9500
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FARNSWORTH BANCORP, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF FINANCIAL CONDITION
September 30, 2002 and 2001

ASSETS 2002
Cash and due from banks R 9,161,801
Securities available for sale 11,710,884
Securities held to maturity (fair value $1,186,158

and $2,105,955 at September 30, 2002 and 2001, respectively) 1,147,300
Loans receivable, net 58,026,218
Accrued interest receivable 390,459
Federal Home Loan Bank of New York stock at cost,

substantially restricted 499,800
Premises and equipment 2,117,790

Prepaid income taxes
Real estate owned -
Other assets 99,447

Total assets $ 83,153,699
LIABILITIES AND STOCKHOLDERS' EQUITY

Deposits:
Noninterest bearing $ 2,702,286
Interest bearing 72,586,701
Federal Home Loan Bank advances 1,094,474
Advances by borrowers for taxes and insurance 255,953
Accrued income taxes 87,011
Deferred income taxes 71,002
Accrued interest payable 35,984
Accounts payable and other accrued expenses 132,228
Total liabilities 76,966,539

Preferred stock $.10 par value, 1,000,000 shares
authorized; none issued and outstanding
Common stock $.10 par value, 5,000,000 shares

authorized; 379,858 shares issued; shares outstanding 360,866 37,985
Additional paid in capital 3,396,262
Treasury stock at cost, 18,992 shares (185,172)
Retained earnings substantially restricted 2,980,935
Common stock acquired by employee stock ownership plan (ESOP) (174,414)
Common stock acquired by restricted stock plans (RSPs) (54,765)
Accumulated other comprehensive income, unrealized

appreciation on available for sale securities, net of income taxes 186,329

Total stockholders’ equity 6,187,160
Total liabilities and stockholders’ equity $ 83,153,699

The accompanying notes are an integral part of these consolidated financial statements.
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2001

9,282,084
8,824,145

2,058,245
44,987,076
318,685

372,600
1,481,675
15,292
130,292
58,642

67,528,736

2,752,941
55,403,494
3,224,606
240,168

80,781
61,009
100,297

61,863,296

37,085
3,396,262
(185,172)
2,585,704
(204,774)
(105,444)

140,879

5,665,440

$

67,528,736
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FARNSWORTH BANCORP, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF INCOME COMPREHENSIVE INCOME

For the Years Ended September 30, 2002 and 2001

2002
Interest income:
Loans receivable $ 3,975,688
Investments 865,143
Total interest income 4,840,831
Interest expense:
Deposits 1,946,940
Federal Home Loan Bank advances 113,651
Total interest expense 2,000,591
Net interest income 2,780,240
Provision for loan losses 115,849
Net interest income after provision for loan losses 2,664,391
Noninterest income:
Fees and other service charges 285,567
Net realized gains on sale of available for sale securities 58,836
Total noninterest income 344,403
Noninterest expense:
Compensation and benefits 1,279,154
Occupancy and equipment 486,831
Federal insurance premiums and assessments 10,605
Other 619,129
Total noninterest expense 2,395,719
Income before provision for income taxes 613,075
Provision for income taxes 217,844
Net income 305,231
Other comprehensive income
Unrealized gain on securities available for sale, arising during
the period, net of taxes of $53,185, 2002; $124,668, 2001 84,286
Reclassification adjustment, net of taxes of $20,000, 2002;
$26,000, 2001 (38,8306)
Comprehensive income $ 440,681
Net income per common shares:
Basic $ 1.18
Diluted $ 1.16
Weighted average number of shares outstanding during the year
Basic 335,450
Diluted 340,539

The accompanying notes are an integral part of these consolidated financial statements.
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2001

3,238,476
871,699

4,110,175

2,002,141
310,773

2,312,914

1,797,261
41,369

1,755,892

237,743
77,020

315,663

1,002,433
482,569
8,833

_ 563308
2,057,143

14,412
4,313

10,099

273,552
(51,920)

231,731

0.03
0.03

327,578

327,060
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FARNSWORTH BANCORP, INC.

FARNSWORTH BANCORP, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS

For the Years Ended September 30, 2002 and 2001

Cash flows from operating activities:
Net income

Depreciation

Provision for loan losses

Net gain on sale of investments and assets

Stock compensation

(Increase) decrease in accrued interest receivable
(Increase) decrease in other assets

Increase in income taxes

Decrease in accrued interest payable

Increase in accounts payable and other accrued liabilities

Total adjustments
Net cash provided by operations
Cash flows from investing activities:

Net increase in loans receivable

Redemption and principal payments of held to maturity securities
Purchase of held to maturity securities

Purchase of available for sale securities

Proceeds from sale of available for sale securities

Proceeds from sale of real estate owned

Purchase of Federal Home Loan Bank stock

Redemption of Federal Home Loan Bank stock

Purchase of premises and equipment

Net cash used in investing activities

Cash flows from financing activities:
Increase in deposits
Federal Home Loan Bank advances
Federal Home Loan Bank advances, repayments
Increase in advances by borrowers

Net cash provided by financing activities

Net increase {decrease) in cash and due from banks
Cash and due from banks at beginning of year
Cash and due from banks at end of year

Supplement disclosure:
Cash paid during the period for:
Interest

Income taxes

Non cash items:

Unrealized gain on securities available for sale, net of deferred income taxes

Acquisition of real estate in settlement of loans
Issuance of loans in settlement of real estate owned

Transfer of held-to-maturity securities to available-for-sale portfolio

2002 ANNUAL REPORT
2002 2001
$ 395,231 $ 10,099
Adjustments to reconcile net income to net cash provided by operating activities:
114,625 08,916
115,849 41,369
(57,195) (77,920)
81,039 52,700
(71,774) 100,774
{40,805) 1,952
67,517 7,187
(25,025) (11,483)
31,031 2,999
216,162 216,494
611,393 226,593
{13,083,288) (5,308,667)
910,945 552,833
- (1,143,538)
(14,505,217) {30,338,035)
11,748,671 32,971,984
56,948 -
(127,200) -
- 85,200
(750,740) (4,617)
(15,749,881) (3,184,840)
17,132,552 13,421,800
- 36,501,488
(2,130,132) (40,874,168)
15,785 27,866
15,018,205 9,076,986
(120,283) 6,118,739
0,282,084 3,163,345
$ 9,161,801 $ 9,282,084
$ 2,085,616 $ 2,324,397
$ 150,000 $ 1,013
§ 45450 s 2216%
s 497 s 130202
$ 113,500 $
$ $ 2,273,966

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

- 15 -
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FARNSWORTH BANCORP, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. OPERATIONS AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

BASIS OF FINANCIAL STATEMENT PRESENTATION

The consolidated financial statements, which have been prepared in conformity with accounting principles gen-
erally accepted in the United States of America, include the accounts of Farnsworth Bancorp, Inc. and its wholly
owned subsidiaries, Peoples Savings Bank (the “Bank”) and Peoples Financial Services, Inc. (PFSI). All significant
intercompany accounts and transactions have been eliminated in consolidation. In preparing the financial state-
ments, management is required to make estimates and assumptions that affect the reported amounts of assets and
liabilities and disclosure of contingent assets and liabilities as of the date of the statements of financial condition
and the reported amounts of revenues and expenses for the reporting periods. Actual results could differ signifi-
cantly from those estimates. Material estimates that are particularly susceptible to significant changes in the near
term relate to the determination of the allowance for loan losses, the valuation of foreclosed real estate (real estate
owned) and the assessment of prepayment risks associated with mortgage-backed securities. Management
believes that the allowance for loan losses is adequate, foreclosed real estate is appropriately valued and prepayment
risks associated with mortgage-backed securities are properly recognized. While management uses available informa-
tion to recognize losses on loans and foreclosed real estate, future additions to the allowance for loan losses or further
writedowns of foreclosed real estate may be necessary based on changes in economic conditions in the market area.
Additionally, assessments of prepayment risks related to mortgage-backed securities are based upon current market
conditions, which are subject to frequent change.

In addition, various regulatory agencies, as an integral part of their examination process, periodically review the
Bank’s allowance for loan losses and foreclosed real estate. Such agencies may require the Bank to recognize addi-
tions to the allowance for loan losses or additional writedowns on foreclosed real estate based on their judgements
about information available to them at the time of their examination.

NATURE OF OPERATIONS

The Bank, which operates three branches in Burlington County, New Jersey, offers customary banking services,
including accepting of checking, savings and time deposits and the making of commercial, real estate and
consumer loans, to customers who are predominantly small and middle-market businesses and middle-
income individuals. The Bank is expecting to open a fourth branch in January 2003. PFSI provides securities
brokerage and investment advisory services and products to customers of the Bank. Farnsworth is a non- operating
holding company.

CONCENTRATION OF RISK

The Bank’s lending and real estate activity is concentrated in loans secured by real estate located in the State of
New Jersey. The Bank’s loan portfolio is predominantly made up first mortgage loans and loans secured Dy real
estate in Burlington County. In general, the Bank’s loan portfolio performance is dependent upon the local
economic conditions.

INTEREST-RATE RISK

The Bank is principally engaged in the business of attracting deposits from the general public and using these
deposits to make loans secured by real estate and, to a lesser extent, consumer loans and to purchase investment
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securities. The potential for interest-rate risk exists as a result of the shorter duration of the Bank’s interest-sensitive
liabilities compared to the generally longer duration of interest-sensitive assets. In a rising interest rate environment,
interest sensitive liabilities will reprice faster than interest sensitive assets, thereby reducing net interest income and
increases in interest rates will also reduce the market value of long-term assets. For these reasons, management reg-
ularly monitors the maturity structure of the Bank’s assets and liabilities in order to measure its level of interest-rate
risk and to ptan for future volatility.

INVESTMENT SECURITIES
The Bank’s investments in securities are classified in two categories and accounted for as follows:

B Securities Held to Maturity. Mortgage backed securities for which the Bank has the positive intent
and ability to hold to maturity are reported at cost, adjusted for amortization of premiums and accre-
tion of discounts which are recognized in interest income using the interest method over the period to
maturity.

B Securities Availablie for Sale. Securities available for sale are reported at market value and consist of
certain debt and equity securities not classified as trading or securities to be held to maturity.

Declines in the fair value of individual held to maturity and available for sale securities below their cost that are
other than temporary will result in write-downs of the individual securities to their fair value. The related write-
downs will be included in earnings as realized losses.

Unrealized holding gains and losses, net of tax, on securities available for sale are excluded from earnings and
reported as other comprehensive income.

Gains and losses on the sale of securities available for sale are determined using the specific-identification method.

LOANS RECEIVABLE

Loans receivable that management has the intent and ability to hold until maturity or pay-off are reported at their
outstanding principal balances adjusted for the allowance for loan losses, and any deferred fees or costs on orig:
inated loans.

Loan origination fees and certain direct origination costs are capitalized and recognized as an adjustment of the
yield over the contractual life of the loan, using the interest method.

Loans classified as impaired, if any, are measured based on the present value of expected future cash flows dis-
counted at the loan’s effective interest rate, or as a practical expedient, at the loan’s observable market price or
the fair value of the collateral if the loan is collateral dependent. A loan evaluated for impairment is deemed to
be impaired when based on current information and events, it is probable that the Bank will be unable to collect
all amounts due according to the contractual terms of the loan agreement. All loans identified as impaired are
evaluated independently. The accrual of interest on impaired loans is discontinued when, in management's opin-
ion, the borrower may be unable to meet payments as they become due. When interest accrual is discontinued,
all unpaid accrued interest is reversed. Interest income is subsequently recognized only to the extent cash pay-
ments are received. No loans were identified as impaired as of September 30, 2002 and 2001, respectively, or
for the years then ended.

The allowance for loan losses is increased by charges to income and decreased by charge-offs {net of recoveries).
Management’s periodic evaluation of the adequacy of the allowance is based on the Bank’s past loan loss expe-
rience, known and inherent risks in the portfolio, adverse situations that may affect the borrower’s ability to
repay, the estimated value of any underlying collateral, and current economic conditions.
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PREMISES AND EQUIPMENT

Land is carried at cost. Bank premises and equipment are carried at cost less accumulated depreciation.
Renovations and additions are capitalized. When assets are retired or otherwise disposed of, the cost and relat-
ed accumulated depreciation are removed from the accounts and any resulting gain or loss is reflected in income
for the period. The cost of maintenance and repairs is charged to expense as incurred. Depreciation is comput-
ed on a straight-line basis over the estimated useful lives of the assets.

REAL ESTATE OWNED:

Real estate properties acquired through, or in lieu of, loan foreclosure are initially recorded at the lower of cost
or fair value at the date of foreclosure. Costs relating to development and improvement of property are capital-
ized, whereas costs relating to the holding of property are expensed. Management periodically performs valua-
tions, and an allowance for losses is established by a charge to operations if the carrying value of a property
exceeds its fair value less estimated selling cost. Gains and losses from sale of these properties are recognized as
they occur.

INCOME TAXES
Deferred tax assets and liabilities are reflected at income tax rates applicable to the period in which the deferred
tax assets or liabilities are expected to be realized or settled. As changes in tax laws or rates are enacted, deferred

tax assets and liabilities are adjusted through the provision for income taxes or as an adjustment to accumulated
other comprehensive income.

RECLASSIFICATIONS

Certain amounts in the 2001 financial statements have been reclassified to conform to the 2002 presentation.

2. STOCKHOLDERS EQUITY

On March 2, 1998, the Board of Directors of the Bank adopted a Plan of Conversion, pursuant to which the Bank
converted from a federally chartered mutual savings bank to a federally chartered stock savings bank, with the
concurrent formation of a holding company.

At the time of the conversion, the Bank, in order to grant priotity to eligible depositors in the event of future lig-
uidation, established a liquidation account of $2,225,315, an amount equal to its total net worth as of June 30,
1998, the date of the latest statement of financial condition appearing in the final prospectus. The liquidation
account will be maintained for the benefit of eligible account holders who continue to maintain their accounts
at the bank after the conversion. The liquidation account reduces to the extent that eligible account holders have
reduced their qualifying deposits. Subsequent increases in the deposit account will not restore an eligible account
holder’s interest in the liguidation account. In the unlikely event of a complete liquidation, each eligible account
holder will be entitled to receive a distribution from the liquidation account in an amount proportionate to the
account holders current adjusted qualifying balances. The balance of the liquidation account on September 30,
2002 and 2001 has not been determined.

The ability of Farnsworth Bancorp, Inc. to pay dividends to stockholders is dependent upon the receipt of divi-
dends from the Bank. The Bank may not declare or pay any dividend on or repurchase any of its capital stock if
the effect thereof would cause its net worth to be reduced below: (1) the amount required for the liquidation
account, or (2) the net worth requirements contained in section 563.13 (b) of the rules and regulation of the
Office of Thrift Supervision (the “OTS”).
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. HELD TO MATURITY AND AVAILABLE FOR SALE SECURITIES

The carrying amounts and fair values of these investments at September 30, 2002 and 2001 are

summarized as follows:

Held to maturity:
Mortgage backed securities

Held to maturity:
Mortgage backed securities

Available for sale securities:
U.S. Government and agency securities
Corporate bonds
Mortgage backed securities

Total debt securities
Equity securities

Available for sale:
U.S. Government and agency securities
Municipal securities
Corporate bonds
Mortgage backed securities

Total debt securities
Equity securities

September 30, 2002

Carrying Gross Unrealized Fair
Value Gains Losses Value
$ 1,147,300 38,928 § 70 $ 1,186,158
September 30, 2001
Carrying Gross Unrealized Fair
Value Gains Losses Value
$ 2,058,245 47,848 § 138 § 2,105,955
September 30, 2002
Carrying Gross Unrealized Fair
Value Gains Losses Value
$ 3,500,000 13,924 § 16,880 §$ 3,497,044
1,917,358 67,912 28,235 1,957,035
6,000,195 200,710 6,200,905
11,417,553 282 546 45,115 11,654,984
1,243 54,657 - 55,900
$ 11,418,796 337,203 $ 45115 $11,710,884
September 30, 2001
Carrying Gross Unrealized Fair
Value Gains Losses Value
$ 1,749,754 41,871 $ 1,250 $ 1,790,375
09,387 16,113 115,500
1,413,310 - 7,408 1,405,812
5,340,327 107,131 - 5,447,458
8,602,778 165,115 8,748 8,759,145
1,243 63,757 65,000
$ 8,604,021 228,872 § 8,748 $ 8,824,145

219 -
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The schedule of maturities of available for sale securities, debt securities at September 30, 2002 is as follows:

Due in one year or less
Due after one to five years
Due after five to ten years
Due after ten years

Mortgage backed securities

There is no schedule of maturities for mortgage backed securities because these investments are subject to prepay-
ment. On October 1, 2000, the Bank adopted Statement of Financial Accounting Standard No. 133 Accounting
for Derivative Instruments and Hedging Activities. In accordance with FASB 133, the Bank transferred $2,273,966
of its held-to-maturity portfolio to available sale. The unrealized loss of $80,332 on the held-to-maturity securities

$ 11,417,553

Amortized Fair

Cost Value
_ $ .
500,000 506,735
4,917,358 4,947,344
5,417,358 5,454,079
6,000,195 6,200,905
$ 11,654,984

that were transferred to available-for-sale was reported in accumulated other comprehensive income.

Mortgage-backed securities with a carrying value and fair value of $2,314,133 and $2,385,919 at September 30,
2002 and $261,423 and $263,033 at September 30, 2001 are pledged as security for deposits of governmental

entities under the provisions of the Governmental Unit Deposit Protection Act.

4. LOANS RECEIVABLE

Loans receivable are summarized as follows:

First mortgage loans
Secured by one to four family residence
Construction loans
Commercial real estate

Less:
Loans in process - real estate
Deferred loan origination fees net of
costs of $120,268 and $105,499

Total first mortgage loans

Consumer and other loans:
Home equity
Personal loans
Loans secured by savings
Commercial business loans
Mobile and automobile

Total consumer and other loans

Total loans
Less allowance for loan losses

-20 -

2002 2001
34,184,015  $ 27,680,636
1,233,301 826,697
12,364,600 6,952,000
47,782,816 35,459,333
(473,057) (102,833)
(338,803) (248,199)
46,970,956 35,108,301
10,004,090 0,416,542
268,729 286,844
119,961 172,404
99,695 151,855
842,787 58,130
11,335,262 10,085,775
58,306,218 45,194,076
(280,000) (207,000)
58,026,218  $ 44,987,076
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At September 30, 2002 and 2001, nonaccrual loans for which interest had been discontinued totaled
approximately $-0- and $125,000, respectively. Interest income actually recognized is summarized
as follows:

2002 2001
[nterest income that would have
been recognized $ - $ 8,039
Income recognized : (7,687)
Interest income foregone $ - $352
An analysis of the change in the allowance for loan losses:
2002 2001
Allowance for loan losses: — —
Beginning of year $207,000 $186,000
Additional provisions 115,849 41,369
Charge offs (42,849) (20,369)
$280,000 $207,000

The activity with respect to loans to directors, officers and associates of such persons is
summarized as follows:

2002 2001
Beginning of year $600,569 $634,071
Loans originated 261,576 89,739
Collection of principal (287,414) (123,241)
End of year $ 574,731 $ 600,569

All loans to directors, officers and associates of such persons are collateralized by deposits
and/or real estate.

5. SERVICING

Loans serviced for others are not included in the accompanying consolidated balance sheets. The unpaid
principal balances of mortgage and other loans serviced for others were $2,526,254 and $-0- at
September 30, 2002 and 2001, respectively.

6. ACCRUED INTEREST RECEIVABLE

Accrued interest receivable is summarized as follows: ‘
2002 2001

Loans receivable $321,810 $259,136
Mortgage backed securities 35,198 38,922
Other securities 33,451 20,627

$390,459 $318,685

221 -
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7. PREMISES AND EQUIPMENT

Premises and equipment are summarized by major classification as follows:

2002

Land $ 125553
Office building (Bordentown) 1,358,175
Office building (Florence) 53,032
Office building (Mount Laurel)) 671,296
Furniture, fixtures and equipment 633,246
Construction in progress (Marlton) 48,501
2,889,803

Less accumulated depreciation 772,013
$ 2,117,790

2001

$ 125553

1,355,912
53,032
36,376

566,514

2,137,387
655,712

$ 1,481,675

Useful lives

25 to 40 years
25 to 40 years
25 to 40 years

5to 7 vyears

Depreciation charged to operations was $114,625 and $98,916 for the years ended 2002 and 2001, respectively.
The Bank leases a building and is currently renovating the leased space as a branch, which it anticipates to open
in the second quarter of fiscal year 2003. Total renovation costs are estimated to approximate $200,000, of
which $48,501 has been incurred as of September 30, 2002, This lease is included in footnote 12.

8. DEPOSITS

Deposits

Non

as of September 30 are summarized as follows:

Subtotal

Subt

2002 2001
NOW accounts $ 0,172,687 $ 11,633,929
Money market accounts 3,343,808 2,600,202
Passbook and club accounts 17,133,253 6,530,036
interest bearing 2,702,286 2,752,941
32,352,034 23,586,108

Certificates of deposit:

1.01% to 2.00% 376,387 -
2.01% to 3.0% 26,130,176 82,713
3.01% to 4.0% 9,407,919 6,572,234
4.01% to 5.0% 3,160,692 8,177,818
5.01% to 6.0% 3,645,697 12,672,686
6.01% to 7.0% 210,082 7,004,876
otal 42,936,953 34,570,327
$ 75,288,987 $ 58,156,435

Deposits of officers and directors totaled $312,856 in 2002. The aggregate amount of jumbo certificates of
deposit with a minimum denomination of $100,000 was approximately $16,588,000 and $2,269,000 at
September 30, 2002 and 2001. These certificates of deposit do not receive preferential rates of interest. Deposits
in excess of $100,000 are not federally insured.

-22 -
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As of September 30, 2002 and 2001, scheduled maturities of certificates of deposit (rounded to the nearest
$1,000) are summarized as follows:

2002 2001
Due in 3 months or less $ 14,563,000 § 6,904,000
Due after 3 months to 1 year 20,350,000 22,493,000
Due after 1 year to 3 years 5,579,000 4,774,000
Due after 3 years to 5 years 2,445,000 399,000

$ 42,937,000 $34,570,000

Interest expense on deposits for the years ended September 30, 2002 and 2001 is summarized as follows:

2002 2001
NOW accounts $ 96,012 $ 99,715
Money market accounts 55,148 62,076
Passbook and club accounts 287,882 192,630
Certificates of deposit 1,507,898 1,647,120

$ 1,946,940  $ 2,002,141

9. FEDERAL HOME LOAN BANK ADVANCE

This advance bears interest at 5.9% and matures in April 2009. It is collateralized by FHLB stock and investment
securities. The Bank has approximately $19,694,000 available for borrowing as of September 30, 2002.

Principal payments are as follows:

2003 $138,038
2004 146,423
2005 155,318
2006 164,754
2007 174,762
Thereafter 315,179

$ 1,094,474

10. NET GAIN ON SALE OF INTEREST EARNING ASSETS

For the years ended September 31, 2002 and 2001, proceeds from sales of securities available for sale amount-
ed to $11,748,671 and $32,971,984, respectively. Gross realized gains amounted to $58,836 and $172,405,
respectively. Gross realized losses amounted to $-0- and $94,485, respectively.

-23-
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11. INCOME TAXES

The Bank has qualified as a Savings Institution under provisions of the Internal Revenue Code. Prior to January
1, 1996 the Bank was permitted to deduct from taxable income an allowance for bad debts based on a percent-
age-of taxable income. Such percentage was 8% before such deduction. Retained earnings at September 30,
2002 and 2001 included untaxed earnings of approximately $304,400 and $330,100, representing such bad
debt deductions.

Retained earnings at September 30, 2002 and 2001 includes approximately $153,850 of tax bad debt deduc-
tions which are considered a permanent difference between the book and income tax basis of loans receivable,
and for which income taxes have not been provided. If such amount is used for purposes other than bad debt
losses, including distributions in liquidation, it will be subject to income tax at the then cutrent rate.

The provision for federal and state income taxes differs from that computed at the statutory federal rate as

follows:
2002 2001
Statutory tax rates 34% 34%
Tax at statutory rates $ 208,400 § 4,900
New Jersey Savings Institution Tax and
Corporation Income Tax 12,184 400
Low tax bracket savings - (2,738)
Tax exempt income - (2,000)
Miscellaneous (2,740) 3,751
$ 217,844 $ 4,313
The tax provision is summarized as follows:
2002 2001
Current federal $ 233,035 $ (17,623)
Deferred federal (33,938) 21,696
Current state 20,495 (1,037)
Deferred state (1,748) 1,277
$ 217,844 $ 4,313

The following temporary differences gave rise to deferred tax assets and liabilities:

2002 2001

Deferred tax assets:

Allowance for loan losses $100,801 $74,520

Deferred loan origination fees, net 15,266 10,684

Accrued compensation 17,962 15,251

Total deferred tax assets 134,029 100,455
Deferred tax liabilities:

Unrealized appreciation on investments 105,148 79,241

Premises and equipment 45,643 46,992

Tax reserve for loan losses 54,240 55,003

Total deferred tax liabilities 205,031 181,236

Net deferred tax liability $(71,002) $(80,781)

224 -




- T
FARNSWORTH BANCORP, INC. 2002 ANNUAL REPORT

12. COMMITMENTS

At September 30, 2002 the Bank had the following commitments outstanding. Mortgage commitments are for
45 days. Home equity commitments are for 60 days. Commitments on other loans are for 90 days. The com-
mitments are summarized as follows:

Amounts Rate Term
Mortgages (fixed rate) $ 546,000 5.75% to 6.375% 15 to 30 years
0 to 3 points
Home equity loans 426,000 4.75% to 7.25% 3 to 15 years
0 points

Other loans 1,985,000 5.75% to 13.25% 2 to 20 years

- 0 to 1 points

$ 2,957,000

There are two letters of credit outstanding at September 30, 2002. An annual fee of /2 to 1 point is due on
each of the letters of credit. Interest is due at various rates if the letters of credit are utilized. The amount of
both letters totals $205,875. The Bank also has undrawn balances on consumer and commercial lines of credit
of $1,939,749 and $104,638, respectively.

The Bank has available two lines of credit through the Federal Home Loan Bank. An overnight line of credit is
available in the amount of $3,157,600. Additionally, a one month overnight repricing line of credit is available
in the amount of $3,157,600.

Future minimum lease payments under noncancellable operating leases for a branch building and transportation
equipment are as follows:

2003 $ 41,927
2004 47,030
2005 49,387
2006 44,123
2007 46,772
Thereafter 850,015

Total $ 1,079,254

[3. FINANCIAL INSTRUMENTS

FAIR VALUES OF FINANCIAL INSTRUMENTS

The following methods and assumptions were used in estimating fair values of financial instruments as disclosed
herein:

CASH AND DUE FROM BANKS

The carrying amounts of cash and due from banks approximate their fair value.

-25-
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AVAILABLE FOR SALE AND HELD TO MATURITY SECURITIES AND FHLB STOCK

Fair values for securities, excluding FHLB securities, are based on quoted market prices. The carrying values of
FHLB securities approximate fair values based on the redemption provisions of the Federal Home Loan Bank.

LOANS RECEIVABLE

For variable-rate loans that reprice frequently and have no significant credit risk, fair values are based on carry-
ing values. Fair values for fixed rate mortgage loans, excluding commercial loans, and other consumer loans are
based on quoted market prices of similar loans sold in conjunction with securitization transactions, adjusted for
differences in loan characteristics. Fair values for fixed rate commercial mortgage and other commercial loans
are estimated using discounted cash flow analyses, using interest rates currently being offered for loans with sim-
ilar terms to borrowers of similar credit quality.

DEPOSIT LIABILITIES

The fair values of demand deposits are, by definition, equal to the amount payable on demand at the reporting
date. The carrying amounts of variable-rate, fixed-term money-market accounts and certificates of deposit (CDs)
approximate their fair values at the reporting date. Fair values for fixed-rate CDs are estimated using a discounted
cash flow calculation that applies interest rates currently being offered on certificates to a schedule of aggregated
expected monthly maturities of certificates.

ACCRUED INTEREST
The carrying amounts of accrued interest approximate their fair values.
FHLB ADVANCES

The fair value of FHLB advances is estimated based on rates currently available to the Bank for debt with similar
terms.

ADVANCES BY BORROWERS AND ACCOUNTS PAYABLE AND OTHER ACCRUED EXPENSES
The carrying amounts of these liabilities approximate their fair values.
OTHER OFF-BALANCE-SHEET INSTRUMENTS

The Bank is a party to financial instruments with off-balance-sheet risk in the normal course of business to meet
the financing need of its customers. These financial instruments consist of commitments to extend credit.
Commitments to extend credit are agreements to lend to a customer as long as there is no violation of any condi-
tion established in the loan agreement. These commitments are comprised of the undisbursed portion of loans and
letters of credit. The Bank’s exposure to credit loss from nonperformance by the other party to the financial instru-
ments for commitments to extend credit is represented by the contractual amount of those instruments. The Bank
uses the same credit policies in making commitments as it does for on-balance-sheet instruments. Generally, col-
lateral, usually in the form of real estate, is required to support financial instruments with credit risk.
Commitments generally have fixed expiration dates or other termination clauses and may require a payment of
a fee. Since some of the commitments are expected to expire without being drawn upon by customers, the total
commitment amounts do not necessarily represent future cash requirements. The Bank evaluates each cus-
tomer’s credit worthiness on a case-by-case basis. The amount of collateral obtained, if it is deemed necessary by
the Bank upon extension of credit, is based on management’s credit valuation of the counterparty. The fair value
of commitments is not considered significant.
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The carrying amounts and estimated fair values of the financial instruments were as follows:

Estimated Estimated

Carrying Fair Carrying Fair

Amount Value Amount Value
Financial Assets (000s omitted)
Cash and due from banks $ 9,162 $ 9,162 § 9282 § 9,282
Securities held to maturity 1,147 1,186 2,058 2,106
Securities available for sale 11,711 11,711 8,824 8,824
FHLB stock 500 500 373 373
Loans receivable 58,026 60,573 44,987 46,218
Accrued interest receivable 390 390 319 319
Financial Liabilities (000s omitted)
Deposit liabilities 75,289 75,987 58,156 58,829
FHLB advances 1,004 1,262 3,225 3,353
Accrued interest payable 36 36 61 61
Other liabilities 476 476 340 340

14. BENEFIT PLANS

401 (K) PLAN

A 401 (k) Plan covers substantially all employees. Employees may contribute up to 15 percent of their compen-
sation subject to certain limits based on federal tax laws. Matching contributions equal to 50 percent of the first
6 percent of an employee’s compensation are contributed to the Plan. Matching contributions vest immediate-
ly. For the years ended September 30, 2002 and 2001, expense attributable to the Plan amounted to $19,313
and $17,734, respectively.

EMPLOYEE STOCK OPTION PLAN (ESOP)

Effective upon conversion, an ESOP was established for all eligible employees. The ESOP used $303,880 of pro-
ceeds from a term loan from Farnsworth to purchase 30,388 shares of Company common stock in the initial
offering. The term loan of $182,238 at September 30, 2002, including interest, is payable in equal monthly
installments through March 2008. The interest rate is 8.50% fixed for the term of the loan. The Bank is mak-
ing contributions to the ESOP which are equal to the principal and interest payment required from the ESOP on
the term loan. Unallocated shares purchased with the loan proceeds are pledged as collateral for the term loan
and are held in a suspense account for future allocation among participants. Shares released from the suspense
account are allocated among the participants on the basis of compensation. ESOP shares pledged as collateral
are reported as common stock acquired by ESOP in the consolidated statements of financial condition. As shares
are committed to be released from collateral, compensation expense is reported equal to the current market price
of the shares, and the shares become outstanding for net income per common share computations. Dividends
on allocated ESOP shares are recorded as a reduction of retained earnings.

2002 2001
Allocated shares $ 12,152 $ 9,114
Unallocated shares 18,236 21,274
Total ESOP shares $ 30,388 $ 30,388
Fair value of unallocated shares $ 273,540 $ 234,294
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On April 16, 2000 Farnsworth established a RSP to provide both key employees and outside directors with a pro-
prietary interest in it in a manner designed to encourage such person to remain with the Bank. A total of 15,194
restricted shares were purchased at an average market value of $10.48. Rights to a total of 10,631 shares were
issued to the board of directors and two executive officers in 2000. The fair value of these shares will be charged
to expense over the five years vesting period. During each of the years ended September 30, 2002 and 2001,
2,128 and 2,127 shares vested, respectively.

On September 5, 2002 Farnsworth established an additional RSP to provide both key employees and outside
directors with a proprietary interest in it in a manner designed to encourage such person to remain with the
Bank. A total of 4,563 restricted shares were transferred from the RSP Plan established on April 16, 2000. An
additional 6,263 shares will be purchased as vesting requirements need to be satisfied. Rights to a total of 10,826
shares were issued to the board of directors, two executive officers and three employees. The fair value of these
shares will be charged to expense over the four year vesting period. During the year ended September 30, 2002,
2,706 shares vested.

The awards become fully vested upon termination of employment due to death or disability.
STOCK OPTION PLANS

Farnsworth has a stock option plan that provides for the granting of non-qualified stock options. In April 1999,
it issued 26,587 options at an exercise price of $10.63 per share to key Bank employees and non-employee mem-
bers of its Board of Directors. The options vest ratably on the anniversary date over five years. The options
expire ten years after the initial grant date. At September 30, 2002 and 2001, 15,952 and 10,635 options were
vested, respectively, and none were exercised or forfeited.

In September 2002, Farnsworth issued 21,652 options at an exercise price of $14.50 per share to key and non-
key Bank employees and non-employee members of its Board Directors. The options vest ratably on the anniver-
sary date over three years. The options expire ten years after the initial grant date. At September 30, 2002,
7,217 options vested, and none were exercised or forfeited.

In accordance with an election under generally accepted accounting principles for stock options no compensa-
tion cost has been recorded for the stock options in the accompanying consolidated financial statements. Had
compensation cost been determined based on the fair value at the grant dates for awards under the plan, the net
income and earnings per share would have been reduced to the proforma amounts disclosed below:

2002 _ 2001
Net income:
As reported $ 395,231 $ 10,099
Proforma : 376,128 891
Earnings per common share
As reported
Basic 1.18 .03
Diluted 1.16 .03
Proforma
Basic 1.12 .00
Diluted 1.10 .00

The fair values were determined using the Black-Scholes option pricing model with the following weighted aver-
age assumptions for the 1999 and 2002 plans, respectively: 0% and 1% dividend yield, 5.88% and 5.75% risk
free interest rate, 5 and 3 year expected life and 4.85% and 10.18% volatility.
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[5. NET INCOME PER COMMON SHARE

Basic net income per common share is calculated by dividing net income by the weighted-number of shares of
common stock outstanding, less shares that have not been committed to be released. Diluted net income per
share is calculated by adjusting the number of shares of common stock outstanding to include the effect of stock
options, stock-based compensation grants and other securities, if dilutive, generally using the treasury stock
method.

2002 2001
Weighted Per- Weighted  Per-
Average Share Average  Share

Income Shares Amount Income Shares Amount

Net income available to

Common Shareholders $395231 360,866 $ 10,099 360,866
ESOP shares, not
committed to be released (18,236) (21,274)
RSP shares (7,180) (12,014)
Basic earnings per share 395,231 335450 $ 1.18 10,099 327,578 $ 0.03
Common stock equivalents 5,089 382
Diluted earnings Per share $305,231 340,539 $ 1.16 $ 10,099 327,960 $ 0.03

16. REGULATORY CAPITAL REQUIREMENT

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 discre-
tionary — 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.

The Office of Thrift Supervision (“OTS”) has prescribed capital requirements which include three separate meas-
urements of capital adequacy: a leverage-ratio capital standard (“core”), a tangible capital standard and a risk-based
capital standard (collectively known as the “Capital Rule”}. The Capital Rule requires each savings institution to
maintain tangible capital equal to at least 1.5% of its adjusted total assets and core capital equal to at least 4.0% of
its adjusted total assets. The Capital Rule further requires each savings institution to maintain risk-based capital
equal to at least 8.0% of its risk-weighted assets.
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The Bank at September 30, 2002 and 2001 meets the regulatory risk based capital, Tier 1 capital, core capital and
tangible capital requirements as summarized below:

To Be Well
Capitalized Under
For Capital Prompt Corrective
Actual Adequacy Purposes Action Provisions
Amount Ratio Amount Ratio Amount Ratio
As of September 30, 2002:
Risk-based capital $ 5,903 12.86% $ 3,673 8.00% $ 4,591 10.00%
Tier 1 capital 5,430 11.83% N/A N/A 2,754 6.00%
Core capital 5,430 6.58% 3,304 4.00% 4,125 5.00%
Tangible capital 5,430 6.58% 1,237 1.50% N/A N/A
As of September 30, 2001:
Risk-based capital $ 5,125 15.56% $ 2,635 8.00% $ 3,294 10.00%
Tier 1 capital 4,918 14.93% N/A N/A 1,976 6.00%
Core capital 4,918 7.34% 2,680 4.00% 3,350 5.00%
Tangible capital 4918 7.34% 1,005 1.50% N/A N/A

The Federal Deposit Insurance Corporation Improvement Act of 1991 (“FDICIA”) imposes increased requirements
on the operations of financial institutions and mandated the development of regulations designed to empower regu-
lators to take prompt corrective action with respect to institutions that fall below certain capital standards. FDICIA
stipulates that an institution with less than 4% core capital is deemed to be undercapitalized. Quantitative measures
established by FDICIA to ensure capital adequacy require the Bank to maintain minimum amounts and ratios of total
and Tier | capital (as defined in the regulations) to risk-weighted assets (as defined), and of Tier I capital to average
assets (as defined). Management believes, as of September 30, 2002, that the Bank meets all capital adequacy
requirements to which it is subject.

As of September 2002, the date of the most recent notification from the OTS, the Bank was categorized as well cap-
italized under the regulatory framework for prompt corrective action. To be categorized as well capitalized, the Bank
must maintain risk based capital, Tier I capital and core capital ratios of 10%, 6%, and 5%, respectively. There are
no conditions existing or events which have occurred since notification that management believes have changed the
Bank’s category.

Management believes that, under the current regulations, the Bank will continue to meet its minimum capital

requirements in the foreseeable future. However, events beyond the control of the Bank could adversely affect its
future minimum capital requirements.
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17. PARENT ONLY FINANCIAL INFORMATION

The earnings of the subsidiaries are recognized by Farnsworth using the equity method of accounting. Accordingly,
the earnings of the subsidiaries are recorded as increases in Farnsworth’s investment in subsidiaries. The following
are the condensed financial statements for Farnsworth (parent company only} as of September 30, 2002 and 2001

and for the year then ended.

Statement of Financial Condition

Assets

Cash

ESOP loan receivable
Investment in subsidiaries
Other assets

Total assets

Liabilities
Accrued expenses

Total liabilities
Stockholders' equity

Total liabilities and stockholders' equity

Income from subsidiaries
Interest income

Total income

Meeting expenses
Professional fees
Other expenses

Total expenses

(Loss) income before income taxes
Income tax benefit

Net income
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2002 2001

$ 366,720 $ 388,956

182,328 212,716
3,416,380 2,980,006
48,163 33,608

$ 4,013,591 $ 3,615,286

$23,154 $20,080
23,154 20,080
3,090,437 3,595,206

$ 4,013,591 $ 3,615,286

2002 2001
$436,374 $38,520
22,794 42,934
459,168 81,463
12,690 14,857
68,460 71,609
. 8,184
81,150 94,650
378,018 (13,187)
17,213 23,286
$395,231 $10,099
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Statement of Cash Flows

Cash flows from operating activities:

Net income

Adjustments to reconcile net income to net cash
used in operating activities:

Increase in accrued expenses

Equity in undistributed earnings of subsidiaries

Decrease in accrued interest receivable

Increase in other assets

Net cash used in operating activities

Cash flows from investing activities:
Sale of investment
Repayment of ESOP loan

Net cash provided by investing activities

Cash flows from financing activities:
Repayment of loan from the Bank

Net cash used in financing activities

Net increase {decrease) in cash
Cash beginning

Cash ending

2002 2001
$ 395231 $ 10,099
3,074 1,537
(436,374 (38,529)
: 7,784
(14,555) (14,453)
(52,624) (33,562)
: 481,500
30,388 30,388
30,388 511,888
(170,625)
(170,625)
(22,236) 307,701
388,956 81,255
$ 366,720 $ 388,956
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