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First Keystone Corporation is a bank holding company incorporated under
the Pennsylvania Business Corporation Laws. Its assets consist primarily
of the assets of its wholly-owned subsidiary, The First National Bank of

Berwick.

The First National Bank of Berwick serves Columbia, Montour, and
Luzerne Counties. The Bank engages in general banking business and also

provides fiduciary services.

The Annual Meeting of shareholders will be held on Tuesday, April 20,
2004, at 10:00 a.m. The location will be at the Main Office of The First
National Bank of Berwick, located at 111 West Front Street, Berwick,

Pennsylvania.
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SUMMARY OF SELECTED FINANCIAL DATA

(Amounts in thousands, except per share)

2003 2002 2001 2000 1999

SUMMARY OF OPERATIONS
Interest income | $ 25,063 S 25,862 $ 26,836 $ 25,650 $ 23,172
Interest expense 10,201 11,342 14,465 13,995 11,888

Net interest income: 14,863 14,520 12,371 11,655 11,284
Provision for loan losses 500 550 610 425 325
Investment securities gains (losses) 299 29 278 113 124
Net income 7,317 6,587 5,433 5,208 5,160
PER COMMON SHARE
Net income $ 2.48 $ 222 $ 1.83 $ 1.75 $ 1.71
Cash dividends : .98 .85 77 .73 .67
BALANCE SHEET DATA:
Assets $481,840 $439,526 $393,472 $360,342 $333,516
Investment securities 231,272 215,755 184,107 156,438 135,031
Net loans 225,549 198,343 195,302 187,969 182,631
Deposits ‘ 343,020 330,745 294,681 271,473 244,680
Stockholders' equity - 51,351 49,096 39,696 36,658 29,358
PERFORMANCE RATIOS ‘
Return on average assets 1.57% 1.59% 1.41% 1.52% 1.58%
Return on average equity 14.27% 14.93% 13.85% 16.55% 16.12%
Dividend payout ratio 39.41% 38.33% 42.24% 41.90% 38.72%
Average equity to averag

assets ratio ‘ 11.00% 10.66% 10.16% 9.20% 9.78%
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FIRST KEYSTONE CORPORATION

Board of Directors

Seated ~ Robert E. Bull, Chairman
Standing Left to Right ~ John Arndt, Budd L.
Beyer, J. Gerald Bazewicz, President

Left to Right ~ Don E. Bower, John L.
Coates, Secretary, Dudley P. Cooley

Seated ~ Robert J. Wise, Vice Chairman,
Standing Left to Right ~ Jerome F. Fabian,
Frederick E. Crispin, Jr.
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To Our Shareholders

Once again, it is my pleasure to report on another
excellent year for First Keystone Corporation and its
subsidiary, The First National Bank of Berwick. Record
earnings of $7,317,000 were recorded for the year-ended
December 31, 2003, as compared to $6,587,000 in 2002.
This marks the 21* consecutive year that net income has
increased. Earnings per share were $2.48 in 2003 as
compared to $2.22 in 2002, an increase of 11.7%.
Profitability ratios continued strong with return on average
assets of 1.57% and return of average equity of 14.27% in
2003. With the increase in net income, cash dividends paid
per share also increased to $.98 in 2003, up from $.85 in
2002, an increase of 15.3%.

Your investment in First Keystone Corporation
enjoyed another outstanding year. The market price of
First Keystone (FKYS) common stock increased to $36.00
as of December 31, 2003, up from $26.00 at year-end
2002. Assuming the reinvestment of cash dividends into
additional shares, the total return for 2003 was 42.7%.

This follows the fine performance of the preceding two
years where First Keystone common stock realized total
returns of 44.3% and 29.2% in 2002 and 2001,
respectfully. Even with the substantial increase in our
market price per share, as of year-end 2003 our price
earnings (PE) ratio was equal 10 14.5. With many peer
financial institutions trading at multiples of 16 to 18 times
earnings, First Keystone common stock remains attractive
with continued upside potential.

Balance sheet growth continued in 2003 with total assets
of $481,840,000 as of December 31 2003, as compared to
$439,526,000 at year-end 2002, an increase of 9.6%. The
low interest rate environment prevalent during 2003 helped
foster a flurry of refinancing especially of residential
mortgage loans. On the strength of our mortgage banking
operation, total loans net of unearned income, increased to
$229,073,000 as of December 31, 2003, from $201,517,000
in 2002, anincrease of 13.7%. Fortunately,

provided the impetus for increased earnings in 2003. Non
interest expense, or overhead, remained well controlled in
2003. Finally, capital levels remained strong with year-end
capital at $51,351,000 as of December 31, 2003, resulting
in a book value of $17.56.

As stated last year in the Annual Report, our greatest
concern for 2004, just like 2003, remains the uncertain
economy and what if anything, will happen to interest
rates. We believe the work we have done in positioning
First Keystone Corporation over the past two years leaves
us prepared to deal with whatever interest rate changes may
occur. This year our subsidiary, The First National Bank
of Berwick, celebrates its 140" year of continuous service.
Founded in 1864, The First National Bank of Berwick has
served the financial needs of both individuals and
businesses as a full service bank. Out commitment to high
quality customer service continues to expand as we opened
our 11" full service office with the start of 2004. Our
purchase of First Federal Bank’s Danville office at 1519
Bloom Road increases our presence in Montour County.

In the second quarter of 2004, we look to relocate our
Scott Township, Bloomsburg office to its new quarters at
2301 Columbia Boulevard. The larger facility will allow
us to provide increased services as additional space can be
utilized by our trust department, mortgage department, or
retail investment (non-deposit) personnel to better serve the
greater Bloomsburg area. Remember, our full range of
products includes not only deposit and loan offerings, but
also a full service trust and wealth management
department. We can assist in investment management,
estate administration, and employee benefit plans just to
name a few. You can schedule a free no obligation
appointment with our trust department at any time. Our
retail investment representatives are always available to
discuss non-deposit products like annuities, mutual funds,
life insurance, and long-term care insurance. In addition,

our loan quality has remained excellent.
Additional details on our loan portfolio and
related financial information may be found
in the Management’s Discussion and
Analysis section of this Annual Report.
The continued loan interest rate
environment compressed our net interest
margin in 2003 to 3.67%, down from
3.96% in 2002. Diversification and an
increased level of non interest income

a Gerald Bazewfdz, ;residenr

financing planning is available. We believe
our full service commitment, coupled with
our strong customer service, will be the
foundation for continued growth beyond the
first 140 years.

The success realized at First Keystone
Corporation is truly a team effort. As such,
we thank and recognize our employees,
officers, and Board of Directors for their
outstanding efforts. We also thank you, our
shareholders and customers, for your
continued support and confidence.

-
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Your Investment In

First Keystone Corporation

Impressive Performance the Past Three Years—
During 2003, your investment in First Keystone Corporation (FKYS) continued to perform
exceptionally well. The market price increased from $26.00 as of December 31, 2002, to
$36.00 as of December 31, 2003. Together with our cash dividend payout, this resulted in
a tota] return of 42.7% for 2003.

| 2003 2002 2001
Market price at beginning of the year $26.00 $18.69 $15.12
Market price at the end of the year 36.00 26.00 18.69
Cashidividends 98 .85 77
Return 42 7% * 44.3%* 29.2%*

*Assumes the reinvestment of cash dividends into additional shares

l Total Return Performance I

‘]300 T

275
‘ /’
250 The chart illustrates
225 j how $100.00 invested
2200 in First Keystone
;3 | * Corporation common
% 175 = stock on 12/31/2000
2150 has grown to $266.16
125 / as of 12/31/2003.
75 ]
50 ; . 1
12/31/00 12/31/01 12/31/02 12/31/03
Index 12/31/00 12/31/01 12/31/02 12/31/03
First Keystone Corporation (FKYS) 100.00 129.24 186.54 266.16
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REPORT OF INDEPENDENT CERTIFIED PUBLIC ACCOUNTANTS

- BOARD OF DIRECTORS ANn' S'TOCKHOLDERS. OF FIRST KEYSTONE. CORPORATION:

. We have audtted the accompanytng consohdated balance sheets of First Keystone Corporation, and
Sub51d1ary as of December 31, 2003 and 2002, and the related consohdated statements of income, stockholders’
‘equity, and cash flows for each of . the three years in-the pertod ended December 31, 2003. : These consolidated
" financial Sstatements are the; responsibility of the Corporation’s management Our responsrbthty is to express an
opmton on these consohdated financial statements based on-our audtts : ‘

We conducted our audrts in accordance with audmng standards generally accepted in the United States of
" America. Those- standards réquire that we plan and perform the audit to- obtain reasonable assurance about

T whetlier the consolidated ﬁnancral statements are free of” matertal misstatenient. An audit includes examining, on

a test basis, evxdence supporting the amounts and dtsclosures in the consolidated financial statements. An audit
- ‘also includes assessing the accounting prmmples used and significant estimates made by management, as well as
- evaluating the overall consohdated ﬁnanmal statement presentatton We beheve that our audtts provrde a -

C reasonable baSlS for our opinion.”

‘In our opihio‘n the consolidated. financial statements referred to above present fairly, in all material

. respects, the consolidated financial position of First Keystone Corporatton and Subsidiary as of Deceniber 31,

© 2003 and 2002,-and the consolidated results. of their operations and their cash flows for each of the three years in
the period ended December 31,: 2003, in conformity with accountmg prmcrples genera]ly accepted in the United

- States of Amertca

 Uhieecomn 9o, 42

J..H. Williams & Co., LLP -

‘Kingston, Pennsylyania“ SR : e
January 21, 2004 S
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FIRS T KEYS TONE CORPORATION AND S UBSIDIARY

CONSOLIDATED BALANCE SHEETS
"DE’CEMBER 31, 2003 and 2002 .

2003 2002
'ASSETS )
Cash and due from banks , $ 5,912,709 $ 7,396,004
- Interest- bearmg deposits in other banks 128,123 _ » 60,060
Investment securities available-for-sale 226,042,4797' 209,822,667
Investment securities held to-maturity (estrmated fair value o S . ‘
2003 - $5,229,237; 2002 $5,925 209) 5,229,314 5,932,331
Loans, net of unearned income 229,073,303 201,517,492
Allowance for loan losses (3.524.315) - (3.174.616)
Net loans $225.548.988" $198,342 876 '
Premises and equipment, net .. '4,157,840 .3,429,507
" Accrued interest receivable 2,871,354 3,068,952
Cash surrender value of bank owned hfe insurance 10,586,964 -10,102,069
Other assets 1,462,265 1,371,154
TOTAL ASSETS $481,840,354 $439,525,620
LIABILITIES = .
Deposits: -

Non-interest bearing,
Interest.bearing ‘
Total Deposits
Short-term borrowings
Long-term borrowings
Accried interest and Other expenses ‘
Pre-settlement advance on acqulsrtron of branch
_Other liabilities )
- TOTAL LIABIL-ITIES '

STOCKHOLDERS' EQUITY

Preferred stock, par value $10 00 per share authorlzed
and unissued 500,000 shares
Common stock, par value $2.00 per share; authorlzed 10,000,000 -
shares; issued 3,077, 207 shares in 2003 and 3,075, 180 shares n 2002
Surplus
Retained earnlngs
Accumulated other comprehenswe income’

Treasury stock, at cost 152 600 shares in 2003 and 119 181.shares in 2002 o

TOTAL STOCKHOLDERS' EQUITY

* TOTAL LIABILITIES AND STOCKHOLDERS' EQUITY

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

8 | . FIRSTKEYSTONE CORPORATION

$ 30,052,477

- _312,967.673.

343,020,150
11,744,392
62,945,000

1,664,471
8,714,900

2,400,100
$430.489.013

6,154,414
12,535,284

31,828,342
.5,488,540

. (4.655.239)
'$ 51351341
$481.840.354

$ 30,056,766

300,688,512
330,745,278
9,067,145
45,750,000
1,648,499

—_3.218,657
390,429,579

6,150,360 "

- 12,583,626
27.394,962.
16,543,981

. (3.576.888)

$ 49,096,041
$439.525,620




| :«FIRST KE YSTONE CORPORATION AND S UBSIDIARY"-' ‘

CONSOLIDATED STATEMENTS OF INCOME

: FOR THE YEARS ENDED DECEMBER 31, 2003 2002 and 2001

*Adjusted for- 5% smck dw1dend declared June 25 2002 1o shareholders of record July 16, 2002 payable August 6 2002.

__$ .98

The accompanymg notes are an 1megral part of these consolldated financial statements.

2003 2002 2001
‘ ,INTEREST INCOME
Interest and feés on loais $14351,675 . $14,963,423 $15,830,542
_Interest and dividends on’ 1nvestment securmes RS R ‘ -
‘ Taxable - 7,513,042 7,891,547 7,871,300 -
Tax-exempt 72,882,499 2,607,574 - 2,492,147
* Dividends- T 284,211 - .320,976 414,099 --
‘Deposits in banks _ B 31,858 78211 228392
Total inte'rest inc’bme‘ - o - $25.063,285 T $25:861.731 . $26.836.fl80 o
]NTEREST EXPENSE o L . : ‘
Deposits ‘ $ 7,469,213 $ 8,116,618 $11,690,814
_ Short-term borrowmgs ' 142,997 .7 146,613 346 727
_ Long-térm borrowings - 2.588.345 . _3.078.389 _ 2,427,519
Total interest expense o . $10.200,555 - - $11.341.620° © $14.465.060.
_ Net interest income. ~. $14,862,730 . $14,520,111 $12,371,420
Provision for loan losses - 500,000 - __- 550,000 610,000
Net mterest income after prov1snon for loan losses:_ : $14362.730 - $13.970,111 $11.761.420 -
NON-INTEREST lNCOME o S . S sl
Trust Department . ' _ . +$. . 485,954 $ 509,842 . $ 554,606
Service charges and fees . S 1,723,700 . 1,372,935 - 1,232,368
Bank owned life insurance income ' 484,895 . 102,069 R
Gain on sale of loans 234,328 228,194 184,013
Investment securities gams (losses) ‘net | 298,975 28,647 - 278,474
Other - = - - 47,133 43.092. 96,344
Total non-mterest mcome - $ 3,274,985 $ 2,284,779 $ 2,345,805
NON-INTEREST EXPENSE . . - ; :
Salarles and employee beneﬁts . $ 4,445,790 - $ 4,222,354 $ 3,895,588
. Occupancy, net _ © 567,208 485,578 | 447,294
Furniture and equipment - . 642,715 616,004 - 567,644
- State Shares Tax - ‘ ‘ 406,‘927 ‘ 366,523 - 333,710 '
- Other . -~ o , .. 2307930 2,120,679 1,936,143 -
~ - Total non-mterest expense ‘ $ 8.370.570 $ 7,811,138 - $ 7,180,379
Income before}mcom‘e taxeés - $ 9,267,145 - $ 8,443,752 $ 6,926,846
Income tax expense 1,950,153 - 1,856,603 - 1,493,445
NET INCOME" $ 7,316,992 $ 6,587,149 $ 5,433,401
PER SHAREDATA = .~ -
" Net income per share:* ' ' o S ) .
© Basic . $ . 248 8 2.22 $ 1.83
~ Diluted : - $ 248 % 2.21 $  1.83
Cash dividends per share*. ' s .85 $ . - I7

02 ANNT AT REPORT |




FIRST KEYSTONE CORPORATION AND SUBSIDIARY
CONSOLIDATED STATEMENTS OF STOCKHOLDERS EQUITY
FOR THE YEARS ENDED DECEMBER 31 2003 2002 and 2001

Accumulated
- o . Other ‘
Common Comprehensive  Retained Comprehensive  Treasury . )
-Stock - Surplus Income Earnings | Income Stock - Total
Balance At December 31, 2000 . $5,867,454 $ 9,761,066 ' $23.311,355 $ 814,443  $(3,096.681) $36,657,637
Comprehensive Income: L . : o
Net income $ 5,433,401 - 5,433,401 - .. 5,433,401
Change in net unreallzed ) : ) ‘ )
“gain (loss) on investment }
securities available-for- . R s
sale, net of reclassification : ‘ : . . ’ o
adjustment and tax effécts . ‘ (99 842) : - (99,842) (99,842)
Total comprehensive income ) o - § 5,333 559 . ’ ’
Cash dividends - $:77 per share ' » : S (2.295.319) ¢ (2,295,319)
Balance At December 31, 2001 . $5,867,454 % 9‘,761,‘066 o $26,449,437-. $ 714,601 $(3,.09>6,681) $39,695,877
Comprehensive Income: . ‘ :
Net income’ $ 6,587,149 6,587,149 . '6,587,149 -
" -Change in net unrealized P B . :
‘gain (loss) on investment
securities available-for-
sale, net of reclassification o - - _
adjustment and tax effects 5,829.380 5,829,380 " 5,829,380
Total comprehensive income ‘ S oo $12.416:529 - . .
5% stock dividend = 282,906 2,829,060 : : (3,111,966)
Dividends paid in lieu - S ' R .
of fractional shares (4,725) | (4,725)
Purchase of 20,181 shares o -
of treasury stock . (503,707) (503,707)
Issuance of 1,000 shares of | - Co :
treasury stock upon exercise o ' :
of employee stock options. - " (6,500) ¢ o ‘ 23,500 17,000
Cash-dividends - $.85 per share : o (2,524,933) ‘ (_2,524‘,933)'
Balance At Deceinber 31, 2002 $6.150,360 -$12,583,626 a - .$27,394,962-  $6,543,981  $(3,576,888)  $49,096,041
Comprehensxve Income o SR - o
Net income " $ 7,316,992 7,316,992 7,316,992
Change in net unrealized . : ‘
gain-(loss) on investment -
securities available-for-
sale, net of reclassification ' - » ‘ AR
~adjustment and-tax effects ©_(1,055441) | - (1,055,441) -(1,055,441)
Total comprehensive income $ 6261551 ’ C
. Purchase of 41,987 shares : o )
of treasury stock .~ . (1,373,818) - (1,373.818) .
Issuance of 2,027 shares of _ ‘ :
common stock under ‘ o .
dividend reinvestment 4,054 48,182 52,236
Issuance of 8,568 shares of - :
treasury stock upon exercise - - . o N .
‘ of employee stock options' - (144 655) 295,467 150,812
. Recognition of stock option expense 48,131 . ' 48,131 -
Cash dividends - $.98 per share o (2,883,612) . (2.883,612)
$6,154,414  $12,535,284 $31,828,342 . $ 5,488, 540 - $(4,655,239)  $51,351,341 -

Balance At December 31, 2003

"The aécompgnying notes are an integral part of these consolidated financial statements.
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FIRS T KE Y S T ONE CORPORA T 1 ON AND'S UBSIDIAR Y

CONSOLIDATED STATEMENTS OF CASH FLOWS

FOR THE YEARS ENDED DECEMBER 31 2003 2002 and 2001

2003

" CASH AND CASH EQUIVALENTS AT END OF YEAR

: The é‘c':companyivr{g notes are an integral part of these cbrisolidatq(_I financial statements _ -

2002

2001
OPERATING ACTIVITIES o , : o oL :
Net income : c e . $-7316992 . § 6,587,149 - $ 75,433,401

- Adjustments (o reconcﬂe net income 0 net cash T P o CT

provided by operating activities: ’ I S ‘

. Provision for loan losses 500,000 550,000 610,000
Depreciation and ’an'iort'iz'atjon ) o 491,252 , 446,313 384,925
‘Stock option expense- . 48131 - N
Premmm amortization on mvestment securities © 1,128,135 ;556,617 325,036
Discount accietion on investment securities (450,477 (567,358) (950,450)

. Deferred income tax benefit - (116,156) 179.854) (105,349)
Gam on sale of mortgage loans (234,328) - (228,194) (184,013)
‘Proceeds from sale of-mortgage loans orlgmated for resaIe . 14,799,725 8,322,360 9,373,829
Orlgmatxons of mortgage foans held for resale - (17,377 134) -(10,522,610) (6,034,088)
Gain on sales of investment securities (298,975) - (28,647) (278.474) - +

_ Loss on sate of foreclosed real estate - - 14,576. 5,000 . 54,808

. (Increase) decrease in accrued interest receivable . - .. 197,598 (75,048) (502,812)

- Increase in cash surrender value ‘of bank owned hfe msurance_ o -(484,895) ; (102,069) - :

~ Increase in other assets - net” = 1(156,752) - - 7(304,251) - | (422,755).

" Increase (decrease) in accrued mterest and other expenses . 15,972 (434,325) (148,448).
-Increase (decrease) in other liabilities ~ net . - (214.127) . 127.932 111,637 -
"~ NET CASH PROVIDED BY OPERATING ACTIVITIES - . . ‘ ‘$ 5.179.537 §  4.253.015 $..7.667.247

. INVESTING ACTIVITIES T L

Proceeds from sales of investment securities avallable for sale $.38,223;301 L% 46,732,078 ~ § 34,689,482

" Proceeds from maturities and redemptions. of mveslmem . o C . . -
securitie$ available-for-sale , o © 47,827,995 - - 27,014,603 45,400,938
Purchases.of investment securities available-for-sale” " (104,588,270) (96,557,845) ° (108,563,617)
Proceeds from maturities and. redempuon of mvestmenr E ) o ' B o

securities held-to-maturity ‘ : 1,097,462 1,035,535 1,580,584

:Purchases of investment securities heId -to- maturlty S '+ (982,690). ' S

- Net increase ir loans (25,022,633) .- (1,192,549) (11,688,658)

- Purchases of premlses and equipment ‘ {1,153,944) (545,291) " (89,699) .
Proceeds.from sale of foreclosed real estate. .~ > . - 113,683 100,000 473,901
Purchase of bank owned hfe insurance pohcxes T . P -(10,000,000) Ca
Pre- settIemem advance on acqmsmon of branch .. ’ 8,714,900, L : -

NET CASH (USED IN) INVESTING ACTIVITIES © $(34.787.506) $(34.396,1539) $:(38,197.069)
" FINANCING ACTIVITIES - SRR v S o :

- Net increase in deposits . $ 12,274,872 '$ 36,064,455  $ 23,207,813
Net increase (decrease)'in short-term borrowmgs ) - 2.677,247 1 (2,499,219 . "~ 3,006,709
Proceeds from long-term borrowings ’ 18,695,000 . - - 8,000,000-- ° 11,000,000
Repayment of long-term borrowings - . (1,500,000) (7,500,000) (7,000,000)
Dividends paid in lieu of fractional shares C © (4,725) S ’
Proceeds from issuance of common stock 52,236 - -
Proceeds from sale of treasury stock 150,812 17,000 -
Acquisition of lreasury stock - (1,373:818) (503,707 .
Cash dividends paid - . ' ' N © (2.883.612)° : (2.524.933) (2,295.319)

NET CASH PROVIDED BY FINANCING ACTIVITIES - $28092737 -~ § 31.048871 - . § 27.919.203
. 'INCREASE (DECREASE) IN CASH' AND CASH EQUIVALENTS $ (1,515,232) $ 905727 $ (2,610,619)
CASH AND CASH EQUIVALENTS AT BEGINNING OF YEAR - - 7.456.064 6.550.337 J' 9.160.956
‘ § 5940832 . § 7.456.064 $ 6550337

2003 ANNUAL REPORT . - |




FIRS T KEYST ONE C ORPORA TI ON AND S UBSIDIAR Y
Notes to Consohdated Frnancral Statements for Years Ended December 31, 2003 2002 and 2001

Note 1 —_ Summary of Significant Accountlng Policies

‘The accounting policies of First Keystone Corporation and Subsidiary, (the “Corporanon ) are in accordance wrth
_accounting prlncrples generally accepted in the United States of America and conform to common practices wrthm the bankmg
1ndustry The more srgnrﬁcant polrcres follow: ‘ - :

Prmcrples of Consolrdatron - -

The consolidated financial statements inctude the accounts of Frrst Keystone Corporanon and its wholly-owned Subsrdlary,
The First Natronal Bank of Berwick (the “Bank”). All srgmﬁcant inter- company balances and transactions have been eliminated in
consolidation.

Nature of Operatlons »

~- The Corporanon headquartered in Berwick, Pennsylvama provrdes a full range of banking, trust and related services
through its wholly owned Bank subsidiary and is-subject to competition from other financial institutions in connection with these -
services. The Bank serves a customer base which includes individuals, busmesses public and institutional customers primarily
located in the Northeast Region of Pennsylvania, The Bank has ten full service offices and 14 ATMs located in Columbia, Luzerne
and Montour Counties: The Corporation and its subsidiary must also adhere to certain federal bankmg laws’ and regu]anons and are
subject to perrodrc exannnatlons made by various federal agencies. -

Segment Reportmg
The Corporation's banking subsrdrary acts as an independent communrty financial services provider, and offers tradmonal
banking and related financial services to individual, business and government customers. Through its branch and automated teller
machine network, the Bank offers a full array of commercial and retail financial services, including the taking of time, savings and
. demand deposits; the making of commercial, consumer and mortgage loans; and the providing of other financial services. The Bank
also performs personal corporate, pension and fiduciary services through its Trust Department.
Management does not separately allocate expenses, including the cost of funding loan demand, between the commercial,
retarl trust and mortgage banking operations of the-Corporation. Currently, management measures the performance and allocates
- the resources of First Keystone Corporation as a smgle segment

Use of Estlmates :

. The preparanon of these consohdated financial statements in conformity wrth accounting prmcrples generally aecepted in
the United States of America, requires management to make estimates and assumptions that affect the reported amounts of assets
and liabilities and disclosure of contingent assets and liabilities at the date of these consolidated financial statéments and the reported

" _‘amounts of income and. expenses durmg the repornng perlods Actual results could differ from those estimates.

Investment Securrtles : . :

The Corporation classifies its investment securities as either “Held-to- Maturrty” or “Avarlable for- Sale” at the time of
purchase. Debt securities are classified as Held-to-Maturity when the Corporation has the ability and positive intent to hold the
“securities to maturity. Investment securities Held-to- -Maturity are carried at cost adjusted for amortization of premium and accretion
of discount to maturity.

_Debt securities not classified-as Held to- Maturlty and equity securmes are included in the Avarlable for Sale category and -
are carried at fair value. The amount of any unrealized .gain or loss, net of the effect of deferred income taxes, is reported as other
comprehensive income (loss) in the Consolidated Statement of Stockholders’ Equity. Management's decision to sell Available- for-
Sale securities is based on changes in economic condrtrons controlling the sources and applrcanons of funds, terms, avallablhty of
and yield of alternative investments, interest rate risk and the need for liquidity.

The cost of debt securities classified as Held-to-Maturity or Available- for Sale is adJusted for amortization 1 of premiums.
and accretion of discounts to expected maturity. Such amortization and accretion, as well as interest and. dividends is included in
- interest income from investments. Realized gains and losses are included in net investment securities gains. The cost of investment

" securities sold, redeemed or matured is'based on the specrﬁc 1dent1f1catron method. :

N
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Loans : : :
- Loans are stated at thetr outstandmg unpa1d prrncrpal balances net of deferred fees or costs, unearned i tncome and the -
. allowance for loan losses. Interest on instaliment loans is recogmzed as income over the term “of each loan, generally, by the
““actuarial method”. Interest on all other loans is primarily recognized based upon the principal amount outstanding on an actual day -
basis, Loan origination fees and certain direct loan ortglnanon costs have been deferred with the net amount amortized using the .
. interest method over the contractual life of: the related ‘loans as an interest yield adjustrnent

Mortgage loans held for resale are carrred at the lower of cost or market on an aggregate basis. These loans are sold

‘ w1thout recourse to the Corporatton : o

Past- Due Loans Generally, a loan is c0n31dered to be past due when scheduled lToan payments are in arrears -15 days or more.

‘Deltnquent notices are generated automatically when a loan is-15 days past-due, depending on the type of loan. Collection efforts

. continue on loans past-due beyond 60 days that have not been satisfied, when it is believed that some chance exists for improvement

" in the status of the loan. Past-due loaris are continually evaluated with the determmanon for charge off being made when no-
reasonable chance remains. that the status of the loan can: be 1mproved -

Non-Accrual Loans Generally, a loan is classiﬁed as non—‘accrual and the accrual of interest on such' a loan is discontinued when
the contractual payment of principal or interest has become 90 days past due or management has serious doubts about further
collectibility of principal or interest, even though the loan currently is performing. A loan may remain on accrual statis if it is in
the process of collection and is either guaranteed or well secured. When a 16an is placed on non-accrual status, unpaid interest . °
credited to income 'in the current year is reversed and unpaid intérest accrued in prtor years is charged against the allowance for
‘loan losses. . Certain non-accrual loans may continue to perform;, thatis, payments are still being received. Generally, the payments
are applied to principal. These loans remain under constant scrutiny and if performance continues, interest income may be recorded
ona cash basrs based on management s Judgement as to collectrbrltty of prmcrpal :

Allowance for Loan Losses The allowance for loan losses is established through. provisions for loan losses charged agamst income.
Loans deemed to be uncollectible are charged agamst the allowance for loan losses and subsequent recoverres 1f any, are credited
to the allowance.

. A prmcrpal factor in estrmattng the allowance for loan losses is the measurement of 1mpatred loans. A loan is consxdered
. impaired when, based on current information and events, it is probable that the Corporation:will be unable to collect all amounts
due according to the contractual terms: of the loan agreement. Under current accounting standards,’ the allowance for loan losses -

related to impaired loans is based on discounted cash flows usmg the effective interest rate of- the loan or the fair. value ‘of the
" collateral for certain collateral dependent loans.. - : : ‘
The allowance for loan losses is matntamed at a level esttmated by management to be adequate to absorb potential loan
losses. Management s periodic evaluation of the adequacy of the allowance for loan losses is based on the _Corporation's past loan
loss experience, known and inherent risks in the portfolio, adverse srtuattons that may affect the borrower's ability. to repay -
(including the timing of future payments), the estimated value of any.underlying collateral, composition of the loan portfolio,
current economic conditions, and other relevant factors. This evaluation is inherently subjective as it requrres material estimates
including the amounts and ttmmg ‘of future cash ﬂows expected to be recetved on impaired loans that may be suscepnble to
srgmﬂcant change . » . S :

Denvatlves
The Bank has outstandmg loan commrtments that relate to the ortgtnauon of mortgage loans that w1ll be held for resale.
"Pursuant to Statement of. Financial Accounting Standards (SFAS) No. 133-“Accounting for Derivative Instruments and Hedging
* Activities” as amended by SFASNo. 138, “Accounttng for Certain Derivative Instruments and Certain Hedging Activities”™ and the
. -guidance contarned within the Derivatives Implementatton Group Statement 133 Implementation Issue No. C 13, the Bank has
+ accounted for such loan commitments as derivative instruments. - The effective date of the implementation guidance is the first day
* of the first fiscal quarter begmnmg after April 10, 2002. - The outstanding loan commitments in this category did not give rise to
any losses for.the years ended December 31, 2003 and 2002 as the fair market value of each outstandmg loan commitment
exceeded the Bank 8 Cost basrs in each outstandtng loan comrmtment ~

. Premises and Eqmpment -
o Premises; 1mprovements and equtpment are stated at cost less accumulated deprec1atron computed prmcrpally on the .
straight-line method over the estimated useful lives of the assets. Long-lived assets are revrewed for impairment whenever events or \
_changes in business. crrcumstances indicate that the’ carrying value may not be recovered. Maintenance and minor repairs are
charged to operations as incurred. The.cost and accumulated depreciation of the premises and equipment retired or sold are
eliminated from the property accounts at the time. of. rettrement or sale, and the resultxng gain or loss is reflected in current
operations.
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Mortgage Servrcmg nghts :
The Corporation orlglnates and sélls real estate loans to investors in the secondary mortgage market. After-the sale, the.
,Corporatlon retains the right to service these loans. When originated mortgage loans are sold and servicing is retained, a servicing
.- asset is capitalized based on relative fair‘value at the date of sale. Servicing assets are amortized as an offset to other fees in ‘
proportion'to, and over the period of, estimated net serv1c1ng income. The unamortized cost is included in othér assets in the .
~ accompanying consolidated balance sheet. The serv1c1ng nghts are penodlcally evaluated for 1mpatrment based on then' relative fair
value ) o . S . - . , : :

Foreclosed Real Estate o v : : ‘
Real estate propertles acquired through or in lieu of loan foreclosure are held for sale and are 1n1t1ally recorded at fair -
value on the date of foreclosure estabhshmg a new cost’ basis. After foreclosure, valuations are. periodically performed by"
‘management and the real estate is carried at the lower of carrymg amount or fair value less cost to sell and is included in other - »
-assets. Revenues derived from-and costs to marntarn the assets and subsequent gains and losses on sales are 1ncluded in other non- - .
interest income and expense ' :

' Bank Owned Llfe Insurance ' ‘ ' ‘ ' SR :
‘The Corporatlon invests in Bank Owned Life Insurance (BOLI) with split dollar life pr0v1srons Purchase of BOLI
provides hfe insdrance coverage on certain employees with the Corporation being owner and beneﬁclary of the policies.

‘Investments in Real Estate Ventures : :
The Bank is a‘limited partner in real estate ventures that own and operate affordable resrdennal low-income housmg
apartment bulldmgs for elderly residents. The 1nvestments are. accounted for under the effective yield method under the Emerging
~ Issues Task Force (EITF) 94-1 “Accounting for Tax Benefits Resulting from Investments in Affordable Housing Projects™. Under .
the effective yield method, the Bank recogmzes tax credits as they are allocated and amortizes the initial cost of the investmerit to .
provide a constant effective yield over the period that the tax credits are allocated to the Bank. . Under this method, the tax credits
allocated, net of:any amortization of the investment in the Jimited partnersh1ps are recogmzed in the consolidated statements of
income as a component of income tax expense. The amount of tax credits allocated to the Bank were $90,877, $80,865- and
$26,674 in 2003, 2002 and 2001, respecnvely, and the amortization of the investments in the limited partnershlps were 565,641,

- $55,263 and $18,081in 2003, 2002 and 2001, respectively. The carrying value of the investments as of December 31, 2003, and
2002 was $882, 494 and $562 021 ‘tespectively, and is camed in Other: Assets in the accompanymg consohdated balance sheets.

Income Taxes :

) The provision for incame taxes is based on the results of operanons adJusted primarily for tax- exempt income. Certain
items of income and expense are reported in different periods for financial reporting and tax return purposes. Deferred tax assets
and liabilities are determined based on the. drfferenees between the consolidated financial statemeént and income tax bases of assets -
and liabilities measured by using the enacted tax rates and laws expected to be in effect when the timing differences are expected to

'reverse Deferred tax expense or benefit is based on the dxfference between deferred tax asset or “liability from penod to period.

Stock Based Compensatlon ’ : : ’

" The Corporanon had accounted for stock. opttons and shares issued under the Stock Option Incentive Plan through

December 31, 2002 in accordance with Accounting Principles Board Opinion (APB) No. 25, “Accounting for Stock Issued to
- Employees”. Under this method no compensation expense is recognized for stock options when the exercise price equals the fair
value of the options at the grant.date. Under provisions of Statement of Financial Accounting Standards (SFAS) No. 123,

“ Accountmg for Stock Based Compensation”, the fair value of a stock option is required to be recogmzed as comipensation expense -
over the service period (generally the vesting period). As permrtted under SFAS No. 123, “Accountmg for Stock Based
Compensation”, the fair value of a stock option is required to be recognized as compensation expense over the service period
(generally the vesting perlod) As permitted under SFAS No, 123 the Corporanon had elected to continue to account for its stock
“option plan in accordance with APB No. 25.

As of the ﬁrst quarter 2003, the Corporanon adopted Statement of Financial Accountmg Standards (SFAS) No. 148
“Accountlng for Stock Based Compensation - Transition and Disclosures - an amendment of FASB Statement No. 123”. The
Corporationelected to use the “prospective method” of accounting for stock. options as allowed by the Standard. Accordingly,
compensation expense was recognized in 2003 in the amount of $48, 131 bemg the vested portron attrlbutable to stock optlons
granted in 2003 (See Note 18). " : : |
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Per Share Data Ll : ' ' :

i Statement of Fmanc1al Accountmg Standards (SFAS) No. 128 “Eammgs Per Share” requrres dual presentation of basic -
and fully diluted earnings per share’ ‘Basic earnings per share is calculated by dividing net-income. by the werghted average number -
of shares of common stock outstanding’at the ‘end of each: period. Diluted earnings per share is calculated by intreasing the
denominator for. the assumed converslon of all potentrally drlutwe securities. The Corporatron s drlutrve securities are limited to

. stock options. : : :

Per share data has been: adJusted retroactrvely for stock splrts and stock dw1dends S
The reconcrhatron of the numerators and denommators of the basrs and dlluted earnings. per share’ follows

Year'Ended December 31, 2003 -
‘Weighted Average -

© NetIncome - . Number of Shares Per Share‘
‘ . Numerators Denominators - Amount
Netincome ~ . - r. 8731699
Basic earnings per share: ’ N A R : T S
* Income available to common stockholders”_ T s 187,316,992 T - 02,944,420 © %248

-Effect of dilutive securmes
Stock options
Drluted earnings per. share

. 7.981

Income avallable to common, stockholders o 'v T $7,316,992 2,952,401 - $2t4(8"
~_+Year Ended December 31, 2002
R - Weighted Average )
i . Net Income * = - Number of Shares Per Share
© . Numerators . . Denominators °~ ~ Amount
| ,Netmcome S . $6.,587.149

‘Basic earnings per share R BV e e o :
Income available to. common stockholders L $6,587,149 2972210 $2.22

'Effect of dilutive securities:" : : o T LT ' T i

" Stock options 2,541

“Diluted earnings per. share . : s T o S '
Income avallable 10 common stockholders e $6,587,149 . . 2,974,751 - %221

Year Ended December 31, 2001

- SR . 77 . Weighted Average :
o S Net Income. . Number of Shares - Per Share -
Numerators - . Denominators = Amount
Net income r : S e $5.433.401
Bas1c earnings per share: ‘_ A R o A A T ,
Income available to common’ stockholders L $5,433.401 ¢ - 2,975,180 $1.83
Effect of dilutive securitiés; S o o o o R ' ‘
Stock options * - . S S e RN 0
‘Diluted earnings per share: |~ . 0 T Co ' B ‘ R
Income avallable to common stockholderss - S 85,433,401 2,975,180 T $1.83

. Cash Flow Informatlon , : : : :

For purposes of reportrng consolidated cash flows, cash and cash equwalents mclude cash on hand and due from other . .
" banks and- interest bearing deposits in other banks. The’ Corporation considers cash clasmﬁed as mterest bearmg deposns with other -
banks as a cash equivalent since they are represented by’ cash accounts essentrally on a demand basis.



Interest pald on deposns and other borrowmgs was $10,263,061, $11 456,466 and $14,904,607 in 2003 2002 and 2001
respectlvely Cash payments for income taxes were $1,767,725, $2,263,801 and $1,442,884 for 2003, 2002 and 2001, respectively.
The Corporation transferred loans to foreclosed assets.held for sale in the amounts of $128 258, $30, OOO and $59O 375 m 2003,
2002 and.2001, respectwely S .

Trust Assets and Income _ : ~

Property held by the Corporatlon in a ﬁdumary or agency capac1ty for its customers is not included in the accompanying
consolidated financial statements since such items are not assets of the Corporation. Trust Department income is generally
recogmzed on a cash basis and is not materially different than if it were reported on an accrual basis.

"~ Recent Accountmg Pronouncements '

' -In November 2002, the Financial Accountlng Standards Board (FASB) issued Interpretatlon No 45 (FIN 45)

“Guarantor’s Accounting and Disclosure Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of Others”.

This interpretation expands the disclosures to be made by a guarantor about its obligations under certain guarantees and requires the

. guarantor to recoguize a 11ab111ty in its financial statements for the obligation assumed under a guarantee. In general, FIN 45 apphes

to contracts of indemnification agreements that commgently require the guarantor to make payments to the guaranteed party based

on changes in an underlying that is related to an asset, liability, or equity security of the guaranteed party. Certain guarantee

contracts are excluded from both the disclosure and recognition requirements of this intérpretation, while other guarantees are

subject to just the disclosure” requirements of FIN 45 but not to the recogmtxon provisions. The disclosure requirements of FIN 45

were effective for the Corporation as of December 31, 2002 and require disclosure of the nature of the guarantee, the maximum
potential amount of fiture payments the guarantor could be required to make under the guarantee, and the current amount of the

' liability, if any, for the guarantor’s obligations under the guarantee. The recognition requirements of FIN 45 are applied
prospectively to guarantees issued or modified after December 31, 2002. This standard did not have any impact on the
Corporation’s consolidated financial condition or results of operation.

In December 2002, the FASB issued Statement of Financial Accounting Standards (SFAS) No. 148, “Accountlng for
Stock-Based Compensatton Transition and Disclosure, an amendment-of FASB Statement No. 123", is generally effective for
‘financial statements for fiscal years and interim perrods begmnmg after December 31, 2002. The statement amends SFAS No. 123,
“Accounting for Stock-Based Compensation”, to provxde alternative methods of transition for a voluntary change to the fair value
based method of accounting for stock-based employee compensatlon The statement also amends the disclosure requirements of
SEAS No. 123 10 require prominent disclosures in both annual and interim financial statements about the method of accounting for
stock-based compensation and the effect of the method used-on reported results. The Corporation has elected to adopt SFAS 148 for
the first quarter 2003 using the “prospective method™ of accounting for stock options as allowed for in the Standard.

In December 2002, the FASB issued Statement of Financial Accounting Standards (SFAS) No. 149, “Amendments to
SFAS 133 on Derivative Instruments and Hedging Activities” is generaliy effective for contracts entered into after June 30, 2003.
This Statement amends and clarifies financial aceounting andireporting for derivative instruments, including certain derivative
instruments embedded in other contracts (collectively referred to as derivatives) and for-hedging activities under SFAS No, 133
“Accourting for Derivative Instruments and Hedging Activities”. The changes in this Statement i improve financial reporting:by
requiring that contracts with comparable characteristics. be accounted. for similarly. The changes will result in. more consistent
reporting of contracts as either derivatives or hybrid instruments. ThlS standard does not have any impact on the Corporatlon s
consohdated financial position or results of operations.

In January 2003, the FASB issued Interpretanon No. 46 (FIN 46) whtch provides guidance on how to identify a vanable
interest entity (VIE) and determine when the assets, liabilities, noncontrolling interests, and results of operations of a VIE are to be
included in an entity’s consolidated financial statements. A VIE exists when either the total equity investment at risk is not sufficient
to permit the entity to finance its activities by. itself, or the equity irivestors lack one of three characteristics associated with owning
a controlling financial interest. Those characteristics include the direct or indirect ability to make decisions about an entity’s
activities through voting rights or similar rights, the obligation to absorb the expected losses of an entity if they occur, or the right
“to receive the expected residual returns of the entity if they occur. This standard did not have any 1mpact on the Corporatlon s
consolidated financial position or results of operations.

In May 2003, the FASB issued Statement of Financial Accountmg Standards (SFAS) No. 150 “Accountmg for Certam
Financial Instruments with characteristics of both Liabilities and Equity” is generally effective for financial instruments entered into
or modified after May 31, 2003 and for contracts in existence at the start of the first interim perlod beginning after June 15, 2003.
This Statement establishes new standards for classification, measurement and disclosure of certain types of financial instruments

- having characteristics of both liabilities and equity, including instruments that are mandatorily redeemable and that embody
obligations requiring or permitting settlement by transferring assets or by issuing an entity’s own shares. In December 2003, the



FASB deferred for an: mdefmne perxod the appheatron of the gurdance in SFAS 150 to noncontrollmg interests that are classrﬁed as .
“equity in the financial statements of a subsidiary but’ would be classified as a hablhty in the parent’s financial statement’s under
SFAS 150. The deferral is Tlimited to mandatorily redeémable noncontrollmg interests associated with finite-lived subsrdlarres This

- ‘standard does not have any impact on the Corporation’s consolidated financial position or results of operations.

In December 2003, the Emerging Issues Task Force (EITF) 1ssued EITF 03-1 “The ‘Meaning of Other-Than-Temporary
Impairment and its Apphcanon to Certain Investments” is generally effective for fiscal years ending after December 15, 2003 and
addresses how to definé an “other-than- temporary impairment” as well as its application to investments classified as either.
“available-for-sale” and “held-to- -maturity™ under SFAS 115: The EITF requires disclosure of securities in a continuous unrealized
loss position to be stratified based on length of time those securities were carried in such a position (less than 12 months and 12
months more). Additional information is required to be dlsclosed to include the nature of the investment, the cause of the decline in
value and the evidence considered in reaching the concluswns that the investment is not other-than- ~temporarily 1mpa1red The

: drsclosure is requrred for fiscal” years endmg after December 15 2003. Comparanve information for earlier periods is not requrred

Advertlsmg Costs : :
It is the’ Corporanon s pohcy to expense advemsmg costs in the perlod in Wthh they are 1ncurred Advertising expense for.
- the years ended December 31, 2003 2002 and 2001, was approxrmately $255,572, $218,977, and $141,258, respecnve]y

Reclassrficatlons . : :

Certain amounts in the consolidated ﬁnancral statement$ of prlor perlods have been reclassrﬁed to conform with
presentanon used iri the 2003 consohdated financial statements Such reclassrﬁcanons have no effect on the Corporanon s
consolidated financial condrtron or net income. oo

. Note 2 — Restrrcted Cash Balances

A The Bank is requrred 1o maintain certam average reserve balances ‘as estabhshed by the Federal Reserve Bank. The amount - -
of those reserve balances for the reserve computation period which included December 31, 2003, was $764,000, which was
satisfied through the restriction of vault cash. In addition, the Bank maintains a clearing balance at the Federal Reserve Bank to
offset specrﬁc charges for services. At December 31 12003, the amount of this-balance was $700,000. ' -

Note 3 — Investment Securltles

. The amortized cost related estlmated farr value and unreahzed gams and losses for mvestment’securmes classified as
“Avallable For- Sale” or “Held to- Maturlty” were as follows at December 31 2003 and 2002

" Available-for-Sale Securities .
Gross - Gross Estimated

) . . R R : Amortized Unrealized Unrealized _ Fair
December 31, 2003 R e : IR _Cost .- _Gains Losses Value
Obligations of U.S. Government Corporatrons and Agenc1es ‘ A ) '

. Mortgage-backed - L $ 94,357,473 $ 719,191 § 628,725 - $ 94,447,939
Other : S R ‘ .. '5,997,600 . 49,463 7,843 6,039,220
‘Obligations of state and polmca] SublelSlODS ... . 73,690,568 5,199,017 179,185 78,710,400
- Corporate securities T 33,723,868 2,301,064 - - 36,024,932
~ Marketable equity securities - LT 46526457 0 1,378,112 . 377,451 5,653,306
Restricted equity securities = - T . o 5.167.000 - - 5,167,000

Tol T : s . $217.589.154  $9.646.847  $1,193.204 - $226.042,797




~ Held-to-Maturity -Securities

‘ : Gross - - Gross ©  Estimated
. . R . Amortized . Unrealized Unrealized . - Fair |
December 31 2003: e . . _Cost . . _Gains__ Losses Va]ue
: Obhgatlons of U.S. Government Corporatlons and Agencres : S '
Mortgage-backed’” = - , C % 3,152,908 $ @ 2,641 $ 31,198 $ 3,124,351
~ Obligations of state and political. subd1v1510ns o L 2,076,406 28,480 - 2,104,886
. Total : . , . R 0§ 5229314 $ 31121 0§ 31,198 - $ 5229237
Avallable for- Sale Securmes
o o _ . Gross Gross Estimated
: o e s . ‘ SR Amortized Unrealized . Unrealized Fair
December 31, 2002: ‘ R - ’ ‘ ‘ Cost Gains__ - _Losses .- Value
" Obligations of U.S. Government Corporauons and Agencres . : : S _ o -
Mortgage-backed Lol v S $71,510863  $ 1,677,919 $ 6,212 $ 73,182,570
Other i s ... . 4,520,687 . 102,780 . - 4,623,467
" Obligations of state and political subd1v151ons ‘ 0 . - ,',79,56_9,388 ©.5,276,818 . 37,445 84,808,761
. Corperate securities .= - S T 36,191,874 . 2,254,868 - 1,093 38,445,649
Marketable equity securities - ' o -0 4,580,397 - 823,581 93,858 5,310,120
Restricted .equity securities e T 3452100 - - - - _3.452.100
Total - - - . $199.825309 $10,135.966 © $ 138,608 . $209.822,667
( Held-to-Maturity Securities : -
. ~ Gross - Gross. 'Estimated
‘ A , _ Amortized - Unrealized - Unrealized ~ - .~ Fair
December 31, 2002. . - v - "~ . _Cost . . Gains - _Losses: Value
Obligations of U.S. Government Corporatlons and Agencxes - o o ’ ‘
_ Mortgage -backed - o S $ 74,272,615 S 2,143 -§ 38,385 "% 4,236,373
Obligations of state and pohucal subdwmons S 1.659.716 29,120 - - - 1,688.836
Total S ERE $ 5932331 § 31263 $ 38385 § 5925209

Securmes Avallable for- Sale with an aggregate fa1r value of $52,927, 314 in 2003 and $59 575, 229 in 2002 and securities
Held-to-Maturity with an aggregate unamornzed cost of $3,152,908 in 2003 and $5, 942,622 in 2002, were pledged to secure public
funds, trust funds, securities sold under agreements to repurchase FHLB advances and other balances of $38, 209, 594 in 2003 and
- $37,693 072 in 2002 as requxred by law., « - .
' The amortized cost, estimated fair value and welghted average yxeld of debt securmes by contractual maturrty, are shown'
below at December 31, 2003. Expected maturities will differ from contractual maturmes because borrowers may have the rlght to .
call 'or prepay obhganons w1th or without call or prepayment penaltxes o :



December 31, 2003

' " U.S. Government Obhgatlons

- Agency & - _of State . . -bMarketable - Restricted ‘
- Corporation . & Political . - Equity. - Equity Corporate

- o Obligations' Subdivisions’ ", Securities’® _ Securities’ Securities -

Available-For-Sale: ‘ : : o - ‘

Within 1 Year: - , : P o o T B :
Amortized cost. - R T o ST S $1,006,750- -
Estimated fair value . . - . N SN - 1,013,917

" .Weighted average yield o . R - e - . 3.91%
Amortized cost - 11,116,597 - = 2,057,554 . ¢ - - 27,653,136

 Estimated fair value - - ° - 11,100,992 2,203,605 . - I 29,519,308
Weighted average yield | .3.51% . 5.24% EER T L 6.14%

~5-10 Years: L e B . o o

" Amortizedcost - © - - 40,373,443 .~ 6,949,791 . - ST o 3,958,624

- ‘Estimated fair value -~ . 40,178,530 7455483 - . .- - L. ‘ 4,314,302

. Weighted average yield L 361% C621% = O 6.15%

 After 10 Years: o S P o o
Amortized cost © - ¢ 48,865,033 ' 64,683,223 - 4,652,645 5,167,000 1,105,358 - -
Estimated fair value U7 49,207,637 - 69,051,312 7 5,653,306 - 5,167,000 1,177,405,
Weighted: average yleld R 4.58% T 1.40% ¢ - 4.50% Lo 2.11% - 594% -

.~ Total: . o e Sl _ ' L
Amortized cost - . . $100,355,073 $73.690.568 - . $4,652,645 $5,167,000 - $33,723,868
Estimated fair value =~ 100,487,159 = - 78,710,400 5,653,306 5,167,000 . 36,024,932 ° -

= Weigh_ted average yield‘ o 407% o 1.23% - 4.50% - 211% - 6.07%

: 1Mortgage backed securmes are allocated for marurlty reportmg at thelr ongmal maturity date
* ?Average yields on. tax exempt obllgatlons of state and polmcal subdmsxons have been computed on a tax- equxvalent ba51s usinga
" 34% tax rate.

*Marketable equity securities and restrlcted equlty securmes are not cormdered to have»defined maturities and are included -in the .
after ten year category ~ ‘ ' -




December 31, 2003

U.S. Government. Obhgatlons , . , _
Agency & -~ of State  © - “Marketable Restricted
“Corporation . & Political . Equity .~ Equity - = Corporate

S T Obligations' -~ Subdivisions’ = . Securities’ - Securities’ - - Securities

_Held-To-Maturity: S 3 C o B : : o < .
Within 1 Year: - - : o s
Amortized cost c . $ - $ - : 5 - R A I
Estimated fair value' T S . _ __v B
Weighted average yreld o . S e » - e ' Tl

1-.5 Years: _ . o o y |

- Amortized cost : : - ; - - - S
Estimated fair value . o e i - w - . - L
Weighted average yield ~ . . - - ; . - . ‘ -

© 5-10 Years: : o o g . : ,
Amortized cost = IR 715,155 . - ' )
Estimated fair value | ’ o - o 717,940 ‘ - - -
- Weighted average yteld ' ) - ' 5.06% - B ' U .
After 10 Years: o - o ' o o
© . Amortized cost’ o 3,152,908 1,361,251 - - o . . - -
Estimated fair value o _ 3,124,351 - 1,386,946 . - - .
Weighted average yield - 323% - 611% e - -
Total: o A . R .
. Amortized cos,t _ S0 $3,152,908 . $2,076,406 - § - $ - , $ -
Estimated fair value . 3,124,351 2,104,886 . - - : -

Weighted average yield =~ 3.23% - .. 6.15% - - -

lMortgag,e backed securmes are allocated for maturity reportmg at thetr original maturity date..

‘Average yields on tax exempt obligations of state and political subdrvrsrons have been computed on a tax- equtvalent basis using a .
34% tax rate. = : .

*Marketable equity securmes and restrtcted equrty securities are not consrdered to have defined maturmes and are included i in the :
after ten year category. :

Restricted equity securities consist of stock in the Federal Home Loan Bank of Pittsburgh (FHLB), Federal Reserve Bank
(FRB) and Atlantic Central Bankers Bank (ACBB) and do not have a readily determmable fair value for purposes of SFAS No..
115, because their ownership is restricted and they can be sold back only to the FHLB, FRB, ACBB or to another member
institution. Therefore, these securities are classified as- restrrcted equrty mvestment securmes carried at cost ‘and evaluated for
impairment. : '
' There were no aggregate investments with a single issuer (excludmg the U.S. Government and its-agencies) whrch
exceeded ten percent of consolidated shareholders’ equity at December 31, 2003. The quality rating of all obligations of state and
political subdivisions are “A” or higher, as rated by Moody’s or Standard and Poors. The only exceptions are local issues which are -
not rated, but are secured by the full faith and credit obligations of the communities that issued these securttres All of the state and
political subdivision investments are actrvely traded in a liquid-market, : :
- Proceeds from sale of investments in Available-for-Sale debt and equity securities durmg 2003, 2002, and 2001 were
$38, 223 301, $46,732,078, and $34,689,482, respectively. Gross. gains realized on these sales were $734,587, $574 090 and -
$570,162, respectively. Gross losses on these sales were $435,612, $545,443, and $291,688; respectively.
There were no proceeds from the sale of investments in Held- To Maturrty debt and equrty securmes durmg 2003, 2002 and
2001. : : «
' In accordance wrth dtsclosures requtred by EITF No. 03-1, the summary below shows the gross unrealized losses and fair
value of the Bank’s investments, aggregated by investment category, that individual securities have been in a-continuous unrealized
loss posrtton for less than 12 months or more than 12 months as of December 31, 2003 ' ,



. _Less Than 12 Months .

12 Months or More

‘ _ Total
~ Fair - Unrealized Fair ‘Unrealized Fair . - Unrealized
Value. - -Loss’ Value . Loss. Value . Loss
Dtrect obhgatlons of the S - o S L -
" U.S. Government" $1,002,260° © $ 7,843 - $ - .8 - - $1,002,260 $ 7,843
Federal Agency Mortgage S o ' ' S » .

. Backed Securities 56,958,222, 634,739 1,655,470 - 25,183 - 58,613,692 659,922

Municipal Bonds : - 3,338,162 179,185 - - - 3,338,162 179,185
Equity Securities 1.768.614  _106.848 - . 1229396 _270.604 2,098,010  _ 377.452
: - '$928.615 . ¢ $2.884.866 $295.787 = $65.952.124  $1.224.402

$63.067,258

.

* The Corporation invests in various forms of. agency debt including mortgage backed securities and callable debt. The

mortgage backed securities are issued by FHLMC (Federal Home Loan Mortgage Corporation) of FNMA (Federal National
Mortgage Assoc1atron) The mumcrpal securities consist of general obligations and revenue bonds. The equity securities consist of -
_FHLMC preferred stocks. The fair market value of the above securities.is 1nf1uenced by market interest rates, prepayment speeds
on mortgage securities; bid to offer spreads in the market place and credit premiums for various types of agency debt. These factors.
"change continuously and therefore the market value of these securities may be higher or lower that the Corporation’s carrying value
© at any measurement date. Management does not believe any individual unrealized loss as of December 31, 2003 represents an
other- than-temporary impairment. The: Corporatron has the ab111ty to hold the securities contamed in the above table for a trme v

. hecessary to recover the Cost.

Note4 _

Loans

Major c1assrﬁcatrons of loans at December 31 2003 and 2002 consrsted of

Commercral Frnancral and Agrlcultural
. Tax-exempt - :
Real estate mortgage - - Held for sale -
Real estate mortgage Other
Consumer
‘Gross loans " .
Add (deduct): Unearned drscount R

' Net deferred loan fees and costs
Loans “net of unearned income

. 2003
. $ 33,889,532
3,930,464
7,855,461
161,999,169
25,625,926
$233,300,552
(4,436,089)
: 208,840
. $229.073,303

- 2002

" $ 23,638,919

4,393,344
4,897,339
145,599,828

- 28.639,586

$207,169,016
(5,777,975)

: . 126,451

$201,517,492

Changes in the ‘allowance for loan losces for the years‘ended December 31, 2003, 2002 and 2001, were as follows:

" Balance; January 1 .$ 3,174,616 ©'$2,922,405
Provision charged to operations’ 500,000 550,000
Loans charged off : (198,021) (402,112)
Recoveries - 47.720 104,323

$ 3,174,616

" Balance, December 31 °

© 2003

- $3,524.315

2002 .-

2001 -

$ 2,702,313
610,000
(458,242) .

- 68334

'$ .2,922 405

v Non-accrual loans at December 31, 2003 2002 and 2001 were $735 235, $457, 565 and $1, 101 736 respecnvely The gross
interest that would have been recorded if these loans had been current in accordance with their orlgmal terms and the amounts

actually recorded in income were as follows:
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S o S 2003 - 20020 - _2001
Gross interest due under terms - $60,778 - : $38,956 o $93,258

Amount included in income B ;o (37.669) o - (19.179) ) (72.382)
Interest.income‘ not récognized ‘ _ $23.109 - ’ $19.777 = - : $20.876

At December 3.1, 2003, 2002 and 2001 the recorded inveétmem in'loans that are considered to be impaired as defined by
SFAS No. 114 was $113,913, $35,565, and $85,471, respectively. No additional charge to operations was.required to provide for °
the impaired loans since the total allowance for loan losses is estimated by management to be adequate to provide for the loan loss
allowance required by SFAS No. 114 along with any other potential losses. The average recorded investment in impaired loans
during the year ended December 31, 2003, 2002 and 2001 was approximately $59,507, $109,201, and $124,000,. respectively.

Loans past-due 90 days or more and still accruing interest were $33 169 at December 31, 2003 and zero at-December 31,
2002,-as ‘presented in accordance with AICPA Statement of Position 01-6, “Accounting by Certain Entities (Including Entities With
Trade Receivables) That Lend to or Finance the Activities of Others”, effective for fiscal years begmmng after December 15, 2001.

At December 31, 2003, there were no significant commltments to lend addmonal funds with respect to non- accrual and

/ restructured loans '

Note 5 — Mortgage Servicing Rights

“The mortgage loans sold serviced for others are,not included in the accompanying consolidated balance sheets. The unoaid
. principal balances of mortgage loans serviced for others were $26,809,194 and $23,141,951 at December 31, 2003 and 2002,
respectively: The balances of amomzed capitalized mortgage servicing rights, net of valuation allowances, included in other assets
at December 31, 2003 and 2002, were $201,816 and’ $218,897, respectively. A valuation allowance is provided when the carrying
amount exceeds fair value determined by usmg a discount rate of 6% and average lives of generally 3'to 6 years depending on loan
© rates. :

The followrng summarizes mortgage serv1c1ng r1ghts capltahzed and amortlzed along with the aggregate actlvrty in the

related valuatlon allowances .

2003 . - 2002 2001

Balance, January 1 S Y - $218,897 . $187435 - A - $124;340
© Servicing asset additions © . . S130232 - T 74704 88,996 .

Amortization - - : (94,420) . (43242 0 _(25901)

Balance, December 31 ' . ‘ o $254.709 . $218.897 , $187.435

Valuation Allowances: . , . I

Balance, January 1 . o PR . S ’ $ -
Additions ' : ) S0 52893 . . ‘ -
Reductions ‘ o . e - e - ‘ S
Writedowns. 3 e o NS ' , - : - -

Balance, December 31 = - ' o s $ 52,893 . - B $ -

Net Mortgage Servicing"Rights s o e $201,816 : $218,897_ - $187.435

" Custodial escrow balances mamtamed in connection with the foregoing loan servicing, and mcluded in demand deposrts were
approx1mately $10,905 and $2O 250 at December 31 2003 and 2002, respectwely
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Note 6 — Premises-and Equlpment

A summary of premrses and equipment at December 31, 2003 and 2002 follows

.

L m o 2002

Land o : = o $ 991,772 . $ 876,526
Buildings . . S T 2,722,099 ' 2,722,099
Leasehold 1mprovements P o o C291,494 - 289,759
Equipment ' S © 4,741,330 . 4356353
'Constructron and equrpment m progress o - S 644.716 ' 9,900

. e _ 09,391,411 - 8,254,637
Less: Accumulated deprecratron S o s 5233571 . 4.825.130

- Total =~ - I $4.157.840" - - '$3.429.507

: Deprecranon amounted o $425 611 for 2003, $391 050 for 2002, and $384 925 for 2001 :
_Construction in progress at December 31 2003 consisted of costs incurred i in the construction of a new branch facrhty in -

" Scott Townshrp that w111 replace the ex1st1ng leased facrlrty in that locale “This new branch facility is expected to be open in the ﬁrst .
half of 2004. - : o

In January 2004, certain premlses and equrpment of the branch of another f1nanc1al mstrtutron located in Danville,
Pennsylvanra were acqu1red (See Note' 12). Estimated costs to be incurred in 2004 t0 complete these two projects will
' approxrmated $1, 525 000 SR

NOte 7 — Deposrts

’ Major classrfrcanons of deposrts at December 315 2003 and 2002 consrsted of

o 2002

Demand - non-interest bearing - , o o . $ 30,052,477 - . $ 30,056,766
Demand - interest bearmg : - B - 61,493,597 - 49,158,732
Savings - . B TR 169,386,005 . 71,629,153
Time, $100,000-and over .- -~ . S - 36,355,637 42,675,023
Other time - . - . . T - 71457732434 . 137.225.604.
Total deposrts o S 8343020150 - $330.745.278

The-following is a schedule reflectlng class1ﬁcanon and remammg maturttres of time deposrts of $100, 000 and over at
December 31 2003 »

2004 - $22485.967

2005 S 4,526,913

2006 1,604,978
2007. . T 5,470,486
2008 20267293
ST ' 536,3'55,‘63

-Interest expense related 10 tlme deposrts of $100 OOO or more was $1,226,635 in 2003, $l 374,694 in. 2002 and
$2,361,108 in 2001.

_ In January 2004, approxrmately $10 350 000 of deposrt accounts were assumed from the branch of another financial
institution (See Note . 12) : . o

" Note8 — Short-Term Borrowmgs

Federal funds purchased securities sold under agreements to repurchase and Federal Home Loan Bank advances generally
represent overmght or less than 30-day borrowings. U.S. Treasury tax and loan notes for collections made by the Bank are payable
on demand Short-term borrowmgs consrsted of the followmg at December 31, 2003, and 2002:
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Federal funds purchased _andsecn_rities sold

under agreements to repurchase
Federal Home Loan Bank
u.S. Treasury tax and’ loan notes ’
Total C

Federal funds purchased and securities sold
under agreements to repurchase

Federal Home Loan Bank ’

U.S. Treasury tax and loan notes

Total

Note 9 — Long-Term Borrowmgs

2003

$7.,735.577

o _ ) Maximum
Ending Average Month End Average
. Balance Balance Balance Rate
$6,457,834  $6,016, 022, ~$ 6,760,603 " 1.50%
4,575,000 - 3,953,598 18,000,000 1.23%
o 711,558 - 467,883 2,000,000 . .83%
$11,744.392° - $10.437,503 - $26,760,603 1.19%
2002
. ‘ " Maximum
-Ending Average Month End - Average
Balance ‘Balance Balance Rate -
1 $5,567,145 - $6,357,032 $ 7,779,266 1.91%
. 1,500,000 . .819,477 - 4,150,000 1.96%
2,000,000 559,068 2,004,036 1.62% .
- $9.067.145 $13.933,302- '1.90%

Long -term borrowmgs are compnsed of advances from the Federal Home Loan Bank (FHLB). Under terms of a blanket
agreement, collateral for the loans are secured by certain qualifying assets of the Corporation's banking subsidiary. The principal
assets are real estate morigages with a carrying value of $206, 564 000 and certain mvestment securities wrth a carrying value of
$88,985,000 at December 31, 2003.

A schedule of long-term borrowmgs by maturrty as of December 31, 2003 and 2002 follows

2003 _ 2002
Due 2003, 6.79% ) - $ 1,500,000
" Due 2004, 1.25% 10 1.36% ‘ 3,535,000 ; -
Due 2005, 1.83% t0 6.49% 9,375,000 5,000,000
Due 2006, 2.46% to 3.12% 6,500,000 3,000,000
Due 2007, 3.09% to 3.21% © 3,255,000 R
Due 2008, 3.54% to 5.48% 7,030,000 3,000,000
Due 2010, 5.45% to 6.76% 15,500,000 15,500,000

Due 2011, 4.23% t0 5.03% 9,000,000 - 9,000,000
Due 2012, 4.77% ~* 5,000,000 5,000,000
Due 2014, 5.41%. 3,750,000 3,750,000
' $ 62,945,000 $ 45,750,000

Note 10 — Income Taxes

The current and. deferred components of the income tax provrsron (beneﬁt) consrsted of the followmg

Federal

Current
Deferred (benefit)

State

- Current
Deferred (beneﬁt)

Total provision for income taxes
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2003

$ 2,066,309

- __(114,684)
©°$1.951,625

$_,

(1,472
$ (147D

$1,950,153

- 20m 2001
$1,936,447 $1,592,729
(79.854) (105.349)
$ 1,856,593 $1.487.380
-$ 10 s 6,065
$. 10 S 6,065
$ 1,856.603 $1.493.445




w

The followrng Isa reconcrlratron between the actual provrsron for federal i 1ncome ‘taxes and the amount of federal income
 taxes Wthh would have been provided at the statutory tate of 34%:

2003 2002 001

e _ : ~ Amount - Rate - Amount . Rate .~ Amount ' Rate
Provision at statutory rate’ B : $3,150,829 34.0% $2,870,876 34.0% . $2,355,128  34.0%
- Tax-exempt income ST (1,049,977 - (11.3) ©(994,782) . (11.8)- . (952,900) (13.8)
Non-deductible expenses - S 112,954 1.2 - 112,500 - 1.3 141,425 2.1
~Tax credit from limited partnershrp . ‘ o T e ’ ’
Less amortization - net . o (48,976) . (.5) (44,391) 5 ’ (14,741) " (.2)
Bank owned lrfe insurance mcome net S T (164,864) | (1.8)° (32,734) (.4) 1,952 = - -.
. Other, net .~ (48.341)- _(5) - __(54.876) _(.6 _(43.484)  _(6)

Applrcable federal income taxand rate  $1.951625 @ 21.1%  $1.856,593 - 22.0%  $1,487.380  2L.5%

- Total federal income tax attr1butable to realized securrty gains and losses was $101 652 in 2003 $9 740 in 2002 and
.$94,681-in 2001. ‘
-The deferred tax assets and lrabrhtres resultmg from temporary trmrng dlfferences have been netted t0 reﬂect a net deferred
tax asset (lrabrhty) included in other assets'or other liabilities in these consolidated financial statements. The components of the net
deferred tax asset (liability) at December 31, 2003, 2002 and 2001, are-as follows: ‘

L2003 . _202 . _2001

. Deferred Tax Assets: o , - oo - : : o
‘ Allowance for loan losses . o $1,051,363 o $ - 932466 $ 846,714
* . Deferred compensanon - o0 o 203,310 . 177,098 © 141,022
Contributions o ‘ -0 . o 3,197 .. 6,133
. Non-accrual interest - _ B 76,360 S5 3,209
" Mortgage servicing rights - o 7653 - .
State tax net operating loss ~ * o 141 - . -
" Limited partnershrp I . 20.509° ¢ 9.095 . - '
Total .- . _ R o 81,290,667 © % 1,127,085 3 997.078
vDeferred Tax Liabilities: - S o N - ' B
Loan fees and costs -~ - - S8 (222,059 $ (210,290) $ (209,338)
~ Depreciation - - - ¢ - L Q72,744) - (249,937) o (237,699)
Accretion o o (121,042) (98,809) . (62,260)
- Mortgage servicing rights - . ’ ST 9,38 (6,788)
- Limited partnership’ -. oo . . __ - , T o (2,181
 Unrealized investment securities gains - _(2,965.103) (3,453.378) (432.698)
" Total . - . S o $(3.580948)  © -$(4.021.796) - $(950.964)
Net Deferred Tax Asset (Llabrhty) o §(2,290,28 )_~ o §12,-894,7l~1) ) $ 46,114

Itis antrcrpated that all deferred tax assets are to be realrzed and accordmgly, no valuatron allowance has been- provrded

The Corporation and. its subsrdrary file a consolidated federal income tax‘return. The parent company is also required to
file a separate state rncome tax return and has avarlable a state operatmg loss carry forward in the amount of $14,738 that expires in
2023 : : v :

' ‘Note 11 — . Employee Benefit Plans and Deferred Compensatron Agreements

" The Corporation maintains a 401K Plan which has a combined tax qualified savings feature and profit sharing feature for
the benefit of its employees ‘Under the savings feature, the Corporatron matches 100% of the employee contribution up t0 3% of

‘ ~ compensation which amounted to $92,937, $91,532, and $87,136, in 2003, 2002 and 2001, respectively. Under the profit sharing

feature, contributions, at the.discretion of the. Board. of Drrectors are funded Currently and amounted to $357, 301, $350,894 and
$212, 421 .in 2003, 2002 and 2001 respectrvely o - :
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The Bank also has non-qualified deferred compensation agreements with three of its officers. These agreements are
essentially unsecured promises by the Bank to make monthly payments to the officers OVEr a (wenty year period. Payments begin
based upon spec1ﬁc criteria — generally, when the officer retires. To account for the cost of payments yet to be made in the future, °
the Bank recognizes an accrued liability in years prior to when payments begm based on the present value of those future payments.
The Bank’s accrued liability for these deferred compensation agreements as of December 31, 2003 and 2002, was $597,970 and
- $520,876, respectrvely The related expense for these plans amounted to $82 094 $110, 334 and $105,533.in 2003, 2002 and 2001,
respectively. : : : .

Note 12 — Lease Commrtments Contingencies and Commrtments

The Corporat1on s banking subsidiary currently leases ﬁve branch bankrng facilities, as well as the operations center
adjoining the main bank office, under operating leases. Rent expense for the existing facilities for the years ended December 31,
2003, 2002 and 2001 was $195,557, $151,207 and $141,110, respectively.

. Minimum rental payments requ1red under these operating leases are: 2004 - $156 558 2005 '$110;113, 2006 $90,619,
2007 - $92,006,.2008 - $93,441 and thereafter $737,038. ’

" In the normal course of business, there are various pending legal actions and proceedings that are not reflected in the
consolidated financial statements. Management does not believe the outcome of these actions and proceedings will have a material
: effect on the consolidated financial position of the Corporation. : : :

During the third quarter of 2003, the Bank entered into an agreement to acqulre certain flxed and operanng assets and to
assume deposit accounts of the branch of another financial institution located i in Danville, Pennsylvania. In December 2003, the -
Bank received a pre-settlement advance on the acquisition-of these branch assets and assumption-of deposits in the amount of
$8,714,900. In January 2004, the transactron was consummated and the Bank was requlred to expend approx1mately $408 000 to
complete the acqursmon :

Note 13 _ Related Party Transactlons :

Certain directors and executive ofﬁcers of First Keystone Corporatron and its Subsrdrary and companies in which they are
_ principal owners (i.e., at least 10%) were indebted to the Corporation at December 31, 2003, 2002 and 2001. These loans were
made on substantially the same terms and- conditions, including interest rates and collateral, as those prevailing at the time for
' comparable transactions with unrelated partles The loans do not involve more than the normal rrsk of collect1b111ty nor present
other unfavorable features. = - : :
o A summary of the act1v1ty on the related party loans cornprrsed of 6 directors and 4 executrve ofﬁcers and their related -
compames consists of the. following: : ‘

2003 . : - . 2002 . - 2001 ¢

Balance at January 1 - o . $2.651391 - $3,005,435 - $1,455,475
Additions - o : . , 505,749 1,482,405 _ 3,050,795
.. Deductions S (1.560.140) | (1.836.449) . - (1.500,835)
Balance at December 31 . S 81 597 000 - - 52,651,391 $ 3,005,435

, " The above loans represent funds drawn and outstandrng at the date of the accompanymg consolidated financial statement.
Commitments by the Bank to related parties on lines of credit and letters of credit for 2003; 2002 and 2001, presented an additional -
off-balance sheet risk 10 the extent of undrsbursed funds in the amounts of $2, 517 230 $2,308, 737 and $4,334,140, respectrvely, on

the above loans. . . . ‘

Note 14 — Regulatory Matters

: D1v1dends are paid by the Corporatlon to shareholders Wthh are malnly provrded by d1v1dends from the Bank However,
national bankmg laws place certain restrictions on the amount of cash dividends allowed to be pa1d by the Bank to the Corporation.
Generally, the limitation provides that.dividend payments may not exceed the Bank's current year's retained income plus retained .

~net income for the preceding two years. Accordingly, in 2004, without prior regulatory approval, the Bank may declare dividends
to the Corporation in the amount of $3,566,475 plus additional amounts equal to the net income earned in 2004 for the perlod
January 1, 2004, through the date of declaration, less any dividends which may have already been paid in 2004. Regulatrons also
lrmlt the-amount of loans.and advances from the Bank to the Corporanon to 10% of consolidated net assets. g
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4 The Corporatron is subject to various regulatory capltal requrrements admrmstered by the federal bankmg agencies. Farlure
to meet minimum capital requirements can initiate certain mandatory ‘and possibly additional discretionary — actions by regulators

that, if undertaken, could have a direct material effect on the Corporatron s financial statements. Under capital adequacy .guidelines

. and the regulatory framework for prompt corrective action, the Corporation must meet specific capital guidelines that involve -
quantitative measures-of the Corporatton s assets, liabilities, and certain off- balance sheet items as calculated under regulatory .
accounting practices. The Corporation’s capital amounts and classrﬁcatron are also subject to qualitative judgements by the

" regulators about.componerits, risk welghtmgs and other factors. Management believes, as of- December 31 2003 and 2002 that the

~Corporation and the Bank met all capital adequacy. requrrements to which they .are Sle_]&Ct : :
) "Quantitative measures established by regulation to ensure capital adequacy require thé Bank to maintain minimum amourits
and. ratios (set fourth in: the table below) of Total and Tier I Capital (as defined in the regulations) to Risk- Werghted Assets (as
deﬁned) and of Tier I Capital (as deﬁned) to Average Assets (as defined).

As of December 31, 2003, the most recent notification from the Offrce of the Comptroller of the Currency categorlzed the
Bank as. Well Capitalized under the régulatory framework for prompt corrective action. To be categorized as Well Capitalized, the

: Bank ‘must maintain minimum Total Risk-Based, Tier I Risked-Based: ahd Tier T Leverage Ratios as set forth in the table. There are . -

no COndl[lOIlS or events smce the nottﬁcanon that management beheves have ehanged the Bank § category.

~ ToBeWell
. Capitalized Under

o o , o For Caprtal ~ Prompt Corrective
(Amounts in thousands) - - Actal . Adequacy Purposes . - Action Provisions -

o ‘ e ~Amount . - Ratio ..  Amount . Ratio - - Amount - Ratio .
‘As of December 31, 2003: T ’ ‘ T
Total Capital : ST N o : ' -
. (o'Risk Weighted Assets) . $44.052.  14.34% $24.576  8.00% $30,720 . - 10.00%
‘Tier I Capital . - Co T Co ' ' ' ‘

(o Risk Weighted Assets), 4058 13.19% 12288 ¢ 400% 18432 6.00%

T1erICap1tal T Lo o R o L L
(toAverageAssets) _ T 40,528 . 8.74% - 18,556 =~ .4.00% 123,196 5.00%

As of December 31, 2002
Total- Capital

(to Risk Weighted Assets)‘ ST 844211 ¢ 16.52% . $21,409 . 8.00% $26,761 ~  10.00%
TterICaprtal : - B P - S e ’

(to Risk We1ghted Assets) ST 41,036 15.33% 10,704° . 4.00% . 16,057 = 6.00%-
T1erICap1tal ‘ ) I 3 - S : ‘ .

(to Average Assets) ’ o 41036 9.96% A 16 484 4.00%. - = 21,605 500% .

: The Corporatton s eapltal rauos are not materlally dtfferent from those of the Bank

-Note 1‘5’ — Fmancral Instruments wrth Off-Balance Sheet Rlsk and Concentratlons of Credrt RlSk

The Corporauon is a party to financial instruments w1th off-balance sheet risk in the normal course of business to meet the
, ﬁnancmg needs of its customers. These financial instruments mclude commitments to extend credit and standby létters of credit.

- Those instruments mvolve to varying degrees; elements of credit-and interest rate risk in excess of theé amount recognized in the
consol1dated balance’ ‘sheets. The contract or notional amounts of those Jinstruments reflect the extent of involvement the Corporation
has in particular classes of financial instruments. The Corporation does not engage in tradmg act1v1t1es w1th respect to any of its
financial instruments with off- balance sheet risk: :

_The Corporation’s exposure'to credit loss.in the event of nonperformance by the other party-to the ﬁnancral instrument for .

- commitments to extend credit and standby letters of credit is represented by the contractual notional amount of those instruments. -
The Corporatron uses the same credrt pollc1es in makmg commitments. and condmonal obhgatrons as it does for on-balance
sheet” mstruments » :
' " The Corporatron may requrre collateral or other securrty to support - ﬁnancxal mstruments ‘with off-balance sheet credlt risk.
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| The contract or notional amounts atlDecemher 31, 2003 arid‘2002" were as follows:

,Fmancral mstruments whose contract amounts represent credit risk: o S
Commitments to extend credrt . _ o . ‘» v $25,2'03',634 . $24,742,Q78
Financial standby letters of credit g o $ 2,923,630 - $ 3,242,509
Performance standby letters of credit - , '$ 655913 3 387 706

* Commitments to extend cred1t are agreements to lend to a customer as long as there is no v1olat1on of any condition
established in the contract. Commitments generally have fixed expiration dates or other termination clauses that 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 necessarlly represent future cash requirements: The Corporation evaluates each customer’s creditworthiness on a casé-by-
case basis. The amount of collateral obtained, if deemed necessary by the Corporation upon extension of credit, is based on
management’s credit evaluation of the counter-party. Collateral held varies but may include accounts recervable mventory,
property, plant and equipment, and income-producing commercial properties. o

Standby letters of credit are conditional commitments issued by the Corporatron to guarantee payment to a thrrd party when
‘a customer either fails to repay an obligation or fails to perform some non-financial obligation. The credit risk involved in issuing
letters of credit is essentially the same as-that involved in extending loan facilities to customers. The Corporation may hold

~ collateral to support standby letters of credit for which collateral is deemed necessary.

The Corporation grants commercial, agricultural, real estate mortgage and consumer loans to customers primarily in.the
counties of Columbia; Luzerne and Montour, Pennsylvania. The concentrations of credit by type of loan are set forth in'Note 4,
“Loans”. It is management’s opinion that the loan portfolio was well balanced and diversified-at December 31, 2003, to the extent
necessary to avoid any srgmﬁcant concentration of credit risk. However its debtors ablhty to honor their contracts may be -
mﬂuenced by the region’s economy. ‘

Note 16 — Comprehensive Income .
The components of other comprehensrve income and related tax effects are as follows:

Years Ended December 31,

: v ‘ 2003 . _ 2002 2001
Unrealized holding gains (losses) on , o . -

Available-for-Sale investment securities $(1,842,691). $ 8,878,707 - $  (405,435)
Less reclassification adjustment for gains R o . ' S ' '
realized in income ‘ ' . 298975 28647 , 278,474
Net unrealized gains (losses) : . o 1 $(1,543,716) $ 8,850,060 . $ (126,961)
Tax effects . 488,275 (3.020,680) 27,119

Net of tax amount ) . $(1,055.441) $ 5,829,380 8 (99.842)

Note 17 — Stockholders Equity”

On June 25, 2002 the Board of Directors declared a 5% stock dividend payable August 6,.2002, to shareholders of record
July 16, 2002. A total of 141,453 shares were issued as a result of this stock dividend, with a total value transferred from retained
earnings of $3,111,966, including cash in lieu of fractional shares. : : ‘

The Corporation also offers to its shareholders a Dividend Reinvestment and Stock Purchase Plan. First Keystone
Corporation is authorized to issue up to 100,000 shares of its common stock under the plan, The plan provides First Keystone
shareholders a convenient and economical way to purchase additional shares of common stock by reinvesting dividends. A plan
participant can elect full dividend reinvestment or partial dividend reinvestment provided at least 25 shares are enrolled in the plan.
In addition, plan participants may make'additional voluntary cash purchases of common stock under the plan of not less than $100
per calendar quarter or more than $2,500 in any calendar quarter.

Shares of First Keystone common stock.are purchased for the plan erther in the open market by an independent broker on -
behalf of the-plan, directly from First Keystone as original 1ssue shares, or through negotiated transactions. A combmatron of the
previous methods could also occur.
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, Participation in this plan by Vshareholders be‘ganin 2001. Shares issued under this plan were:

CYear .- . Number of Shares - | |
2000 . 3260
- 2002 - ’ 10,469

02003 o © 8,000

Note 18 — Stock Optlons

On February 10, 1998, the Board of Dlrectors adopted a stock option incentive plan and reserved 100,000 shares of '

" common stock for issuance under the plan for certain-emplayees of the Bank. Under the Plan, options are granted at fair market
value and the time period during which any option granted may be exerc1sed may not commence before six months or continue
beyond the expiration of ten years after the option is awarded. :

The Corporation had accounted for its stock option plan in accordance with APB Opinion No. 25, “Accountmg for Stock
Tssued to Employees”. ‘ No stock- based employee compensatron cost is reflected in consolidated net income for.the years erded ,

"December 31, 2002 and 2001, as all options under the, ‘stock option incentive plan had an exercise.price equal to the market value of
the underlying common stock on the date of grant. Effective January 1, 2003 the Corporation adopted. prospectively to all employee
awards granted modified or settled after January 1, 2003 the fair value recognition provisions of FASB Statement No. 123,

“ Accounting for Stock-Based Compensation” followmg the guidelines provided by FASB Statement No. 148 “ Accounting for _

_Stock-Based Compensanon Transition-and Dlsclosure An Amendment of FASB Statement No. 123", Awards under the’
Corporation’s stock option incentive’ plan vest over a period of six months. Therefore, the cost related to ‘the stock- -based employee
compensation included in the determination of .Consolidated net income for the year ended December 31, 2003 is less than that’
which would have been recognized if the fair value based method had been applied to all awards since the original effective date of .
FASB Statement No. 123. The following table illustrates the effect-on consolidated net income and earmngs per share if the fair '
-value based method had been apphed 10 ‘all outstandmg and unvested awards each perlod

© Net incomie as reported $7,316,992 $6,587,149 © ' $ 5,433,401
Add: stock-based employee c_o‘r‘npens'ation =
" expense included Ain’ reported net . . . _ )
income riet-of relatéd taxeffect = . .. . 48,131 o - -
(Deduet: total stock-based employee ‘
‘compensation expense determined
under fair value based method for . o ‘ o ' o _
all awards net of related tax- effects : : o (75,66 )_ - (27.538) . - (22.218) .
Pro _forma net income S SR 5 7,289,45 - $6.559611 - $ 5,411,183‘
' Earnings P-er-Share‘: AR ' s : > (
- Basic- As.Reported - - - § 248 - 0§~ 220§ 183
- Basic- Pro Forma. . . -~ s o8 248 .8 221 - 8 1.83
Diluted- As Reported = . - s 248 0§ 221 L83

Diluted- Pro Forma =~ 8- 247 8 220 0§ 18

The fair value of eaeh optton grant is estlmated on- the date of grant using the Bmomlal Option’ Pricing Model derived from
the Black-Scholes Option Pricing Model with the following weighed-average assumptions used for options granted in 2003 and
2002, respectively (no options were granted in 2001): dividend yield of 2.89% and 3.58%; expected volatllrty of 22.70% and
. 28. OO% risk-free 1nterest rate of 4.24% and 3. 69% and an expected life of 10 years and 10 years ‘
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‘Information about: stock options outstanding at Decenrber 31, 2003, is summarized as follows:

Under the terms of the stock option mcentlve plan the stock options 1ncludmg amendments as to price and ferms were.

adjusted for the stock dividend in 2002 (See Note 17)..

Exercise prices of options outstanding as of December 317 2003, ranged from $16 19 to $33 25 per share The werghted

average remaining contracted life is approxrmately 7 years.
- The followrng table summarizes information concernmg the 1998 Employee Stock Opuon Plan at December 31, 2003.

Options Outstan

2002

Options Exercisable

ding ‘
Weighted Weighted Weighted
- Average Average Average -
~ Number Remaining “Exercise - Number - Exercise
Year Outstanding* - Contractual Life ‘ . Price - . Exercisable == . . Price
1998 9,707 4.75 $31.90° 9,707 31.90
1999 10,756 5.75. 25.00 - 10,756 25.00
2000 . 4,837 - '6.75 16.19 4,837 116.19 . -
. 2002 11,150 "~ 8.75 2375 11,150 - 23.75
2003 11,000 . 9.75 33.25 - B
‘ 47,450 7.27 36,450 $25.29

$27.13

*As ,zﬂidj'usted for stock dividend noted-above.

2003 2001
Weighted Weighted Weighted
: Average - . Average " Average
Stock = . Exercise Stock . - Exercise Stock  Exercise
. v Options -~ Price Options ~ Price Options . Price
Balance at January- 1 46,068 $23.93 734,750 $25.23 34,750 - $25.23 .
Granted . 11,000 . 33.25 - 12,750 2375 - -
Granted due to stock drvrdend - - 1,568 .- . 24.00" - -
Exercised (8,568) . 17.60 (1,000)  17.00° - -
Forfeited 3 (1,050) _ 28.45 (2.000) 29.88 Ll -
Balance at December 31 - 47.450° $27.13 46.068 $23.93 . 34.750 25,23
Exercisable at December 31 36,450 $25.29 - ‘33318 - $24.00 34,750 . 25.23 -
Weighted average fair value of: - _ ,
options granted during the year $8.75 $ 6.55 N/A

Falr Values of Fmancral Instruments

Note 19 _‘

Statement of Financial. Accounting Standards (SFAS) No. 107 “Disclosures about Faif Value of Financial Instruments”,
_requires disclosure of fair value information about financ¢ial instruments, whether or not required to be recognized in the
consolidated balance sheet, for which it is practrcable to estimate 'such fair-value. In cases where -quoted market prices are not
available, fair values are based on estimates using: present value or other valuation techniques. These technrques are significantly
-affected by the assumptions used, including the discount rate and estimates of future cash flows. Fair value estimates derived
through these techniques cannot-be substantiated by comparison to independent markets and, in'many cases, could not be realized in
immediate settlement of the instrument. SFAS No. 107 excludes certain financial instruments and all nonfinancial instruments from
its disclosure reqmrements ‘Accordingly, the aggregate fair value amounts presented do not represent the underlyrng value of the
Corporatron S
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The followrng methods and assumptlons were used by the Corporatlon 1n estrmatmg its fair value dlsclosures for ﬁnancral
instruments: :

- Cash and Due From Banks, ‘Short- Term Investments, Accrued Interest Recelvable and
" Accrued Interest Payable - :
The fair values are equal to the current carrymg values

Investment Securltles - :
. Fair values have been 1nd1v1dually determmed based on currently quoted market prlces Ifa quoted market prrce is
not avarlable fair value is estrmated using quoted market prrces for similar securities.

L'oans; " o T Lo .
Fair values are estimated for categories of loans with similar financial characteristics. Loans were segregated by

" type such as commercial, tax-exempt, real estate mortgages and consumer. For estimation purposes each loan category was
further segmented into fixed and adjustable rate interest terms and also into -performing and non- performing classifications.

‘ The fair value of each-category of performing loans is calculated by discounting future cash flows using the
" current rates at whrch srm1lar Ioans would be made to borrowers with srmrlar credrt ratmgs and’ for the same remarmng
‘maturities. - ' ‘
Fair value for non- performmg loans is based. on management s estlmate of future cash flows discounted usinga
. rate, commensurate with' the risk associated with the estimated future cash flows. The assumpnons used by management are
= Judgmentally determmed usmg specrﬁc borrower mformatron : -

~ Cash Surrender Value of Bank Owned Llfe Insurance
Farr value is equal to the cash surrender value of life i 1nsurance pohcres

Deposrts » :
. - Under SFAS No. 107 the farr value of deposits w1th no stated maturrty, such as'Demand Deposrts ‘Savings
’ Accounts and*Money Market Accounts is equal to the. amount payable on demand at Déecember 31, 2003, and 2002.
‘ Fair values for fixed-rate certrfrcates of -deposit aré estimated using a discounted cash flow calculation that apphes
therest 1ates currently bemg offered on cemﬁcates to a schedule of aggregated expected monthly maturities on nme
. deposrts : »

Short Term and Long-Term Borrowings- .. : : :
“The fair values of short-term and long -term borrowmgs are estrmated usmg discounted cash flow analyses based
. ori the Corporatlon S 1ncremental borrowmg rate for similar instruments.

Commltments to Extend Credlt and Standby Letters of Credlt
‘Management estimates that there are no material differences between the notronal amount and the estimated farr
" value of those off-balance sheet items since they are primarily composed of unfunded loan commrtments whrch are
generally prrced at market at the-time of fundrng
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At December 31, 2003 and 2002 the carrying values and est1mated fair values of ﬁnanmal instruments of the

' Corporatlon are presemed in the table below:

FINANCIAL ASSETS: *

Cash and due from banks |

Short-term investments

Investment securities . -

Net loans

Accrued interest receivable

Cash Surrender Value of Life Insurance

FINANCIAL LIABILITIES:
Deposits
Short-term borrowmgs
Long-term borrowings
"Accrued interest payable

OFF-BALANCE SHEET FINANCIAL

- INSTRUMENTS:

Commitments to extend credit
Financial standby letters of credit
‘Performance standby letters of credit

FIRST KEYSTONE CORPORATION

2003

Carrying . =~ Estimated
Amount: Falr Value
'$ 5,912,709 $ 5,912,709
T 28,123 28,123
231,272,111 228,616,816
225,548,988 - 228,195,276
2,871,354 2,871,354
10,586,964 10,586,964
343,020,150 345,209,011
11,744,392 .~ 11,740,681
62,945,000 69,358,038 .
889,953 889,953
125,203,634
2,923,630
655,913

2002 .

~ Carrying Estimated

Amount " Fair Value
$ 7,396,004 $ 7,396,004
60,060 60,060
215,754,998 . 220,775,066
198,342,876 201,619,853
- 3,068,952 3,068,952
10,102,069 10,102,069
330,745,278 331,708,248
19,067,145 9,065,644
45,750,000 52,186,009
952,459 952,459
24,742,078
3,242,509

387,706




_ Note 20 — Parent Company Fmancnal Informatlon '

Condensed ﬁnancxal mformauon for Flrst Keystone Corporatlon (parent company only) was as follows:

BALANCE SHEETS

'ASSETS

Cash in Subsidiary bank ,
Investment in subsidiary bank
Investment in other equity securities" :
Prepayments and other assets o
Advance to subsidiary bank ° T
TOTAL"'ASSETSt , '

LIABILITIES

Accrued expenses and other liabilities
~ Advance from subsidiary bank
TOTAL LIABILITIES

" STOCKHOLDERS’ EQUITY

Preferred stock
Common stock
‘Surplus .
Retained earnings .
Accumulated other comprehenslve mcome
Treasury stock, at cost’

TOTAL STOCKHOLDERS EQUITY

TOTAL LIABILITIES AND ~STOCI.(HOL'DERS" EQUITY

' STATEMENTS OF INCOME

- INCOME L
Dividends from Sub51d1ary Bank
Dividends - other
Securities gains
Interest

- TOTAL INCOME

Operatmg Expenses
. Income Before Taxes and Equlty in
Undistributed Net Income of Sub31d1ary
Income tax expense (benefit) -
' Income Before Equity in Undlsmbuted Net
“Income of Subsidiary - :
Equlty in (excess of) undlstrlbuted net mcome of Subsxdlary

" NET INCOME

~December 31

2003

2002

'$ 3,616,509

- $ 560,729

" _(4.655,239)

" 45,595,222

2,655,296

5,732

, 39.311

$51912,070

$ 560,720

. :

6,154,414
12,535,284
31,828,342

. 5,488,540

$51,351,341

$51.912.070

" Year Ended December 31

$ 495,051
47,205,639 .

2,001,070
239,594

$ - 598,539
246,774

$49.941354

$ 845313

. $ N ) A B
6,150,360

12,583,626
27,394,962
6,543,981

(3.576,888)

$49.096,041

_ $49.941 354

__2003

$7,510,341
" 57,460

19,900
- $7,587,701

51882

$7,535,819-
(6.483)

$7,542,302

©(225.310)
$7316.990

2002 o001 -
$2,757,703 - $2,376,319
- 53,715 49,598
17,160 ° . 89,048
X 9,000
$2,836,550 $2,523,965
41,145 52,219
$2,795,405 $2,471,746
a4 24,644
$2,795,364 $2,447,102
3791785 _2.986.299
$6587.049 - $5433.401
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STATEMENTS OF CASH FLOWS

OPERATING ACTIVITIES
Net income .
Adjustments to reconcile net incorne to net cash.
- provided by operating activities:
Securities gains ‘
Distributions in excess. of (equity in undrstrrbuted) net.
income of subsidiary

(Increase) decrease in prepaid expenses and other assets o

- (Increase) decrease in advanced receivable from.
subsrdlary bank, net of 2003 stock optlon expense due :
-from subsidiary bank ‘

Increase (decrease) in. advances payable to sub51d1ary bank
Increase (decrease) in accrued expenses
and other liabilities

NET CASH PROVIDED BY OPERATING ACTIVITIES

INVESTING ACTIVITIES

Purchiase of equity securities

Proceeds from sale of equity securities’
NET CASH PROVIDED BY (USED IN)
~ INVESTING ACTIVITIES

FINANCING ACTIVITIES
Proceeds from issuance of common stock
Proceeds from sale of treasury stock
Acquisition of treasury stock i
Cash dividends paid
Dividends paid in lieu of fractional shares
"NET CASH (USED IN) BY FINANCING ACTIVITIES

INCREASE IN CASH AND CASH EQUIVALENTS

CASH AND CASH EQUIVALENTS AT BEGINNING OF YEAR .

- CASH AND CASH EQUIVALENTS. AT END OF YEAR
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Year Ended December 31

~ 2003

$ 7,316,992

225,310
233,862

8,820

(246,774)

(263.075)
| §7.275.135

$ (99,295)

$ g.99,2'95)

$ 52,236
150,812

- (1,373,818) -
(2,883,612)

$(4,054,382)

$ 3,121,458
495,051

$ 3,616,509

$ 495051

2002 2000
$6,587,140 - $ 5,433,401
(17,160) (89,048)
(3,791,785) (2,986,299)
©(239,394) - 4,082
126,069 (57,835)
246,774 S
121,169 132,047
. $303282 . °$ 2436348
$ . (37.340)  $ (89,482)
105,293 144,255
$ . 67953 $ 54773
$ - $ -
117,000 -
(503,707) S
(2,524,933) © (2,295,319)
@15 -
$(3.016.365)  $(2,295319)
$° 84,410 $ 195,802
410;641 214,839
$ 410641



*Management’s Discussion and .Analysis

MANAGEMENT S DISCUSSION AND ANALYSIS OF THE
RESULTS OF OPERATIONS AND F INANCIAL CONDITION

" The purpose of Management S Drscussron and Analysrs
" of First Keystone Corporation, a bank holding company (the
.Corporation), and its wholly owned subsidiary, The First

National Bank of Berwick (the Bank), is to assist the reader o

in reviewing the financial information presented and should
~ bereadin COI]_]UHCUOH with the consolidated financial -

" statemients and other finaneial data contained herem )

‘This annual report contains certain forward- lookmg

statements"(as defined in the Private Securities’ ngauon
" Reform Act of 1995), which reflect management’s behefs
and expectations based on mformanon currently available.
These forward-looking statements are inherently subject to
srgmﬁcant risks and uncertainties, including thanges in

. general economic and ﬁnanc1al market conditions, the

Corporation’s ability to effecnvely carry out its business-

plans and changes in regulatory or 1eglslat1ve requirements. .

~ Other factors that could ‘cause or contribute to such »
differences are changes in competmve conditions. Although

-management believes-the expectations reflected in such

- forward-looking statements are reasonable actua] results may ' v 'v

) differ materlally

RESULTS OF OPERAT IONS .

Year Ended December 31, 2003 Versus Year Ended

December 31, 2002 . -
Net income. increased to $7 317 000 for the year ended

December 31, 2003, as-compared to $6, 587,000 for the prror

‘year an increase of 11.1%. The net income for 2003 marked,
‘the 21st consecutlve year that earmngs and earnings per share -

‘have mcreased Earnings per share,-both basic and diluted,
- for 2003 were $2.48 as compared to $2.22 and $2 21
respectlvely in 2002

" The Corporation’s return on average assets remained

. steady at 1.57% in.2003 as compared to 1.59% in 2002. -

Return on dverage equity decreased to 14.27% in 2003 from. '

. :14.93% in 2002. Even though theré was an increase in
. average earning assets in 2003, the low interest rate

environment resuited in a small overall decrease of mterest

- _income to $25,063,000 down 3.1% from 2002. A lowering
©oof mterest rates and the accompanymg decrease in the cost of

funds resulted in interest expense of $10,200, OOO in 2003, a
decrease of 10.1% from 2002. :
Net interest income, as. 1nd1cated below in Table I,

- increased by $343,000 or 2.4% to $14,863,000 for the year '

ended Decembert 31, 2003.- The Corporation's net interest

“income on a fully taxable equivalent basis increased
. $451,000, or 2.8% to $16,327,000 in 2003 as compared to. - .
-an.increase of $2,259,000, or 16. 6% to $15,875, OOO in .
12002,

- Year Ended December 31, 2002 Versus Year Ended

December 31, 2001

* Neét income increased to $6,587, OOO for the year ended
December,31, 2002, as compared to $5,433,000 in 2001.
Earnings per share, both basic and diluted, for 2002 were

' $2.22 and $2.21, respectively as compared to $1.83 in 2001.

The Corporation’s return on average assets and returnon
average equity was 1. 59% and 14.93%, respecnvely in 2002
as compared to'1.41% and 13.85%, respectively in 2001

Net interest income increased by $2;149,000 or 17.4%

-to $14,520,000 for the year ended 2002. The Corporanon s,

et interest income on a fully taxable equivalent basis .

_“increased 16.6% in 2002 or $2,259,000 to $15,875,000 as
- indicated in Table 1 as compared.to $13,617,000 for the’ year

ended 2001
' Table 1 — Net Interest Income ‘
| (Amounts in thousands) | 2003/2002 : 2002/2001
o - Increase/(Decrease) - : - Increase/(Decrease)

. _ - 2003 Amoumt - % . 2002 ~ Amount % 2001
Interest Income * = . $25,063 S (799) . (3.1) '$25,862  $ (974) (3.6) $26,836
-Interest Expense -~ = - - S 10,200 - (1,142)  (10.1) © 11,342 . 3,123y  (21.6) _14.465
Net Interest Income =~ . - . 14,863 343 24 0 14520 2,149 17.4 - 12,371
Tax Equivalent Adjustment = -~ . . . 1464 108~ ° 80 -_ 1356 ~ 110 8.8 1,246

o '_Net Interest Income (fully tax equlvalent)~" - $16,327

~ § 451 28  $15875 | $2259. - 166 $I3.617
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)

| Table 2~ — Distribution of 'Assets', Liabilities and Stockholders"Equity '

!

Interest Earning Assets;

Loans:

Commercial'

Real Estate' =

Installment Loans, Net'?

Fees on Loans _ :
Total Loans (Including Fees)” -

Investment Securities:
Taxable
Tax Exempt'

Total Investment Securrtres
Interest Bearing Deposits in Banks
~ “Total Interest-Earning Assets

B Non-Interest Earning Assets:

Cash and Due From Banks .
Allowance for Loan Losses

-Premises and Equipment -

Foreclosed Assets Held for Sale
Other Assets
- Total Non- Interest Earmng Assets
Total Assets

Interest- Bearing Liabilities:

Savings, NOW Accourts, and Money' Markets

Time Deposrts
Short-Term Borrowings

" Long-Term Borrowings
-Securities Sold U/A to'Repurchase

Total Interest-Bearing Liabilities

Non-Interest Bearing Liabilities:
Demand Deposits -

| Other Liabilities

Stockholders' Equity - _
Total Liabilities/Stockholders’ Equity

Net Interest Income Tax Equivalent

Net Interest Spread '

Net 'Interest Margin

*Installment loans are stated net of unearned interest,

3Average loan balances include non-accrual loans. Interest income on non-accrual Ioans is not included.

2003

. Avg. Balance Revenue/Expense
- $ 30,194,080 -  $ 1,838,673
158,467,947 © 10,575,300
24,169,365 11,964,423
~ 0 71,992
$212,831.392 $14,450,388
$167,550,472 '$ 7,797,253
61,188,333 4,248 384
$228.738.805 '$12.045.637
3,104,334 31,858
$444.674.531 $26.527.883
'$ 6,613,738
(3,308,809)
3,683,539
0
14,750,606 -
. 21.739.074
$466.413.605
$133,137,604 - $ 1,454,414
183,357,999 - 6,014,799
4,421,481 _ 52,664
©53,272,385 12,588,345
6,016,022 90,333
$380,205.491 - $10.200,555
$ 30,102,277 -
4.,816:950
51,288.887 -
$466.413.605
$16.327.328.

Yield/Rate

6.09%
6.67%
8.13%
_0%
6.79%

4.65%
6.94%
5.27%
1.03%
3.97%

1.09%
3.28%
1.19%
4.86%
1.50%
2.68%

3.28%

3.67%

'Tax-exempt income has been adjusted to a tax equivalent basrs using an mcremental rate of 34%, and statutory interést expense disallowance.
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20020 -

Avg. Balance"-' Revenue/Expense’ '. - . Yield/Rate o
$ 28,279,604 $ 1,794,534 - . 6.35%.
146,707,839 10,929,961 7.45%
126,159,391 02,269,464 8.68%
. 0 11780 . _ 0%
.$201,146,834"° - $15,111,789 . - :7.51% ;

- $141,884,015 '$ 8,212,523 . 5.79%
52,610,989 . _ 3.814.105 ~  71.25%
$194,495.004 = -$12,026.628 . - 6.18%

5,193,664  --__ 78211 - _.1.51%
$400.835,502 1$27,216.627 ©  6.79%

8 6,619,448

L (3,060,762) -
- 3,364,978
26,224

. __-6:260,316 -
13,210,204
$414.045,706

- $123,269,195 T $ 1,844,737 S 1.50%
. 161,261,870 - 6,271,880 ' 3.89%
1,378,545 0 - 25,125 - 1.82%.

46,929,744 - 3,078,389 ©© 6.56%
- __6357.032 121,489 | 191%.
$339.196,386 $11,341,620 * = 3.34% .
$ 27,401,124
3,317,857
44,130,339
$414,045,706 -
. $15,875,007
3.45%

Avg. Balance Revenue/Expense . Yield/Rate |
$27,392,753 . $ 2,048,474 7.48%
139,085,901 11,289,600 - - 8.12%
28,006,285 2,566,160 9.16%
0 64,923 0%
$194.484.939 . $15,969.157 = 8.21%
$127,746,749  $ 8,285,399 6.49%
~47,343.277 3,599,148 7.60%
1 $175,090,026 $11.884.547 6.79% -
5,841,066 228391  .3.91%
$375,416,031 $28.082.095 7.48%
$ 6,179,589
" (2,687,787)
" 3,419,464
171,911
3,605,284 -
- 10,688,461
- $386,104,492 .
.$114,253,426 $ 3,115,844 2.73%
- 155,627,518 - 8,574,970 . 5.51%
- 1,017,907 . 35,892 3.53%
41,439,394 2,427,519 5.86%.
. 8,008,903  __ 310,835 3.88%
'$320,347,148 $14.465060 4.52%
'$ 23,647,180
2,892,640
. 39.217.524
$386,104,492
$13.617,035
2.96%

2001

3.63%
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Management’s Discussion and Analysis

NET INTEREST INCOME

* The major source of operatmg income for the
Corporauon 18 net interest income. Net rnterest income is the
difference between interest income on earning assets, such as
loans and securities, and the interest expense on‘lia‘b‘ilit_ies
used to fund those assets;, including deposits and other
borrowings. The- amount of interest income is dependent
upon both the volume of earning assets and the level of -
interest rates. In addition, the volume of non- performmg
loans affects interest income. The amount of interest expense
varies with the amount of funds needed to support earning o
assets, interest rates pald on deposits and borrowed funds '
and fmally, the level of intérest free deposrts )

Table 2 on the precedmg pages provides a summary of
average outstanding balances of earning assets and interest
bearing liabilities with the associated interest income and’
interest expense as well as average tax equivalent rates:
earned and paid as of year-end 2003, 2002, and 2001

The yield-on earning assets was 5.97% in 2003, 6.79% ,

in 2002, and 7.48% in 2001. The rate paid on interest
bearing liabilities was 2.68% in 2003, 3:34% in 2002, and" -

-4.52% in 2001. This resulted in a decrease in our net- interest‘ )

spread to 3.28% in 2003 as compared to 3.45% in 2002. As’
" Table 2 illustrates, our net interest margin also declined in .
2003. ' : - R

. The net interest margin, which is interest income less

" interest expenses divided by average earnings assets, was |

3.67% in 2003 as compared to 3.96% in 2002 and 3.63% in

© 2001. The net interest margins are presented on a tax-

equivalent basis. The decrease in net interest margin in 2003

‘was due primarily to the interest rafe on earning assets

decreasing more than the, interest rate on liabilities. The net
interest margln did improve in 2002 as the liabilities costs
declmed more than asset yields. The Corporation elected to
prepay some hrgher rate long-term borrowings with the

- Federal- Home Loan Bank in 2002: This resulted in the
" . overall effective rate on long -term borrowings decreasing fo
T4, 86% in 2003 from 6.56% in 2002 as-illustrated in Table 2.

‘Table 3 sets forth changes in interest income and

i 1nterest expense for the periods indicated for each category of

interest earning assets and interest bearing liabilities.

" Information is prov1ded on changes attributable to (i) changes
- in volume (changes in average volume multiplied by prior,

rate); (i) changes in rate (changes in average rate multiplied

- by-prior average volume); and, (iii) changes in rate and

“volume (changes in average volume muluplred by change in

' average rate).’

Table 3 — Changes in Income and Expense, 2003 and 2002

' 2003 COMPARED TO 2002

2002 COMPARED TO 2001

(Amounts in thousands) .

in proportion to the absolute value of the change in each.

- " VOLUME RATE - - NET- .VOLUME RATE NET
| Interest Income: IR - ' '_ L
Loans, Net - - S '$ 878 - '$(1,539) § (661) -~ $ 547 -8$(1,404) $ (857)
_ | Taxable Investment Securmes 1 ,486 " {1,901) C (415‘)‘ 917 (990) . (73) .
1 Tax- Exempt Investment Securities 622 C(188) . 434 400 (185) 215
Other Short-Term Investments . 32) . (15) - “7n (25) - (125) 150)
Total Interest Income $2.954 .. '$(3.643) $ (689 $1.839° - $(2.704) - $_(865)

Interest Expense: L v S . S S

Savings, Now, and Money Markets $ 148 S (538) % (390) $ 246 - $(1,517) $(1,271)
‘Time: Deposits - 859 - (1,116) (257) ~310 - (2,613) (2,304
Short-Term Borrowmgs - 55 - (28) 27 13 (23) (10)
Long-Term Borrowings - 416 - (906) . - (490) 322 329 651
Securities Sold U/A to Repurchase —_(®y (25) 31 : (64) . 125 . (189)

" Total Interest Expense $1472° - $(2613) - $(1.141) - $ 827  $(3.950)0 - $(3.123)
Net Interest Income - v$1,4s'2~ samoy 3452 $-1,012 s 1,246 0§ 2258

The change. in interest due to both volume and yleld/rate has been allocated to “change due 10 volume and change due to yleld/rate

Balance on non-accrual loans are included for- computauonal purposes.
Interest income exempt from federal tax was $3;090,817 in'2003, $2,928,225 in 2002, and $2, 804, 205 m 2001

lnterest income on non-accrual loans is not mcluded
Tax- exempt

38 . | FIRSTKEYSTONE CORPORATION'-

income: has been adjusted to a tax- equ1valent basis using an incremental rate of 34%.




Management’s Discussion and Analysis ’

ln 2003 the mcrease in net interest income of $452 OOO -

résulted from a change in Volume of $1,482,000 and a -

decrease of $1,030,000 due to changes in rate. In 2002, there
was an increase in net interest income of $2, 258 ,000 resulted

-from a change in volume of §1, 012 OOO and an increase of
-+ 81,246,000 due to rate.

o 'PROVISION FOR LOAN LOSSES

‘ For the year ended December 31, 2003, the provision .
for loan losses was $500,000 as compared to $550,000 as of '
December 31, 2002 a decrease of 9.1%. The Corporation’ s :

provision for loan losses for the year ended Décember 31,
2001, was $610,000. The provision in 2003; decreased

. primarily because of the reduced net charge-offs.and an

“overall decrease.in past-due loans. Net charge-offs by the .
.Corporation for the fiscal year end December 31, 2003, .
2002,.and 2001 ‘were $150,000, $298 000, and $390, OOO
respecttvely ‘

The allowance’ for loan losses as a percentage of loans
net of unearned interest, was'1.54% as of December 31,
2003, 1.58% as of December 31, 2002, and 1. 47% as, of
December 31, 2001. .

On a quarterly basis, the Corporatron s Board of :

" Directors and management performs a detailed analysis of the

- adequacyof the allowance for loan losses. This analysrs
includes an evaluation of credit risk concentration, ,
delmquency trends, past loss experience, current economic -

conditions, composition of the loan portfollo classrﬁed loans .

and other relevant factors.

'~ The Corporation will continue to monltor its allowance ’
for loan losses and make future: adjustments to the allowance

through the provision for loan losses ‘as conditions warrant.

Although the Corporation believes that the allowance for loan -

losses is adequate to prov1de for losses: inherent in the- loan

portfolio, there can be no assurance that future losses will not

exceed the estimated amounts or that addmonal prov1srons
wrll not be requrred in the future.

" The -Bank is SUbjBCl to periodic regulatory exammatron )

by the Office of the Comptroller of the Currency (OCC). As
part of. the examination, the OCC will assess the adequacy of

- the bank’s allowance for loan losses and may include factors - l :

‘not consrdered by the Bank. In the event that an OCC - A
‘examrnatron ‘results in a conclusron that the Bank s allowance.

for loan losses is not. adequate, the Bank. may be requxred o .

- increase its provrsron for loan losses.

' NON INTEREST INCOME

. Non- mterest income is derived primarily from trust

. ‘department revenue, service charges and fees, income on
“bank owned life insurance, other miscellaneous revenue and

the gain on the sale ‘of mortgage loans. In addition,

~investment secur1ty gams or losses also 1mpact total non-
-interest income. .

For the year ended December 31, 2003, non mterest

~income increased $990,000, or 43.3% as compared to a

decrease of $60,000, or 2.6% for the year ended .

" December 31, 2002. Table 4 provides the major categones
_ of non-interest income and each respectrve change comparing*
" the past three years.. .

Excludmg investment securrty gams non- -interest

" income in 2003 increased $720,000, or 31. 9%. This
compares to.an increase of $189,000, or'9.1% in 2002-before .-

investment security gains. Income from the trust department,

- which consists. of fees generated from individual and

corporate accounts,.decreased in 2003 by $24,000 after -

decreasing by $45,000 in'2002. Decreased income from the
* trust department in 2003 and 2002 was due primarily to the .
*decline in market value of accounts.

" Service charges and fees, consisting prrmarrly of

. service charges on deposit accounts, was the largest source of

non-interest income in 2003 and 2002. Service charges and -
fees increased by $351,000, ‘or 25.6% in 2003 compared to

~ an increase of $141,000, or 11.4% in 2002. The increase in . '
2003 resulted primarily from increasing revenue from NSF
- charges. generated from a new courtesy.overdraft program.

Income on Bank Owned Life Insurance (BOLI) .

'increased $383,000 to $485,000 in 2003 as a full year of
" . income was recognized. In October 2002 the Bark purchased
~ $10 million of Bank Owned Life Insurance. The income from '
" BOLI represents the incréase in the cash surrender value’ of

BOLI and is intended to partially cover the costs of the
Bank s employee benefit plan, including group lrfe

_'dtsabllrty and heatth insurance.

- The gain.on sale of mortgages provrded $234,000 in -

. 2003 as compared to $228,000 in 2002. The increase in garns
“on sale of mortgages ‘was largely a function of the increased -

volume of mortgages originated for sale in the secondary
market durmg the past year. Since the Corporation contmues
to service the mortgages which are sold, this provides a

“source for additional non- -interest income on an ongomg
 basis.

Other'income amounted to $47 000 for 2003 an

" increase of $4, 000 or 9.3% over the $43, OOO reported in
<2002 '
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Management’s Discussion and Analysis

Table 4 — 'Nogi-'Interest Income '

2003/2002

2002/2001

(Amounts in- thousands) - ‘
o Increase/(Decrease) Increase/(Decrease) »

‘ 2003 . Amount % 2002 Amount % 12001
Trust Department : - $48  $(@24) - (&7 . $510 $@5 . (81 $.555
Service Charges and Fees . S..1,724 0 351 25:6 1,373 141 114 1,232
Income on Bank Owned Life Insurance 485 0383 3755 102 - 102 100.0 0
Gain on Sale of Mortgages 234 R © 2.6 228 - 44 239 . ‘184
Other .47 - _4 L2930 . 43 _(83) (55.2) 96

Subtotal 32,976 . $720 . 31.9 '$2,256 $189 9.1 $2,067
Investment Securmes Gains ‘ ‘ _ 299 - 270--  931.0 29 ' (249) (89.6) 278
Total © . 83275 - $990 ' 43.3 . $2,285 &)‘ - (2.6) . $2.345

NON-INTEREST EXPENSE '

Non-interest expense consists of salaries and benefits,
occupancy, furniture and equipment, and other miscellaneous
expenses. Table 5 provides the yearly non-interest expense -
by category, along with the amount dollar changes and
percentage of change.

Total non-interest expénse increased by $560, OOO or
7.2% in 2003 compared to an increase of $630,000, or
8.8% in 2002. Expenses associated with employees (salaries
and employee benefits) continue to be the largest non-interest
expenditure. Salaries and employee benefits amounted to
53.1% of total non-interest expensé in 2003 and 54.1% in

Net occupancy expense increased $81,000, or 16.7% in
2003 as compared to an increase of $39,000, or 8:7% in

" +."2002. Furniture and equxpment expense increased $27,000,

or 4.4% in 2003 compared to an increase of $48,000, or
8.5% in 2002. The increase in occupancy and furniture and
equipment expense in 2003 relate primarily to a full year of '

" expense at our Kingston Office. Other operating expenses

2002. Salaries and employee benefits increased $224,000, or .

5.3% in 2003 and $326,000, or 8.4% in 2002. The increases

in both years were due to an increase in the profit sharing -
contribiition, plus normal salary adjusiments and increased
benefit costs. The number . of full time equivalent employees
was 129 as of December 31 2003, and 131 as of December -
31, 2002..

increased $228,000, or 9.2%. in 2003 as compared to an -
increase of $217,000, or'9.6% in 2002. Increases in
professional fees, postage, supplies, insurance, marketing,
advertising, and state shares tax account for much of the
increase in other operating expenses in both 2003 and 2002.
"The overall level of non-interest expense remains low,

. relative to our peers. In fact, our total non-interest expense
~.was less than 2% of ‘average assets in. both 2003 and 2002.
_Non-interest expense as a percentage of average assets under
2% places us among the leaders in our péer financial =
" institution categories in controlling non-interest expense.

Table 5 — Nop-lnteregt Expense

2003/2002

(Amounts in Lhousénds)’ 2002/2001
o Increase/(Decrease) Increase/(Decrease) ,

‘ : 2003 'Amount % 2002 Amount’ % . 2001
Salaries and Employee Benefits $4,446 $224 53 $4,222 - $326 - 84 - $3,896
Occupancy, Net 567 81 16.7 486 39 87 447
Furniture and Equipment 643 27 . 4.4 - 616 48 8.5 568
Other and State Shares Tax . 2,715 228 9.2 2487 217 - 96 - 2270 |.

Total : - $8.371 $560 1.2 $7.811 $630 8.8  $7.181

40 [

FIRST KEYSTONE CORPORATION




" Management’s Discussion and Analysis -

,\INCOME TAX EXPENSE -

Income tax expense for the year ended December 31
.- 2003, was$1,950,000.as compared to $1,857,000 and .
-$1,493,000 for the years ended Deceimber.31, 2002, and
December 31,2001, respectively. In 2003, our income tax
-expense increased because income_-before taxes increased
$823,000 to $9,267;000 from $8,444,000 in 2002. In 2002,
our 1ncome before taxes increased $1,517,000 as. compared
to 2001. The corporation looks to maximize its tax exempt
interest derived from both tax free loans and tax. free
mumclpal investments without triggering alternauve
minimum.tax. The effective income tax rate was 21 1% in
2003, .22.0% in 2002, and 21. 5% in 2001. The limited
availability of tax free rnumcrpal investments at aftractive
interest rates may result in a hrgher effectlve tax rate in .
future years. :

',FI}NANCIAL CONDITION -

: GENERAL

Total dssets mcreased to $481 840 000 at year- end
+.2003, an iricrease of 9.6% over year-end 2002. As of
December 31, 2003, total deposits amounted to ~ . -
-$343,020,000, an increase of 3. 7% over 2002. Assets as of -
.- December 31, 2002, were $439,526,000, an increase of .

" 11.7% over 2001 while total deposits as of year-end 2002 -

’ amounted t0 $330,745,000, an increase of 12.2% from 2001 -

In 2003, the increase in assets prlmarlly reflects the
deployment of deposits into loans and investment securities.
. The Corporation continues to maintain and manage its asset
growth. Our strong equity capital position p'rovides us an
opportunity to further leverage our asset growth. Borrowings -

~increased in-2003 by $19,872,000 after decreasing in 2002 by o

- $1,999,000. Lower deposit growth in 2003 did not allow us
0 fund our substantial loan growth without increasing our.
borrowmgs Core deposits, which include demand-deposits-
and interest bedring demand depos1ts (NOWs), money market
accounts, savings accounts, and time deposns of individuals .
continues to be our most significant source of funds. In 2003.
and 2002, ‘several successful sales campaigns attracted new

* customers and generated growth in retail certificates of- -

" deposit (time deposits of individuals) as well as savmgs and

. money market accounts: .

_LOANS |

' EARNING ASSETS

Earning assets are defined as those assets that produce

interest income. By maintaining a healthy asset utilization

rate, i.e., the volume of earning assets as a percentage of

- total assets, the Corporation maximizes income. The earnlng

asset ratio (average interest earning assets divided by average
total .assets) equaled 95.3% for 2003, compared to 96.8% for
2002, and 97.2% for 2001. This indicates that the - :

managemerit-of earning assets is a priority and non- earning
-assets, primarily cash and due from banks, fixed assets- -and

other assets, are maintained at minimal levels. The primary

earning-assets are loans and investment securities.

Total loans, net of unearned mcome mcreased to

$2429,0‘73,000 as of Dece_mber 31, 2003, as compared toa -
_balance-of $201,517,000°as of December 31, 2002. Table 6

provides data: relating to the composmon of the Corporation’ s
loan portfoho on the dates. indicated. Total loans, net of-

‘unearned income increased. $27,555, 000, or 13.7% in'2003

compared to an'increase of $3,293,000, or 1.7% in 2002.

" The low interest rate environment prevalent during 2003
-resulted in a substanual increase in residential mortgage
\lendmg

The loan portfolio is well dlversrﬁed and increases in ’

the portfolio in 2003 were in commercial and real estate
‘loans (primarily residential mortgage loans). In 2002, the
'~'1ncrea\se in loans was primarily in commercial real estate’and
‘ res_identiz_ll mortgage loans. Outstanding balances on tax

exempt loans and consumer loans declined in both 2003 and

-2002. Real estate loans increased in 2003 and 2002, even
though we sold residential mortgage loans in the secondary’
" ‘market. The Corporation will continue to originate and sell -

long-term fixed rate residential mortgage loans which

* conform to secondary market requirements. The Corporauon
-derives ongoing income from the servrcmg of mortgages sold

in the secondary market.
The noted loan growth was achreved without -

- compromising loan quality. The Corporation internally ‘

. underwrites each of its loans to comply with prescribed
policies and approval levels established by its Board of

' Drrectors
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Table "6’ — Loans OutStancling, Net of Unearned»lncome

(Amounts in thousands)

Commercial, financial and agricultural:

Commercial secured by real estate

- Commercial - other
‘Tax exempt
Real estate (primarily residential mortgage loans)
’Consumer loans - :
Total Gross Loans.

Less: Unearned income and

. unamortized loan fees net of costs

Total Loans, net of unéarned income -

December 31,

1999

2003 2002 2001 2000
$ 48,634 565352  $61,135 $ 53,608 § 55514
33,890°. .. 23,639 24,062 22,674 17,864
3,930 4,393 7,958 3,798 - 4,133
121,221~ 85,145 79,483 84,330 83,099
250626 _ 28640 32,075 _ 32,845 _ 30,595
$233,301  $207,169  $204,713° $197,255  $191,205
4208 . 5,652 6,489 6583 5,974
$220.073  $201,517  $198.224 - $190.672  $185.231

INVESTMENT SECURITIES -

. The Corporation uses investment securities to not only

generate interest and dividend revenue; but also to help )
manage interest rate risk and to provide liquidity to meet -
operating cash needs.

. The investment portfolio has ‘been allocated between ‘
securities available for sale and securities held to maturity.
No investment securities were established in a tradmg
account. Avallable for sale securities increased to- ;
$226 043,000 in 2003, a 7.7% increase over 2002. At =
December 31, 2003, the net unrealized gain, net of the tax

effect, on these securities was $5,489,000 and is included in - v
o stockholders’ equity as accumulated other comprehensrve
.. gain. At December 31, 2002, accumulated other -

- comprehensive income, net of tax effect, amounted to
- $6,544,000. In 2003, held-to-maturity securities declined .

© $703,000, or a 11.9% decrease from 2002 after dechnmg
$77,000, or a 1.3% decrease in 20027 Table 7 provides data
‘on the carrying value of our investment portfolio on the

.~ dates indicated. The vast majority of investment security

purchases are allocated as available-for-sale. This provides

‘the Corporation with increased flexibility should t_here bea

" need-or desire to liquidate an investment security. - -

‘The investment portfolio includes U.S. Government

‘.Corporanons and Agencies, corporate obhgatrons mortgage

backed securities, . state and municipal securities, and other
debt securities. In addition, the investment portfolio includes
restricted equity securities consisting primarily of common

~ stock investments in the Federal Reserve Bank and the

."Federal Home Loan Bank. Marketable equity securities
-consists of common -stock mvestments in other commercial
banks and bank holding companies.

“Securities available-for-sale may be sold as part of the
overall asset and liability management process. Realized
gains and losses.are reﬂected in'the results. of operations on
our statements of income, The investment portfolio does not
contain any structured notes, , step- up bonds, or any off- -

. balance sheet derivatives. -

Table7 — Carrying Value of Investment Securities
(Amounts in thousands) - December 341; .
' . 2003 _ 2002 2001
. Available Heldto™. .. Available Held to Available Held to
, for Sale Maturity - for Sale ©  Maturity for Sale Maturity
U.s. Government Corporatlons - S - s ST .
and Agencies - $100,487  $3,153 - - $ 77,806 ' $ 4,272 $ 55,267 $ 5,332
State and Mun1c1pal 718,710 . 2,076 - 84,809 1,660 74,184 . . 677
Corporate 36,025 0 38446 - 0 . 41,334 0
Marketable Equity Securmes 5,654 0 5,310 0 - 4,286 0
Restricted Equity Securities 15,167 . 0 , 3.452 0 3.027 0
Total Investment Securities $226.,043 '$.5229 - $209.83 - $ 5932 $178,098  $ 6.009
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Durmg 2003 -interest bearmg deposrts in other banks

_decreased to $28,000 from $60,000 in 2002. Balances in

" interest bearmg deposrts in other banks were kept relatrvely -

k _low as funds were mvested in marketable securmes 0 .
maximize income whrle still addressmg hqurchty needs. .

. ALLOWANCE FOR LOAN LOSSES

. The allowance for loan losses constitutes the amount R
avallable to absorb losses within the loan portfolio. ‘As of
December 31, 2003, the allowance forloan losses was -
$3,524,000 as compared to'$3,174, 000.and $2,922,000as of
_December 31, 2002 and 2001, respectlvely -The allowance
for loan losses is establrshed through a provision for loan -

- losses charged to expenses. Loans are charged agamst the -

allowance for possible loan losses when management belreves .

‘that the collectibility of the principal is unlrkely -The risk -

o charactertstrcs of the loan portfolio are managed through the S
“o 7. to $298,000 and $390,000 in 2002 and 2001, respectively.

‘varrous control” processes including credit evaluations of

. individual borrowers, ‘periodic reviews, ' and diversification.

~ by industry. Risk is further mitigated through the applrcatron
" of lending procedures such as the -holding of adequate-
- collateral and the establishment of contractual guarantees. ™ -

: Management performs a quarterly analysis'to determine -
the adequacy of the allowance for loan losses. The
methodology in determining adequacy incorporates 'specific -
.and general allocations together with a risk/Ioss analysis on

+_ various segments of the portfolio according to an internal -

loan review process: This assessment results in an allocated

allowance. Management mainitains its loan review and loan
classrﬁcanon standards_consistent with those of its regulatory
superv1sory author1ty B - :
. Management feels based upon its methodology, that the
allowance for loan losses is adequate to cover foreseeable, .
future losses. Table 8 contains an analysis of our Allowance o

for Loan Losses indicating charge -offs and recoveries by the -
year and annual additional provisions charged to operatlons

© In'2003, net charge-offs as a percentage of average loans

" were .07% compared to .15% in 2002.and .20% in 2001.

. Net charge-offs- amounted to $150,000 in 2003 as compared

| Table 8 — Analysis of Allowanc,efor Loan Losses

:(Amounts in'thor_i'sands) :

'Balance at begmnmg of per1od
- Charge-offs:
. Commercial, financial, and agrlcultural o
Real gstate - mortgage - :
Installment loans to 1nd1v1duals

v Recoverres .
' ‘Commercial, financial, and: agrlcultural
‘Real estate - mortgage . :

Installment loans to 1nd1v1duals

'Net charge offs :
Additions charged to operatlons
'Balance at end of period

| Ratio of net charge =0ffs durmg the perrod to -

|.- average loans outstandmg during the period- -
Allowance for loan losses to average loans . -

) outstandmg durmg the period, - R

Years EndedADe'cember 31,

2003 - . - _2002 - -2001 2000 " 1999
$3,174 . 82,922 $2,702 $2,600  $2,421
B .66 109 19 25|
L2 - 140 - 44 20 -
433 . . 196 . 238 226 - _ 213
Tlo8 . 402 458 349 . 258
1 o - 2l o 23
N 77 -3 10 62
46 2 44 16 27
ey 04 68 %6 112
S 150 - 208 390 323 146
oS00 550 - 610 475 - __325
83504 83074 32922 . $2702  $2.600
0% - 5% 0% 17%  .08%
166% - 1.58% 150%  1.44%  1.49%
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~ It is the policy of management and the Corporation’s
Board of Directors to prayide for losses on both identified
and unidentified losses inherent in its loan ‘portfolro. A

provision for loan losses is charged to operations based upon °

an .evaluation of the potential losses in the loan portfolio. -
This evaluation takes into account such factors as portfolio -
concentrations, delinquency, trends, trends of non-accrual

.and classrfled loans economrc condmons and other relevant O

factors.

The Joan review process which is conducted quarterly,
is an integral part of our evaluation of the loan portfolio. A -
detailed quarterly analysis to determine the adequacy of the-
Corporatron s allowance for loan losses is rev1ewed by our
Board of Directors.

With our manageable level of net charge offs and the
addmons to the reserve from our provision out of operations,
- the allowance for loan losses as a percentage of average loans -
amounted to 1.66% to 2003, 1.58%.in 2002, and 1.50% in

- 72001.

Table 9 sets forth the allocation of the Bank’s allowance
for loan losses by loan category and the percentage of loans

* in-each category to total loans receivable at the dates

indicated. The portion of the allowance for loan losses
allocated to each loan category does not represent the total
available for future losses that may occur within the loan

* category, since the total loan loss allowance is a valuation

reserve applicable to the entire loan portfolio.

Table 9 —. Allocation lof Allowance for.Loan Lossés-

December 31,

(Amounts in thousands)

“Percentage of loans in each category to total loans.

i

r v ‘ 2002 % 2001 % 2000 % 1999 %
Commercial, financial, and , ‘ - o ‘
agricultural ‘ $775 154 $ 488 124 $ 605 149 $ 316 107 $ 308 11.2
Real estate - mortgage : - 2,106 72.6 1,812 75.0 1,826  71.2 1,606 711 1,431 - 75.5
Consumer and other loans 378 12.0 0357 0 126 ‘458 139 - 557 182 425 13.3
Unallocated ' 265 - N/A 517 N/A 33 N/A 223 - N/A 436~ N/A
‘ ‘ 33,524  100.0 100.0 - $2,922 . 100.0 $2,702 100.0 $2.600 100.0

NON- PERFORMING ASSETS oo :

With the continuing economic slowdown in 2003, the
Corporation experienced an increase in delinquencies and
non-performing loans. Table 10 details the Corporatron s
non-performing assets at the dates indicated.

- Non-accrual loans are ‘generally delinquent on whrch
principal or interest is past -due approximately 90 days or
more, depending upon the type of credit-and the collateral.
When a loan is placed on.non-accrual status, any unpaid
_ interest is charged against income. Restructured loans are
loans where the borrower has been granted a concession in
the interest rate or payment amount because of financial
problems. Foreclosed assets held for sale represents property
acquired through foreclosure or considered to be an in-
substance foreclosure.

: * The total of non- performmg assets mcreased 10
$768,000 as of December 31, 2003, as compared (s
$458,000 as of December 31, 2002. Non-accrual and
restructured loans increased to $735,000 in 2003 from
. $458,000 in 2002. Foreclosed assets remained at zero in
~ 2003 and 2002. Loans past-due 90 days or more and still -
' accruing also increased to $33,000 in 2003 from zero in
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2002. Our allowance for loan losses to total non-performing
assets remains very strong at 458.9% in 2003 as compared to
1693.7% in 2002. With our fine loan quality, we contmue to
rank well ahead of peer banks on measurements of -
delinquency and overall asset quality.

- Loan quality is monitored closély, and we actively work
with borrowers to resolve credit problems. Excluding the
assets disclosed in Table 10, management is not aware of any
information about borrowers' possible credit problems, '
which cause serious doubt as to their ability to comply with

~ present loan repayment terms.

Should the economic climate no longer continue to be
stable or begin to deteriorate, borrowers may experience |
‘difficulty, and the level of non-performing loans and assets,
charge-offs and delinquencies could rise and possibly require
additional increases in our allowance for loan losses. ‘

" In addition, regulatory authorities, as an integral part of

"'their examinations, periodically review the allowance for.

possible loan and lease losses. They may require additions to
-allowances based upon their Judgements about 1nformat10n

" available to them at the time of examination.




Management’s Discussion-and Analysis

 Interest income recewed on non—performmg loans in
2003 and 2002 was '$37, 669 and $19, 179, respectively:
Interest income, which would have been recorded on these-
loans under the original terms in 2003 and 2002 was $60,778

- and $38,956, respectively. At December 31, 2003, the

Corporation had no outstanding commitments to advance
addmonal funds with respect to these non- performmg loans

- A concentration of credit exists when the total amount - -
of loans to borrowers, who are engaged in similar activities
that are similarly impacted by economic or other conditions,

" exceed 10% of total loans. As of December 31, 2003, 2002

and 2001, management is of the opinion that there were no
loan concentratrons exceedmg 10% of total loans. ’

Table 10 — .Non-Performing Assets
('Amounts in thousands) -

Non- accrual and restructured loans AN

_ Foreclosed assets s -

Loans past -due 90 days or more and sull accrumg
Total non performmg assets

- Total non- performmg assets to total assets -
Total allowance for loan losses to total non performmg assets :

| Non- -performing assets to perrod -end loans and foreclosed assets

. g December 31, , :

2003 . 2002 2001 - - 2000 1999
$735 - $458  $1,102 $719 - $618
"0 0 s 13 85 |
_33 0 - _217  _10 - _47
§768 3458  §1304- ' §742 . $750
34% . .23%. .70% - 39% 40%

. 16% 0% .35% 21% 2%
.- 458.9%  693.7% -209.6%  364.2%  346.6%

‘ There is a concentration of real estate mortgage loans in
the loan portfollo Real estate mortgages comprise 74.1% of -

. the Joan portfolio as’ of December 31, 2003, down from

74.7% in 2002. Real estate mortgages consist of both
residential and commercral real estate loans. The real estate

- loan portfolio is well diversified in terms. of borrowers,
collateral, interest rates, and maturities. A‘ls‘o,’the real estate
loan portfolio has a.miix of both fixed rate and -adjustable rate:

" mortgages. The real estate loans are concentrated. primarily

in our marketing area and are subject. 10 rlsks assocrated wrth
the local economy )

' DEPOSITS AND. OTHER BORROWED FUNDS ) ,

. _ Consumer and commerc1al retail deposits are attracted .

L prlmarlly by First Keystone s subsidiary bank's ten- full ‘
“service office locations. The Bank offers a broad selection of
deposit products. and continually evaluates its. mterest rates -
and fees on deposit products. The Bank regularly reviews
competing financial institutions intérest rates along with
‘prevarlmg market rates, especially when establlshmg mterest ‘

_rates-on certificates of deposit. '

- Deposits increased by $12,275, 000 or.a 3 7% mcrease '
when comparing December 31 2003, to December 31, 2002. -
" This increase compares to a deposrt increase of 12. 2% in

2002 and an increase of 8.5% in 2001. '

Durmg 2003 the Corporanon experienced a deposrt

" -increase in interest bearing deposits. Non-interest bearing
- deposits amounted to $30, 052,000 as of December 31, 2003,

a decrease of $4,000 from 2002. Interest bearing deposits
amounted to $312,968,000 as of December 31, 2003, an

1ncrease of $12,279,000, or 4.1.% over 2002.

' Durmg 2003, the Corporauon increased its reliance on

_ «‘borrowmgs Short-term borrowings amounted to $11,744, 000 4
_ as of year-end 2003, an increase of $2,677,000 from 2002.
- Long-term-borrowings increased $17,195,000 in 2003 to .

$62,945,000 as of December 31, 2002. Total borrowmgs

- were $74,689,000 as of December 31, 2003, compared to

$54,817,000 on December 31, 2002. Short-term borrowings
are comprised of federal funds purchased, securities sold

" under agreements to repurchase, U.S. Treasury demand
" notes, and short-term borrowings from the Federal Home
- Loan Bank (FHLB).

_ Long-term borrowmgs are typrcally FHLB term ' o
borrowings with a maturity of one year or more. Some of the
additional term borrowings were made to take advantage of

- special rates offeréd by the FHLB. In connection with FHLB

borrowings and securities sold under agreements to
repurchase; the Corporatron mamtams certain eligible assets

. as collateral
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CAPITAL STRENGTH :
Normal 1ncreases in capital are generated by net

income, less cash dividends paid out.- Also, the net unrealized .

gains on mvestment securities available-for-sale, net of taxes,
- increased shareholders’ equity or caprtal in 2003 and 2002,
referred to as accimulated other comprehenswe income. The
total net increase in capital was $2,255,000-in 2003 after an

- increase of $9,400,000.in 2002. The accumulated other :
comprehensive income amounted to $5,489,000 in 2003 and
$6,544,000 in 2002. One factor which decreased equity -

~ capital in 2003 and 2002 relates to our ‘stock repurchase plan :

The Corporation had 152,600 shares of common stock as of -

December 31, 2003, and 119 181 shares in 2002, at a cost of

$4 655,000 and $3,577,,0_00, respectively as treasury stock.
Return on equity (ROE) is computed by dividing net
income by average stockholders’ equity. This ratio was -

“14.27% for 2003, 14.93% for 2002, and 13.85% for 2001. -

- Refer to Performance Ratios on Page 2 - Summary of -
Selected Financial Data for a more expanded listing of the
T ROE '

- Adequate.capitalization of banks and bank holding
‘companies is required and monitored by regulatory
authoritles Table 11 reflects risk-based capital ratios and the

o leverage ratio for our Corporation and Bank. The Corpor-.-

‘ation's leverage ratio was 9.83% at December 31, 2003 and

. 10.27% at December 31, 2002.

The Corporation has consrstently mamtamed regulatory
capital ratios at or above the “well capitalized” standards.
For additional information on capital ratios, see Note 14 to

- the Consolidated Financial Statements. The risk-based capital

ratios also decreased somewhat in 2003 from 2002 for both
the Corporation and the Bank, but remain strong. The risk-
based capital calculation assigns various levels of risk to -

* different categortes of bank assets, requiring higher levels of
capi'tal for assets with more risk. Also'measured in the risk-

. based capital ratio is credit risk exposure associated with off-

balance sheet contracts and commitments. Table 11 1ndtcates
 capital ratios as of December 31, 2003.

Table 11 — Capital Ratios '

Risk-Based Capital:
-Tier I risk- based capital ratio- -
- Total risk- based capital ratio (Trer 1 and Tter 2)
Leverage Ratio: .
Tier I capital to average assets

December 31, 2003 December 31, 2002

. Corporation . Bank " Corporation . Bank
482%  13.19% - 15.80% 15.33% -
6.11% ~ 14.34% 17.11% 16.52%
C983%  8.74% 10.27% - 9.96%

'LIQUIDITY MANAGEMENT

Effective liquidity management ensures that the cash
- .ﬂow requirements of depositors and borrowers, as well as.
the operating cash needs of the Corporation, are met. ’

. Liquidity is needed to provide.the. funding requirements
of depositors withdrawals, loan growth, and other operational
needs. Asset liquidity is provided by ‘investment securities
maturing in one year or less, other short:term. investments,
federal funds sold; and cash and due from banks. At year-end
2003 cash and due from banks and interest-bearing deposits -
in other banks totaled $5,941,000 as compared to $7,456, 000
at year-end 2002. Additionally, maturing loans and
repayment of loans: are another source of asset liquidity.

Liability liquidity is accomplished by maintaining a core

deposit base, acquired by attracting new deposrts and
- retaining maturing deposits. Also, short-term borrowmgs
provide funds o meet liqurdity

~
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) Management feels'its current liquidity position is
satisfactory given the fact that the Corporation has a very
stable core deposit base which has increased annually.

“Secondly, our loan payments and principal paydowns on our
‘mortgage backed securities provide a steady source of funds.
Also, short-term investments and maturing mvestments

" represent addmonal sources.of liquidity.

Finally, the Corporation s subsidiary bank does have ’

i access to funds on a short-term basis from the Federal
- Reserve Bank discount window.. Also, Fed funds can be
~ purchased by means of a borrowing line at the Atlantic

Central Bankers Bank. The Corporation has indirect accessto -

© the capital markets through its membership in the Federal

’ Home Loan Bank. Advances on borrowings, both short-term
" and long- term are available to help address. any liquidity
needs R S o -
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* FORWARD LOOKING STATEMENTS .
" The sections that follow, Market Risk and Asset/
Liability Management contain certain forward lookmg
statements. These forward loqkmg statements involve -
significant risks and uncertaiiities, including changes in .
- economic and financial market conditions. Although First
Keystone Corporation believes that the expectations reflected
~in such forward lookmg statéments are reasonab]e actual
' 'results may differ materlally

MARKET RISK : ~ .
‘Market risk is the risk of loss arlsmg from adverse o
- changes in the fair value of financial - instruments due to ‘

changes in interest rates, exchange rates and equity prlces

First Keystone Corporatton s market risk is composed
: pr1mar1ly of interest rate risk. The Corporanon s'interest: rate

risk results, from ttmmg “differences in the repricing of assets,
. labilities; off- balance sheet instruments, and changes in’

relatlonslnps between ratio mdtces and the' potenttal exerc1se o

~ of explicit or ‘émbedded options. *

) Increases in the level of interest rates also may

' adversely affect the fair value of the Corporatlon s securities
~and other earmng assets, Generally, the fair value of fixed-

. rate instruments fluctuates inversely with changes in interest *

rates. As a result, increases in interest rates could result in

g decreases in the fair value of.the Corporatton s interest-
earning assets, which coutd adversely affect the Corpor- B
ation’s results of operations if sold, or, in the.case of 1nterest

_earning assets classified as- avatlable for sale, the Corpor-
ation’s stockholders equny, if retained. -Under The Financial

Accounting Standards Board (FASB) Statement 115, changes
in the unrealized gains and losses, net of taxes, on securities -

cla551ﬁed as available for sale wnll ‘be. reflected in the
. -Corporanon 8 stockholders eqmty The Corporanon does not
own any tradmg assets.

- Asset/Llabzlzty Management

The principal objective of asset habthty management is
to manage the sensitivity of the net interest margin to
potential movements. in 1merest rates and to enhance

- profitability through returns from managed levels of interest

rate risk. The Corporation actively manages the interest rate-

_ sensitivity of its.assets and liabilities. Table 12 presents an

interest sensitivity analysis of assets and liabilities as of
December- 31, 2003. Several techniques are used for -~
méasuring inerest rate sensitivity. Interest rate risk arises
from the mtsmatches in the repricing of assets and. liabilities

_ within a given time period, referred to as a rate sensitivity
" gap. If more assets than liabilities' mature or reprice within °

the; time frame,. the Corporanon is dsset sensitive. This -
posmon would conmbute positively to net interest mcome in

~ a'rising rate environment. Conversely, if more liabilities '
mature Or reprtce the Corporation is liability sensitive. This -
Aposmon would contribute posmvely to net mterest 1ncorne 1n :

a falling rate envuonment
leltat_lons of interest rate sensitivity gap analysis as o
illustrated in Table 12 include: - a) assets and liabilities which

. contractually reprice within the same period may not, in fact,

reprice at the same time or to the same extent; b) changes in '

- _market interest rates do not affect all assets and liabilities to
_the same extent or at the same time, and c) interest rate
‘.sensmvny gaps reflect the. Corporatton s position on a single
day, (December 31, 2003 in the case of the following ‘

schedule) while the Corporation contmually adjusts its
interest sensitivity throughout the year. At one year, the

: ‘Corporanon is relatlvely balanced with the ratio of interest

rate sensmve assets to interest rate sensmve liabilities at 93.

December 31, 2003

‘One- "
.Year- ‘

“Table 13— Interest Rate Sensitivity Anal'ysis_’
‘ (Amoums in.thousands) )
B ' 1- 5 . Beyond- -. .NotRate- _ .

. Years 5 Years  -Sensitive Total
Assets . . ST 3540 ,’5184,206' $163,064 $19,079 481,841
Liabilities/Stockholders Equity -~~~ 124726 149,194 © - _143791 - 64,130 - 481,841
Interest Race Sensitivity-Gap. -~~~ - - - (923) 7 35012° 19273
Cumulative Gap " e 25,778 45051
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Earmngs ar stk

The Bank’s Asse{/Lrabrhty Commrttee (ALCO) is .
responsible for reviewing the interest rate sensitivity position
and establishing policies'tb monitor and limit exposure.to
interest rate risk. The guidelines established by ‘ALCO are -
reviewed by the Corporation’s Board of Directors. The

- Corporation tecognizes that more sop_hlstlcated tools exist for

measuring the interest rate risk in the balance sheet beyond
interest rate sensmvrty gap. Although the- Corporation
continues to measure its interest rate sensitivity gap, the.

~ Corporation utilizes additional modeling for interest rate risk ’

in the overall balance sheet. Earnings at risk and economic
values at risk are analyzed.

Earnings simulation modeling addresses earnmgs at risk -

and net present value estimation addresses economic value at

risk. While each of these interest rate risk measurements has

limitations, taken together they represent a-reasonably -

comprehensive view of the magmtude of interest rate risk in
the Corporanon

Earmngs Simulation Modelmg

The Corporation’s net income is affected by changes in
the level of interest rates. Net income is also subject to
changes in the shape of the yield curve. For example, a
ﬂattenmg of the yreld curve would result in a decline in
. earmngs due to the compression of earning asset yields and -
funds rates, while a steepemng would result in increased «
earnings as investment margms widen.

Earhings simulation modeling is the primary mechamsm _

used in assessmg the-impact of changes in interest rates on
net interest income. The model reflects management's * -
assumptions related to asset yields and rates paid on .
liabilities, deposit sensitivity, size and composition of the

" balance sheet. The assumptions are based on what ’
management believes at that time to be the most likely -

_ interest rate environment: Earnings at- risk is the change i in
net interest income from a base casé scenario under an
_increase’ and decrease. of 200 basis- points in the interest rate
earnings simulation model : '

. Table 13 presents an analysis of the changes in net-
interest income and net present value of the balance sheet
resulting from an increase.or decrease of two percentage.

points (200-basis points) in the level of interest rates. The =
‘calculated estimates of change in net interest income and net
_present value of the balance sheet are compared to current -
1limits approved by ALCO and the Board of Directors. The

‘ earnings simulation model projects net-interest income would

decrease by approxrmately 5.08% if rates fell by two

' percentage points over one year. The model projects a

decrease of approximately 3.33% in net-intérest income if
rates rise by two percentage pornts over one year. Both of

these forecasts are within the one year pohcy guidelines. -

Net Presem Valué Estimation )

The net present value measures economic value at risk

“and is used for helping to determine levels of risk at a point

in'time present in the balance sheet that might not be taken

-into account in the earnings simulation model. The net

present value of the balance sheet is defined as the discounted '
present value of asset cash flows minus the discounted
present value of liability cash flows. At year-end, a 200 basis

" point immediate decrease in rates is estimated to increase net
. present value by 18.67%. Additionally, net present value is

projected. to decrease by 9.78% if rates increase immediately

by 200 basis points, both within policy guidelines. If

management is concerned market interest rates may begin to
rise in 2004, it can take steps to reduce liability sensitivity by

. attracting long-term deposits and reducing short term
.-borrowmgs .

The computauon of the effects of hypothetlcal interest

- rate changes are based on many assumptions. They should

not be relied upon solely as being indicative of actual results,
since the computations do not contemplate actions
management could undertake in response to changes in
interest rates. :

‘Table 13 — Effect of Change in Interest Rates

Effect on Net Interest Income

-1-year Net Income simulation PrOJecnon
-200 bp Shock vs Stable Rate .
+200 bp Shock vs Stable Rate

* Static Net Present Value Change
- =200 bp_Shock vs Stable Rate
+200 bp Shock vs Stable Rate

Efﬂct on Net Present Value of Balance Sheet

Prn]'ected Chan’g‘ e

. (5.08%)
(3.33%)

18.67%
(9.78%)
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MARKET PRICE/DIVIDEND HISTORY

: As of- December‘ 31,2003, the cOrperarron had . . ‘_ Table 14 reports the highest and lowest per share prices .. -

" 2.924,607 shares’ of $2.00 par value common stock out- - known to the: Corporation and the dividends paid durmg the
standing held by shareholders of record. First Keystone - . periods indicated. The market prices and dividend paid have
Corporation’s common stock is quoted on the Over The -~ been adjusted to reflect the 5% stock dividend paid August 6,
Counter (OTC) Bulletin Board under the syrrrbql “FKYS”. - . 2002. These prices do not necessarily reflect any dealer or -

ST e o S - retail markup, markdown Or COmmMission.. ’

Table 14 — Market Prlce/Dmdend Hlstory _ ,
2003 - 2002 o 2001 "
- Common Stock  Dividends =~ Common Stock  Dividends ~ Common Stock = Dividends

: _ High/Low - - Paid - . - High/Low _Paid ... _High/Low  _-Paid
FirstQuarter .~ ..~ . 7 $31.15/$25.75 . $24 - . $22.86/$18.57 -$.20 . $15.95/$12.86 - $.19-
Second Quarter. . - . $32.50/$29.25 24" . - $22.38/$20.10 .20 $18.10/$13.70 .19
Third Quarter © -~~~ $34.00/$32.00 . © 24 ~  $24.00/$19.19 © 21' $25.24/$17.38 - .19
Fourth Quarter : . '$36.50/$33.75 260 $26.25/823.95- .24 $20.18/$18.10. - . .20

The followmg brokerage ﬁrms make a market in Frrst Keystone Corporauon stock

,Legg Mason Wood Walker, Inc. _' : S . F. J Morrzssey & Co./ -

'1735 Market Street, 10" Floor . . .- . . - Boenning & Scattergood, Inc. .

Melon Bank Center T ST . -~ 200 Barr Harbor Drive Suite 300

Philadelphia, PA" 19103 - - Lo . West Conshoh'ocken, PA 19428
- (800) 888- 6673 ) - L . e . (800).842- 8928

Janney Montgomery Scott, Inc o P Ferrzs Baker Watts Inc:”

1801 Market Street . . LI " . 3100 Market Street

Philadelphia, PA 19103 - R R Camp Hill, PA 17011

"(800).526-6397' S : ~ (800) 638-7411

Ryan, Beck ana' Company
Millenium One = °

20 Ash Sireet, 4" Floor
Conshohocken, PA 19428
(800) 223-6807
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Table 15 — Quarterly Results of Operatlons (Unaudlted)

‘(Amounts in thousands; except per share) -

2003 .
Interest income
Interest €xpense
Net interest income -
Provision for loan losses
Other non-interest Jincome.
‘Non- interest expense
Income before income taxes
Income taxes
Net income

Per share - -

2002

Interest income’

Interest expense

Net interest income
Provision for loan losses

" Other non-interest income.
Non-interest expense
Income before income taxes
Income taxes ’

Net income-

Per share

) $1,778'

©»

Three Months Ended

March 31
. $6,257

2,592 -

$3,605

150 ¢
- 745
2,019 -

$2.241
- 463

.60

‘ ‘March 31

$6,392
2,712
$3,680

175

515
1.816.

$2,204. -

532

S $1.672

56

* June 30
$6,185;

2,575

-$3,610
IR PAR

909
2.030

©$2,364

507
$1.857

s 6

* June 30 -
- $6,465
L 2,643 -
$3,822

125 -

465

1,905
- $2,257

538

B $1,719

.o

© 58

September 30

. $6,231
2,575
- $3,656

Septehﬁber 30

T $6,583
3:069
-$3,514
1125

December 31 -

$6,390

2.458
$3,932 -
150 -

‘December 31

$6,422

2,918

$3,504
125
757

2,098’

$2,038

. 390
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MANAGEMENT’S STATEMENT OF RESPONSIBILITY

To OUR STOCKHOLDERS:

The management of First Keystone Corporation is responsible for the preparation, integrity and the
objectivity of the consolidated financial statements and other financial information presented in this annual report.
The consolidated financial statements have been prepared in conformity with accounting principles generally
accepted in the United States of America and reflect the effects of certain estimates and judgments made by
management.

The Corporation's management maintains an effective system of internal control that is designed to
provide reasonable assurance that assets are safe-guarded and transactions are properly recorded and executed in
accordance with management’s authorization. The system is continuously monitored by direct management
review and by internal auditors who conduct an effective program of internal audits. The Corporation selects and
trains qualified people who are provided with and expected to adhere to its standards of business conduct. These
standards which set forth the highest principles of business ethics and conduct are a key element of the
Corporation’s control system.

The consolidated financial statements of the Corporation have been audited by J. H. Williams & Co.,
LLP, Independent Certified Public Accountants. Their audits were conducted in accordance with auditing
standards generally accepted in the United States of America and included a review of the internal control
structure and such other procedures and tests of the accounting records as they considered necessary in the
circumstances.

The Audit Committee of the Board of Directors, which consists of five outside directors, meets regularly
with management, the internal auditors, and the independent certified public accountants to review accounting,

reporting, and internal control matters. The Audit Committee has direct and private access to both internal and
external auditors.

pplusd 25> ‘

J. Gerald Bazewicz, President & CEQ

e 4 ot

David R. Saracino, Treasurer & Assistant Secretary

Berwick, Pennsylvania
March 5, 2004
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DIRECTORS*

John Arndt
Owner, Arndt Insurance Agency

J. Gerald Bazewicz
President and Chief Executive Officer of the Corporation and the Bank

Budd L. Beyer
Retired

Don E. Bower
President, Don E. Bower, Inc.

Robert E. Bull
Chairman of the Corporation and the Bank
Retired; Attorney, Bull, Bull & Knecht, LLP

John L. Coates
Secretary of the Corporation and the Bank
President, Tri-County Hardware, Inc.

Dudley P. Cooley
Financial Consultant;
Former Controller, Wise Foods, Borden, Inc.

Frederick E. Crispin, Jr.

Retired; Former Business and Financial Consultant, F. E. Crispin and Associates

Jerome F. Fabian
Owner/President, Tile Distributors of America, Inc.

Robert J. Wise
Vice Chairman of the Corporation and the Bank
Retired

*Also Directors of The First National Bank of Berwick

OFFICERS

Robert E. Bull
Chairman

Robert J. Wise
Vice Chairman

J. Gerald Bazewicz
President and Chief Executive Officer

David R. Saracino
Treasurer and Assistant Secretary

John L. Coates
Secretary
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THE FIRST NATIONAL BANK OF BERWICK

OFFICE LOCATIONS

Berwick

1 - Main Office

111 West Front Street
Berwick, PA 18603
(570) 752-3671

2 - 400 Fowler Avenue
Berwick, PA 18603
(570) 759-2628

3 - 701 Freas Avenue
Berwick, PA 18603
(570) 752-1244

4 - Giant Market

50 Briar Creek Plaza
Berwick, PA 18603
(570) 802-0541
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Bloomsburg

S - Central Road and Route 11
Bloomsburg, PA 17815

(570) 784-0354

Danville

6 - 1519 Bloom Road
Danville, PA 17821
(570) 275-8000

7 - Giant Market
328 Church Street
Danville, PA 17821
(570) 271-3100

Mifflinville

8 - Third and Race Streets
Mifflinville, PA 18631
(570) 752-5750

Toll Free: 1-888-759-2266
www. firstnationalberwick.com
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Nescopeck

9 - 437 West Third Street
Nescopeck, PA 18635
(570) 759-2767

Wilkes-Barre

10 - Hanover Township
1540 Sans Souci Highway
Wilkes-Barre, PA 18706
(570) 825-7352

Kingston

11 - 179 South Wyoming Avenue
Kingston, PA 18704

(570) 718-1110
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THE FIRST NATIONAL BANK OF BERWICK

OFFICERS

Robert E. Bull
Chairman of the Board

Robert J. Wise
Vice Chairman of the Board

J. Gerald Bazewicz

President and Chief Executive Officer
since January 1987

with the Bank since February 1973

33 years in banking

David R. Saracino

Vice President, Cashier and
Assistant Secretary

since January 1987

with the Bank since February 1972

31 years in banking

Leslie W. Bodle

Vice President and Trust Officer
since October 1985

with the Bank since October 1985
38 years in banking

Timothy K. Kishbach

Vice President and Senior Loan Officer
since October 2001

with the Bank since September 1989

16 years in banking

Barbara J. Robbins

Assistant Vice President and
Data/Deposit Operations Manager

since April 1990

with the Bank since June 1970

33 years in banking

Linda K. Yerges

Assistant Vice President and Human
Resources Manager

since April 1993

with the Bank since January 1973

30 years in banking

Gabriel D. Alessi

Assistant Vice President and Mortgage Officer
since May 1995

with the Bank since May 1995

30 years in banking
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Leona Luongo

Assistant Vice President and
Wilkes-Barre Area Sales Manager

since August 1998

with the Bank since August 1998

37 years in banking

Evelyn M. Bower

Assistant Vice President and
Loan Review Officer

since April 1999

with the Bank since March 1978

27 years in banking

Carmie A. Cleaver

Assistant Vice President and Sales Division
Manager/ Branch Administrator

since February 2002

with the Bank since May 1972

31 years in banking

Diane C. A. Rosler :

Assistant Vice President and Accounting
Manager

since April 1994

with the Bank since July 1990

13 years in banking

Douglas E. Klinger

Assistant Vice President and Commercial Loan
Officer

since April 1995

with the Bank since August 1993

10 years in banking

Kevin L. Miller

Assistant Vice President and EDP Manager
since April 2003

with the Bank since November 1982

21 years in banking

Todd Serafin

Assistant Vice President and Commercial
Loan Officer

since February 2003

with the Bank since February 2003

17 years in banking

Judith A. Gizenski

Trust Officer

since August 1991

with the Bank since June 1976
27 years in banking
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THE FIRST NATIONAL BANK OF BERWICK

OFFICERS (continued)

Marlene L. Eckrote

Trust Officer

since April 2001

with Bank since September 1972
31 years in banking

James Szewc

Investment Trust Officer
since August 1998

with Bank since August 1998
5.years in banking

Richard L. Holloway

Assistant Cashier and Community Office
Manager, Salem Office

since April 1994

with Bank since September 1983

20 years in banking

Tina M. Gray

Assistant Cashier and Community Office
Manager, Freas Avenue Office

since April 1995

with Bank since June 1984

29 years in banking

Lee Hess

Assistant Cashier and Security Officer
since April 1996

with Bank since December 1991

12 years in banking

Sherri A. Sitler

Assistant Cashier and Deposit Processing
Supervisor

since April 1997

with Bank since September 1980

23 years in banking

Jodi L. Alley

Assistant Cashier and Loan Processing Supervisor
since April 1997

with Bank since February 1991

22 years in banking

Moira Dalton

Trust Business Development Officer

since April 1999

with Bank since August 1997

10 years in banking
Tammy Dietterick

Assistant Cashier and Community Office
Manager, Nescopeck Office

since April 2000
with Bank since July 1985
19 years in banking

Frank Crayton

Assistant Cashier and Community Office
Manager, Mifflinville Office

since April 2000

with Bank since December 1986

17 years in banking

Donna Keefer

Assistant Cashier and Training/Bank Secrecy

Officer
since April 2002
with Bank since June 1978
25 years in banking

Brenda L. Grasley

Assistant Cashier and Customer Service

Officer
since April 2003
with Bank since June 1981
22 years in banking

Charlotte M. Bishop

Assistant Cashier and Community Office
Manager, Briar Creek Office

since April 2003

with Bank since September 1998

5 years in banking

John L. Coates
Secretary
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FIRST KEYSTONE CORPORATION
INVESTOR / SHAREHOLDERS' INFORMATION

COMMON ISTOCK LISTING First Keystone Corporation common stock is traded on the Qver
‘ The Counter (OTC) Bulletin Board under the symbol “FKYS”.

DIRECT DEPOSIT Shareholders may have their cash dividends deposited directly into

‘ the account of their choice at any banking institution, with no
charge. Additional information and enrollment materials for
direct deposit can be obtained by calling 570-752-3671, extension
175 (locally), or 1-888-759-2266.

DIVIDEND REINVESTMENT The Plan, open to residents of Pennsylvania, provides the
opportunity to have dividends automatically reinvested into First
Keystone Corporation stock. Participants in the Plan may also
elect to make cash contributions to purchase additional shares of
common stock. For information regarding the Plan, contact the
Plan Administrator by writing to:

The First National Bank of Bewick
Attention: Plan Administrator

111 West Front Street

P.O. Box 289

Berwick, Pennsylvania 18603
570-752-3671, extension 175

SHAREHOLDER ASSISTANCE To change or transfer registration of your stock, report a lost
certificate, or other related inquires, please contact our transfer
agent by writing to:

The First National Bank of Berwick
Attention: Shareholder Services
111 West Front Street

P.O. Box 289

Berwick, Pennsylvania 18603
570-752-3671, extension 175

INTERNET Information regarding First Keystone Corporation and its principal
subsidiary, The First National Bank of Berwick, is available on
the Internet at www . firstnationalberwick.com. Our email address
is fnb@fnbbwk.com.
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