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TO OUR SHAREHOLDERS

The past year has been exciting as we continued to execute our
strong organic growth model complemented by a transformational
acquisition. During the first five years of our company’s history, we
have grown the bank organically to over $1 billion in total assets
and successfully completed two transactions (First National Bank
of Greencastle and First National Bank of Chester County) that
have built a company with more than $2.7 billion in total assets as
of December 31, 2010. Together, we are a company with a rich
heritage; comprised of banking operations extending back to the
civil war and a seasoned management team that started the de novo
bank in November 2005.

Within the organization, we have created a culture of excelience
driven around the servant leadership model. We were excited to
be recognized as one of the Best Places to Work in Pennsylvania
for the 5th straight year. Our employees continue to be the key
to our success, and their efforts enable us to generate superior
organic growth, maintain excellent credit quality metrics, achieve
continued noninterest income growth and experience net interest
margin expansion. The employees’ contributions and support to
the organization are to be commended; we are very proud of the
talented team that we are building.

During 2010 we éxpanded on our foundation of organic growth with
the opening of three de novo branches in Dillsburg, State College
and Hanover, and added a loan production office in Berks County.
In 2011, we plan to open two more locations in Myerstown and
Carlisle. In addition to building new branches, we generated 16%,
or $182 million, in organic loan growth while maintaining superior
credit metrics. Our focus in 2010 on reducing deposit costs,
and improving the mix of deposits resulted in a thirty basis point
improvement in net interest margin from the fourth quarter of 2009
to the fourth quarter of 2010.

On December 10, 2010, we announced the completion of our
merger with First Chester County Corporation. The resulting 1N
Bank division provides us with a strong market presence in one of
the most demographically appealing counties in Pennsylvania. The
acquisition is expected to be significantly accretive to earnings

as we recognize cost savings and implement efficiencies across
the combined organization. We.are excited about the growth
opportunities the 1N Bank division offers, as well as the continued
expansion of Graystone Wealth Management throughout the entire
footprint.

On December 21, 2010, we announced the completion of a $51.2
million capital offering. The proceeds from the offering will be used
to solidify our capital ratios, position us to execute on our organic
growth plan, and entertain strategic opportunities. Tower Bancorp
Inc.’s market capitalization increased from approximately $190
million in the beginning of 2010 to $265 million at the beginning of
2011. In 2010, shareholders were positively impacted through an
increase in visibility and improved liquidity in our stock. During 2009
and 2010, we also raised $21 million of subordinated debt from our
in-market supporters to supplement our capital structure.

Our plans for 2011 include improving the performance of our
franchise, leveraging our prior successes in improving market
share, and evaluating strategic opportunities that are developing as
the economy and regulatory environment place pressure on many
financial institutions. We are committed to our community banking
model that is grounded in relationship banking. Each day we carry
out our mission to positively impact the lives of people through
energized and passionate employees that provide uncompromising
customer service, which further leads to shareholder value and
enables our bank to reinvest in our communities.

In closing, | would like to thank you, our shareholders, for your
continued support of our organization and the mission and values we
choose to represent. With a continued focus on positively impacting
lives and a spirit of excellence, we are confident that 2011 will be
another banner year for the orgahization.

Warm Regards,

Mission Statement
Tower Bancorp, Inc. will positively impact lives by
helping people achieve their dreams.

Vision Statement
Tower Bancorp, Inc. will be a high performing regional financial services
company that creates financial success for consumer,

business, and not-for-profit customers in the markets we choose to serve.

Value Statement
Tower Bancorp, Inc. is committed to attracting and
retaining employees who are passionate about providing uncompromising
service to our customers with a sense of warmth, integrity, friendliness,
and company spirit. We value and respect each other because we truly believe that

our success only comes from working together for our team’s success.
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BUILDING OUR COMMUNITY BANKING MODEL: through relationship banking, integrity, and community involvemer

Graystone Tower Bank was established
with a deep commitment to the community
banking model. We believe this model is
founded on basic principles such as serving
with integrity and acting in the best interest
of our employees, customers, shareholders,
As the
financial services environment continues to

and the communities we serve.

shift and bank consolidation accelerates, we
see an even greater need for a community
banking model focused on maximizing the
power of relationships. Our business model

is driven by the values that resonate with our
stakeholders and is grounded in relationship
banking.

“We are building something
special - a unique company leveraging
past experience dating back to the
Civil War into an exciting
franchise that is value driven. Our
performance is fueled by
passionate employees who are
rooted in our value system.”

Andrew Samuel, chairman & CEO

Our relationship banking model is executed
by facilitating local
establishing regional advisory boards that
understand the needs of our communities,
and fostering a high level of community
investment and involvement from our
employees. We recognize that each of
our local communities have rich historical
roots and unique identities. Employee time
and talent, as well as monetary donations,
are just some of the ways we invest in the
Each branch location
sponsors a minimum of one community

local community.

event during the year where money is
raised and donated to a not-for-profit
organization. In addition, every officer of
the company is asked to serve a minimum
of three community organizations, with one
being a leadership position.

The dedication we have to our community
banking model will be a differentiating
factor

as our company experiences

continued growth.

decision-making, |

“Story of the
Three Bricklayers”

There were once three
bricklayers working on a
structure. A father and child
were walking by and
asked each of them what

they were doing.

The first bricklayer answered
gruffly, “I'm laying bricks.”

The second bricklayer replied,

“I'm putting up a wall.”

But the third bricklayer
said enthusiastically and
with pride, “I'm building a
cathedral that people will
enjoy for generations

»
to come.

Author Unknown
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BU".D[NG OU'R FRANCHISE: through Qrgén/é and strategic growth, and ﬁnéncia/ perforrmance

The Tower Bancorp, Inc. franchise continued
to experience significant growth in 2010.
Keeping in step with our fundamental desire
for sustainable growth, we added four new
branch locations and one loan production
office. Rounding out a very successful year
of growth was the finalization of the First
Chester County Corporation acquisition,
which expanded the franchise footprint
to approximately 49 branch offices and
increased our asset size to more than $2.7
billion.

Our company is represented by three strong
bank divisions; the 1N Bank Division (original
charter dated back to 1863), the Tower Bank
Division (original charter dated back to 1864)
and the Graystone Bank Division (de novo
opened in 2005). The result is a combined
company with deep roots and a clear vision;
a bank built to thrive in a dynamic industry
during times of historical transformation.

The acquisition of First Chester County
Corporation also brought the addition of
a well-established Wealth Management
rebranded in

division, December as

DEPOSIT GROWTH (*000) I

2005 2006 2007 2008 2009 2010*

Graystone Wealth Management. Graystone
Wealth Management is a critical component

in the continued growth of our franchise. |

The company is excited to expand upon
the existing solid foundation and deploy the
wealth management services throughout
our footprint.

Balance sheet growth over the past
several years has created a foundation for
increased financial success. In 2010, the
bank achieved solid growth of in-market
deposits while focusing on reducing our
overall deposit costs and improving our
deposit mix. In addition, we realized
significant loan growth while maintaining
exceptional credit quality. Tower Bancorp,
Inc. continues to adamantly adhere to
its disciplined lending practices, which
moves in tandem with our efforts to remain
focused on managing risk and maintaining
our superior credit metrics.

We are excited about the possibilities that
appear before us with respect to expanding
and filling in our footprint.

ASSET GROWTH (°000) .

2005 2006 2007 2008 2009 2010*

* Organic Growth e FNB Greencastle Merger * First Chester County Acquisition
* As of 12.31.2010 / All financial information for periods prior to March 31, 2009, represent Graystone Financial Corp., and the accounting aquirer in the reverse merger with Tower Bancorp, Inc.
2005 financial data reflects the period from September 2, 2005 (inception date) to December 31, 2005.

LOAN GROWTH (*000)

Office Openings 2010

State College, Downtown
Branch
Maich 2010

Dillsburg Branch
April 2010

Berks County Loan
Production Office
October 2010

Chambersburg Branch
November 2010

Hanover Branch
November 2010

Completed First Chester
County Acquisition
December 2010

2005 2006 2007 2008 2009 2010*
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Completed Acquisition
BESTPLACES Ttk of First Chester County
LANK

[EREN]

Completed Merger of CGorporation

Graystone Financial Corp. December 10, 2070
& Tower Bancorp, Inc.
Reached $600 March 31, 2009
Million in Assets
Less than 3 Years

Opened De Novo,
Graystone Bank
November 2005

Tower Bancorp, Inc.
$2.7 Billion Assets, 49 Branches
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Complementary to the organization’s
current banking platform is our perpetual
effort to build the reputation of the bank. In
2010, our company received recognition,
both for its financial performance and as an
employer of choice.

* In December, the company was selected
to be listed on the NASDAQ Global
Select Market.

* In September, Tower Bancorp, Inc. was
included in the prestigious Sandler
O’Neill + Partners “2010 Banks and Thrift
Sm-All Stars” report. In the report, Tower
Bancorp, Inc. was recognized among the
top 32 best performing banks and thrifts
in the nation with a market capitalization
of less than $2 billion.

* The Graystone Bank Division was named
the second fastest growing company
in central Pennsylvania by the Central
Penn Business Journal. This designation
marked the second consecutive year
that Graystone earned the number two
position on this high-profile list.

et L ——— e ———
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e In addition, from the employer
performance perspective, Graystone
Tower Bank was named one of the
“Best Places to Work in Pennsylvania”
for the fifth consecutive yeat.

The above recognitions serve as proof of
the consistent focus on a culture driven
by high-performance, high-care and high
accountability. The company is committed
to fine-tuning our performance metrics,
and has identified key focus areas in
2011 to achieve our financial performance
goals. These areas include: growing
low cost checking deposits, increasing
noninterest income, maintaining superior
credit metrics, and managing expenses.

We are certain that 2011 will be a year full
of opportunities and challenges, and the
continued support of our key stakeholders
is paramount to the company achieving
its goals. Going forward, we affirm our
commitment to executing a growth-
oriented strategic plan that focuses
on maintaining high-performing and
passionate employees, superior customer
service, profitability that increases
shareholder value and reinvestment in‘the
communities we serve.

Nonperforming Assets
to Total Assets:
0.87% at December 31, 2010

2010
Sandler O'Neill
sm-alil stars

Tower Bancorp, Inc. was
recognized among the 32 top
performing banks and thrifts

in the nation with a market

capitalization of less than $2 billion.

Sandler O'Neill + Partners

ofl

Centrai Perny

TOP50 FASTEST

GROWING COMPANIES

Graystone Bank was recerlltly named
the Fastest Growing Bank
in Central Pennsylvania for the

second consecutive year.

Central Penn Business Journal

BEST PLACES D
to work in P@l

20062007 R 20088 200942010

Graystone Tower Bank was named
a Top 50 Best Places to Work

in Pennsylvania since its inception.

Central Penn Business Journal



BUILDING OUR REPUTATION

PEER ANALYSIS: NPAs / ASSETS
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TOBC PEERS*

PEER ANALYSIS: NET CHARGE

OFFS / AVERAGE LOANS
©
-
TOBC PEERS*

~— Peer Median
* Peer Average

TOBC, previous 12 months, as of 12.31.2010 / Source: Company Data & SNL Financial

Peer Group, previous 12 months, as of 09.30.2010: First Financial Bancorp; First Commonwealth Financial Corporation; NBT Bancorp Inc.; Community Bank System, Inc.; S&T Bancorp, Inc.; Sandy Spring
Bancorp, Inc.; TowneBank; Sun Bancorp, Inc.; Carter Bank and Trust; Tompkins Financial Corporation; StellarOne Corporation; Hampton Roads Bankshares, Inc.; Virginia Commerce Bancorp, Inc.; Lakeland
Bancorp, Inc.; Hudson Valley Holding Corp.; Union First Market Bankshares Corporation; First Gommunity Bancshares; Sterling Bancorp; Metro Bancorp, Inc.; Univest Corporation of Pennsylvania; Financial

Institutions, Inc.

LEADERSHIP TEAM

Senior Management
Andrew S. Samuel, Chairman and Chief
Executive Officer

Jeffrey R. Renninger, President and Chief
Operating Officer

Janak M. Amin, President and Chief
Executive Officer of Graystone Tower
Bank

Mark S. Merrill, Chief Financial Officer

Carl D. Lundblad, General Counsel
Jane B. Tompkins, Chief Credit Officer

John D. Finley, Acting Chief Financial
Officer

Clay T. Henry, Executive Vice President
of Graystone Wealth Management

Board of Directors
Andrew S. Samuel, Chairman and Chief
Executive Officer of Tower Bancorp, Inc.

Charles C. Pearson, Jr., Retired Bank
President and Chief Executive Officer

Clifford E. DeBaptiste, Founder, Owner
and Chief Executive Officer of DeBaptiste
Funeral Homes, Inc.

Edward A. Leo, Chairman and Chief
Executive Officer of Country Fresh
Mushroom Co.

Hasu P. Shah, Founder, Chairman and
Chief Executive Officer of the Hersha
Group

Jeffrey F. Lehman, President and Chief
Executive Officer of Shank’s Extracts,
Inc.

Kenneth R. Lehman, Private Investor and
Attorney

Klare S. Sunderland, President of Sun
Enterprises, Inc.

Michael A. Peck, President and Chief
Executive Officer of MPC Industries, LLC

Robert E. Poole, Jr., Chairman,
President, and Chief Executive Officer of
S&A Homes, Inc.

Terry L. Randall, President and Chief
Executive Officer of Mellot Enterprises,
Inc.

William E. Pommerening, Chief Executive
Officer and Managing Director of RP
Financial, LC



SHAREHOLDER I'NFORI‘\’IIATION "

Dividend Reinvestment and
Stock Purchase Plan
Tower Bancorp, Inc. provides shareholders
of record the opportunity to purchase
shares of Tower Bancorp, Inc. common
stock through our Dividend Reinvestment
and Stock Purchase Plan. Under the Plan,
you have the opportunity to use your cash
dividends on some or all of your shares of
Tower common stock, as well as optional
cash payments, to purchase additional
shares of Tower common stock. To request
a prospectus describing the plan, please
contact the plan agent:

Registrar and Transfer Company

Dividend Reinvestment Dept

P.O. Box 664

Cranford, NJ 07016

P: 800 368 5948

W: www.rtco.com

Form 10-K Annual Report

Copies of this annual report, Form 10-K
and other information is available on the
company’s website at www.towerbancorp.
com, or by contacting our Investor Relations
Officer.

Market Information

Tower Bancorp, Inc. common stock is listed
on the Nasdaqg Global Select Market under
the symbo! TOBC.

economic conditions; increasad competition; interest rate movements, market volalility in the sec
and integration issues; potential difficuliies in esiablishing and maintaining operations in new marke
in Tower Bancorp. Inc. s reports fled lrom time to time with the Securities and Exchange Commission,
place undue reliance on these statements. Tower Bancorp, Inc. undertakes no obligation to publicly release or tpdate any of i

s 6 ey e e o e e e e

Independent Auditor

KPMG, LLP

30 North 3rd Street, Suite 200
Harrisburg, PA 17101

Corporate Headquarters
Tower Bancorp, Inc.

112 Market Street
Harrisburg, PA 17101

P: 1866 472 9786

W: www.towerbancorp.com

Investor Relations
Please direct your requests for investor
information for Tower Bancorp, Inc. to:
Brent Smith, Investor Relations Officer
P.O. Box 61770
Harrisburg, PA 17106-1770
P: 717 724 4666
E: bsmith@towerbancorp.com

Stock Transfer and Registrar Agent
Registrar and Transfer Company

10 Commerce Drive

Cranford, NJ 07016

P: 800 368 5948

W: www.rtco.com

Annual Meeting of Shareholders
May 24, 2011, 9:30am
West Shore Country Club

100 Brentwater Road

Camp Hill, PA 17011-2099
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_UNITED STATES S N cion

s SECURITIES AND EXCHANGE COMMISSJON , , an
| WASHINGTON, DC 20549 AT A

- Washm n, 0C
FORM 10-K 1%"

ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934
For the fiscal year ended December 31, 2010,

or
[] TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934
Commission File Number: 001-34277

T OWER

B BANCORP, INC.—

(Exact name of registrant as specified in its charter)

Pennsylvania 25-1445946
(State or other jurisdiction (IRS Employer
of incorporation) Identification Number)
112 Market Street, Harrisburg, Pennsylvania 17101
(Address of principal executive office) (Zip Code)

(717) 231-2700

(Registrant’s telephone number, including area code)

. . - Securities registered pursuant to Section 12(b) of the Act:
Title of each class ' Name of exchange on which registered

Common Stock, No Par Value . The NASDAQ Stock Market, LL.C
Securities registered pursuant to Section 12(g) of the Act: None

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

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

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if any,.every Interactive Data File
required to be submitted and posted pursnant to Rule 405 of Regulation S-T (§232.405 of this chapter) during the preceding 12 months (or for such
shorter period that the registrant was required to submit and post such files). Yes [ ] No []

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

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

Large accelerated filed [ ] Accelerated filer
Non-accelerated filer [] Smaller reporting company [
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Act). Yes [ ] No

Aggregate market value of the Common Stock held by non-affiliates computed by reference to the price at which the common equity was last sold on
June 30, 2010, determined using a per share closing price on that date of $21.89, as quoted on the NASDAQ Stock Market, was $156,299,569.

Number of shares outstanding of the registrant’s common stock as of February 28, 2011: 11,983,576.
DOCUMENTS INCORPORATED BY REFERENCE

Portions of the registrant’s Definitive Proxy Statement for the 2011 Annual Meeting of Shareholders are incorporated by reference in Part III of this
Report.
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PART1

The information in this Form 10-K includes certain forward-looking statements, including statements relating to
Tower’s financial condition, results of operations, asset quality and trends in its business that involve risks and
uncertainties. Tower’s actual results may differ materially from the results discussed in these forward looking
statements. Factors that might cause such a difference include those discussed in Item 1. “Business,” Item 1A.
“Risk Factors,” Item 7. “Management’s Discussion and Analysis of Financial Condition and Results of
Operations,” as well as those discussed elsewhere in this Form 10-K. Unless the context otherwise requires, the

terms “we”, “us” and “our” refer to Tower Bancorp, Inc. and its subsidiaries on a consolidated basis.

ITEM 1. BUSINESS
History and Business

Tower Bancorp, Inc. (the “Company” or “Tower”) is a Pennsylvania business corporation with principal
executive offices at 112 Market Street, Harrisburg, Pennsylvania. The Company was incorporated in 1983 and is
registered as a financial holding company under the Bank Holding Company Act of 1956, as amended. As a
financial holding company, the Company is subject to regulation and supervision by the Board of Governors of
the Federal Reserve System.

On March 31, 2009, the Company merged with Graystone Financial Corp. (“Graystone”), a privately held,
non-reporting corporation and a registered bank holding company under the Bank Holding Company Act of
1956, as amended. Pursuant to a merger agreement between the Company and Graystone (“Graystone Merger
Agreement”), the Company remained the surviving holding company and the First National Bank of Greencastle,
the wholly-owned bank subsidiary of the Company, merged with and into Graystone Bank, the wholly-owned
subsidiary of Graystone, with Graystone Bank as the surviving institution under the name “Graystone Tower
Bank” (the “Bank™)

On December 10, 2010, the Company acquired First Chester County Corporation (“First Chester”), a publicly
held corporation and a registered financial holding company under the Bank Holding Company Act of 1956, as
amended (the “FCEC Merger”). Pursuant to the merger agreement between the Company and First Chester (the
“FCEC Merger Agreement”), the Company remains the surviving holding company and the First National Bank
of Chester County (“FNB”), the wholly-owned subsidiary of First Chester, merged with and into the Bank, with
the Bank as the surviving institution.

On December 30, 2010, the Board of Directors of the Bank authorized its management to implement a plan to
discontinue the mortgage banking activities associated with its American Home Bank division (the “AHB
Division”). The AHB Division was acquired by the Company as a result of the FCEC Merger; and its multi-state
residential mortgage banking business operation was determined to be incompatible with the Company’s
relationship-based community banking business model. Management’s current plan is to have the majority of all
operations cease at the AHB division by the end of the first quarter of 2011 with the completion of wind down
occurring by the end of the second quarter of 2011.

The Bank was originally incorporated on September 2, 2005, as a Pennsylvania-chartered bank and commenced
operations on November 10, 2005. As a state chartered bank, the Bank is subject to regulation by the Federal
Deposit Insurance Corporation (“FDIC”) and the Pennsylvania Department of Banking and undergoes periodic
examinations by these regulatory authorities.

The Bank is a full-service community bank operating forty-nine branches throughout southeastern and central
Pennsylvania and Washington County, Maryland. The Bank operates under a single charter through three
division brands — “Graystone Bank”, “Tower Bank,” and “1N Bank”.

1



The principal component of earnings for the Bank is net interest income, which is the difference between the
yield on interest-earning assets and the cost of interest-bearing liabilities. The net interest margin, which is the
ratio of net interest income to average earning assets, is affected by several factors including market interest
rates, economic conditions, loan and lease demand, deposit activity and funding mix. The Bank seeks to maintain
a steady net interest margin and consistent growth of net interest income.

The Bank offers residential mortgage services through its mortgage banking subsidiary, Graystone Mortgage,
LLC, in which the Bank holds a 90% membership interest as well as American Home Bank (“AHB Division”), a
division of the Bank, acquired through the FCEC Merger.

The Bank also provides a broad range of trust and investment management services and provides services for
estates, trust, agency accounts and individual and employer sponsored retirement plans through the Bank’s
Wealth Management Division, which is comprised primarily of the former FNB Wealth Management Division.
Revenue from the Wealth Management Division consists primarily of annually recurring asset based fee as well
as commissions for brokerage services. As of December 31, 2010, the Bank’s Wealth Management division
administered or provided investment management services to accounts that held assets with an aggregate market
value of approximately $539.7 million.

In addition to retail and commercial banking and wealth management services, the Bank offers an array of
investment opportunities, including mutual funds, annuities, retirement planning and insurance through
Graystone Insurances Services, LLC, a wholly-owned subsidiary of the Bank. . Through these banking divisions
and subsidiaries, the Bank offers a complete range of financial products to consumers, businesses and
not-for-profit customers.

In addition to acquisition growth, the Bank’s growth strategy focuses on organic loan and deposit growth through
branch office expansion and investment in technology and teams of experienced community bankers. The Bank
has opened fourteen de-novo branch offices since the Bank was incorporated in September 2003. During 2010,
the Bank opened three branch offices in Centre and York Counties, Pennsylvania. During 2011, the Bank
anticipates opening new branch offices in Cumberland County and Lebanon County, Pennsylvania. The Bank is
committed to investing in the latest technology to support continued growth and attracting and retaining
experienced commercial and retail bankers that are passionate about the Bank’s community banking relationship
model.

Employees
As of December 31, 2010, we had 846 full-time and 66 part-time employees.

Competition

The Bank’s principal market area consists of Centre, Chester, Cumberland, Dauphin, Delaware, Fulton, Franklin,
Lancaster, Lebanon and York Counties of Pennsylvania and Washington County of Maryland. It services a
substantial number of depositors in this market area, with the greatest concentration within a radius of
Greencastle, Harrisburg, Lancaster, and West Chester, Pennsylvania.

The Bank, like other depository institutions, is subject to competition from less intensively regulated entities such
as credit unions; brokerage firms, money market funds, consumer finance and credit card companies, and other
commercial banks, many of which are larger than the Bank. The principal methods of competing effectively in
the financial services industry include improving customer service through the quality and range of services
provided, improving efficiencies and pricing services competitively. The Bank is competitive with the financial
institutions in its service areas with respect to interest rates paid on time and savings deposits, service charges on
deposit accounts and interest rates charges and fees on loans.
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The Bank continues to implement strategic initiatives focused on expanding the core businesses and to explore,
on an ongoing basis, acquisition, divestiture, and joint venture opportunities. The Bank analyzes each of its
products and businesses in the context of customer demands, competitive advantages, industry dynamics, and
growth potential. o

Supervision and Regulation

We are subject to extensive regulation under federal and Pennsylvania banking laws, regulations and policies,
including prescribed standards relating to capital, earnings, dividends, the repurchase or redemption of shares,
loans or extensions of credit to affiliates and insiders, internal controls, information systems, internal audit
systems, loan documentation, credit underwriting, asset growth, impaired assets and loan-to-value ratios. The
bank regulatory framework is intended primarily for the protection of depositors, federal deposit insurance funds
and the banking systems as a whole, and not for the protection of security holders.

The following summary sets forth certain material elements of the regulatory framework applicable to bank
holding companies and their subsidiaries. It also provides specific information about our company and our
subsidiaries. It does not describe all of the provisions of the statutes, regulations and policies that are identified.
To the extent that the following information describes statutory and regulatory provisions, it is qualified in its
entirety by express reference to each of the particular statutory and regulatory provisions. A change in applicable
statutes, regulations or regulatory policy may have a material effect on our business.

Dodd-Frank Wall Street Reform and Consumer Protection Act

On July 21, 2010, the Dodd-Frank Wall Street Reform and Consumer Protection Act, or the Dodd-Frank Act,
was signed into law. Over time, the Dodd-Frank Act will implement significant changes to the U.S. financial
system, inctuding among others, (i) the creation of a new Bureau of Consumer Financial Protection with
supervisory authority, including the power to conduct examinations and take enforcement actions with respect to
financjal institutions with assets of $10.0 billion or more, (ii) the creation of a Financial Stability Oversight
Council with authority to identify institutions and practices that might pose a systemic risk, (iii) provisions
affecting corporate governance and executive compensation of all companies subject to the reporting
requirements of the Securities and Exchange Act of 1934, as amended, (iv) a provision that would broaden the
base for FDIC insurance assessments, and (v) a provision that would require bank regulators to set minimum
capital levels for bank holding companies that are as strong as those required for their insured depository
subsidiaries, subject to a grandfather clause for holding companies with less than $15.0 billion in assets as of
December 31, 2009.

The Dodd-Frank Act contains numerous other provisions affecting financial institutions of all types, many of
which may have an impact on our operating environment in substantial and unpredictable ways. While some of
the Dodd-Frank Act’s provisions will be effective immediately, many are to be implemented by rules
promulgated within six to eighteen months of signing.

The Dodd-Frank-Act and the regulations to be adopted are expected to subject financial institutions to additional
restrictions, oversight and costs that may have an adverse impact on their business, financial condition, results of
operations or the price of the common stock. The Dodd-Frank Act substantially increases regulation of the
financial services industry and imposes restrictions on the operations and general ability of firms within the
industry to conduct business consistent with historical practices. However, the ultimate effect of the Dodd-Frank
Act on the financial services industry in general, and us in particular, is uncertain at this time.

Holding Company Regulation

As a bank holding company and financial holding company, we are subject to regulation and examination by the
Pennsylvania Department of Banking and the Federal Reserve Board. We are required to file with the Federal
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Reserve Board an annual report and such additional information as the Federal Reserve Board may require
pursuant to the Bank Holding Company Act of 1956, as amended (the “BHC Act”). The BHC Act requires each
bank holding company to obtain the approval of the Federal Reserve Board before it may acquire substantially all
the assets of any bank, or before it may acquire ownership or control of any voting shares of any bank if, after
such acquisition, it would own or control, directly or indirectly, more than five percent of the voting shares of
such bank. This transaction may also require approval of the Pennsylvania Department of Banking. Pennsylvania
law permits Pennsylvania bank holding companies to control an unlimited number of banks.

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

A bank holding company and its subsidiaries are subject to certain restrictions imposed by the BHC Act on any
extensions of credit to any of its subsidiaries, investments in the stock or securities thereof, and on the taking of
stock or securities as collateral for loans to any borrower. A bank holding company and its subsidiaries are also
prevented from engaging in certain tie-in arrangements in connection with any extension of credit, lease or sale
of property or furnishing of services.

Under the Dodd-Frank Act and Federal Reserve Board regulations, a bank holding company is required to serve
as a source of financial and managerial strength to its subsidiary banks and may not conduct its operations in an
unsafe or unsound manner. In addition, in serving as a source of strength to its subsidiary banks, a bank holding
company should stand ready to use available resources to provide adequate capital funds to its subsidiary banks
during periods of financial stress or adversity and should maintain the financial flexibility and capital-raising
capacity to obtain additional resources for assisting its subsidiary banks. A bank holding company’s failure to
meet its obligations to serve as a source of strength to its subsidiary banks will generally be considered by the
Federal Reserve Board to be an unsafe and unsound banking practice or a violation of the Federal Reserve Board
regulations or both. This doctrine is commonly known as the “source of strength” doctrine.

The Federal banking regulators have adopted risk-based capital guidelines for bank holding companies.
Currently, the required minimum ratio of total capital to risk-weighted assets (including off-balance sheet
activities, such as standby letters of credit) is 8%. At least half of the total capital is required to be Tier 1 capital,
consisting principally of common shareholders’ equity, non-cumulative perpetual preferred stock, a limited
amount of cumulative perpetual preferred stock and minority interests in the equity accounts of consolidated
subsidiaries, less goodwill. The remainder (Tier 2 capital) may consist of a limited amount of subordinated debt
and intermediate-term preferred stock, certain hybrid capital instruments and other debt securities, perpetual
preferred stock and a limited amount of the general loan loss allowance.

In addition to the risk-based capital guidelines, the federal banking regulators established minimum leverage
ratio (Tier 1 capital to total assets) guidelines for bank holding companies. These guidelines provide for a
minimum leverage ratio of 3% for those bank holding companies which have the highest regulatory examination
ratings and are not contemplating or experiencing significant growth or expansion. All other bank holding
companies are required to maintain a leverage ratio of at least 4%.
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Regulation of Graystone Tower Bank

The Bank is a Pennsylvania-chartered banking institution and is subject to regulation, supervision and regular
examination by the Pennsylvania Department of Banking and the Federal Deposit Insurance Corporation
(“FDIC”). Federal and state banking laws and regulations govern, among other things, the scope of a bank’s
business, the investments a bank may make, the reserves against deposits a bank must maintain, the loans a bank
makes and collateral it takes, the maximum interest rates a bank may pay on deposits, the activities of a bank
with respect to mergers and consolidations, and the establishment of branches, and management practices and
other aspects of banking operations.

Dividend Restrictions

We are a legal entity separate and distinct from the Bank. Declaration and payment of cash dividends by us
depends upon cash dividend payments to us by the Bank and our cash reserves. Dividend payments by the Bank
and cash balances are our primary source of revenue and cash flow. Accordingly, our right, and consequently the
right of our creditors and shareholders, to participate in any distribution of the assets or earnings from the Bank is
necessarily subject to the prior claims of creditors of the Bank, except to the extent that our claims in the capacity
of a creditor may be recognized. Additionally, under guidance issued by the Federal Reserve Board, as a bank
holding company, we are required to consult with the Federal Reserve Board before declaring dividends and are
to strongly consider eliminating, deferring, or reducing dividends we pay to our shareholders if (1) our net
income available to shareholders for the past four quarters net of dividends previously paid during that period, is
not sufficient to fully fund the dividends, (2) our prospective rate of earnings retention is not consistent with our
capital needs and overall current and prospective financial condition, or (3) we will not meet, or are in danger of
not meeting, our minimum regulatory capital adequacy ratios.

As a state chartered bank, the Bank is subject to regulatory restrictions on the payment and amounts of dividends
under the Pennsylvania Banking Code. Further, the ability of banking subsidiaries to pay dividends is also
subject to their profitability, financial condition, capital expenditures and other cash flow requirements. See Note
20 of.the Notes to Consolidated Financial Statements included at Item 8 of this Report.

The payment of dividends by us or the Bank may also be affected by other factors, such as the requirement to
maintain adequate capital above regulatory guidelines. The federal banking agencies have indicated that paying
dividends that deplete a depository institution’s capital base to an inadequate level would be an unsafe and
unsound banking practice. Under the Federal Deposit Insurance Corporation Improvement Act of 1991, a
depository institution may not pay any dividend if payment would cause it to become undercapitalized or if it
already is undercapitalized. Moreover, the federal agencies have issued policy statements that provide that bank
holding companies and insured banks should generally only pay dividends out of current operating earnings.
Federal banking regulators have the authority to prohibit banks and bank holding companies from paying a
dividend if the regulators deem such payment to be an unsafe or unsound practice.

Capital Adequacy and Operations

In December 1991, the Federal Deposit Insurance Corporation Improvement Act of 1991 (“FDICIA”) was
enacted. FDICIA contains provisions limiting activities and business methods of depository institutions. FDICIA
requires the primary federal banking regulators to promulgate regulations setting forth standards relating to,
among other things, internal controls and audit systems; credit underwriting and loan documentation; interest rate
exposure and other off-balance sheet assets and liabilities; and compensation of directors and officers. FDICIA
also provides for expanded regulation of depository institutions and their affiliates, including parent holding
companies, by such institutions’ primary federal banking regulator. Each primary federal banking regulator is
required to specify, by regulation, capital standards for measuring the capital adequacy of the depository
institutions it supervises and, depending upon the extent to which a depository institution does not meet such
capital adequacy measures, the primary federal banking regulator may prohibit such institution from paying
dividends or may require such institution to take other steps to become adequately capitalized.
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FDICIA establishes five capital tiers, ranging from “well capitalized” to “critically undercapitalized”. A
depository institution is well capitalized if it significantly exceeds the minimum level required by regulation for
each relevant capital measure. Under FDICIA, an institution that is not well capitalized is generally prohibited
from accepting brokered deposits and offering interest rates on deposits higher than the prevailing rate in its
market; in addition, “pass through” insurance coverage may not be available for certain employee benefit
accounts. FDICIA also requires an undercapitalized depository institution to submit an acceptable capital
restoration plan to the appropriate federal bank regulatory agency. One requisite element of such a plan is that the
institution’s parent holding company must guarantee compliance by the institution with the plan, subject to
certain limitations. In the event of the parent holding company’s bankruptcy, the guarantee, and any other
commitments that the parent holding company has made to federal bank regulators to maintain the capital of its
depository institution subsidiaries, would be assumed by the bankruptcy trustee and entitled to priority in
payment.

At December 31, 2010, the Bank qualified as “well capitalized” under these regulatory capital standards. See
Note 20 of the Notes to Consolidated Financial Statements included at Item 8 of this Report.

Deposit Insurance and Premiums

The deposits of the Bank are insured up to applicable limits per insured depositor by the FDIC. In October 2008,
the FDIC increased FDIC deposit insurance coverage per separately insured depositor for all account types to
$250,000. While initially stipulated to be in effect through December 31, 2009, this increase has been
subsequently extended permanently through the Dodd-Frank Act.

In November 2010, as required by the Dodd-Frank Act, the FDIC issued a Final Rule that provides for unlimited

. insurance coverage of noninterest-bearing demand transaction accounts, regardless of the balance of the account,
until January 1, 2013. On January 18, 2011, the FDIC issued a Final Rule to include Interest on Lawyer Trust
Accounts (“IOLTAs”) in the temporary unlimited insurance coverage for non-interest bearing demand
transaction accounts. This temporary unlimited insurance coverage replaces the Transaction Account Guarantee
Program, which expired on December 31, 2010. Unlike the TAGP, there is no special assessment associated with
the temporary unlimited insurance coverage, nor may institutions opt-out of the unlimited coverage.

As an FDIC-insured bank, the Bank is also subject to FDIC insurance assessments, which are imposed based upon
the risk the institution poses to the Deposit Insurance Fund (“DIF”). Under this assessment system, risk is defined
and measured using an institution’s supervisory ratings with certain other risk measures, including certain financial
ratios. The annual rates for institutions in 2010 ranged from 12 basis points for “well managed,” “well capitalized”
banks with the highest ratings, to 45 basis points for institutions posing the most risk to the DIF. The FDIC may
raise or lower these assessment rates on a quarterly basis based on various factors to achieve a reserve ratio, which
the FDIC currently has set at 1.35 percent of insured deposits. Due to recent bank failures and contingent loss
reserves established by the FDIC against potential future bank failures, the reserve ratio is currently significantly
below its target balance. In February 2009, the FDIC adopted a Final Rule on Assessments under which the
quarterly initial base assessment rates increased substantially beginning in the second quarter of 2009. The FDIC
then adopted a Final Rule on Special Assessment in May 2009, which imposed a 5 basis point special assessment on
each institution’s assets minus Tier 1 capital as reported on the report of condition as of June 30, 2009, but capped
the special assessment at 10 basis points times the institution’s assessment base for the second quarter 2009 risk-
based assessment. On November 12, 2009, the FDIC adopted a final rule that required insured depository
institutions to prepay their estimated quarterly risk-based assessments for the fourth quarter of 2009 and for alt of
2010, 2011, and 2012. The continued decline in the DIF balance may convince the FDIC to impose additional
special emergency assessments in the future that could have a significant impact on the Bank’s capital levels and
earnings. During 2009, the increase in FDIC annual rates, insured deposit growth and the special assessment, at 10
basis points, impacted the pretax earnings. The special assessment totaled $580 thousand. No special assessment
was issued during 2010. In 2009, the estimated prepayment for the Bank’s quarterly assessments amounted to $6.3
million. In 2010, the Bank adjusted its estimated quarterly assessment to include the FCEC Merger in December
2010. The estimated prepayment was $8.2 million as of December 31, 2010.
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In February 2011, as required by the Dodd-Frank Act, the FDIC issued a Final Rule that revised the assessment base
to consist of average consolidated total assets during the assessment period minus the average tangible equity during
the assessment period. In addition, the final revisions eliminate the adjustment for secured borrowings, including
Federal Home Loan Bank advances, and make certain other changes to the impact of unsecured borrowings and
brokered deposits on an institution’s deposit insurance assessment. The rule also revises the assessment rate
schedule to provide assessments ranging from 2.5 to 45 basis points. The changes will go into effect beginning
April 1, 2011 and the first new assessment will be payable as a reduction to our prepaid FDIC assessment fees in the
third quarter of 2011. We are currently evaluating the final rule’s impact on the level of the Bank’s FDIC
assessment fees and can provide no assurance that such fees will not materially increase in the future.

In addition to DIF assessments, the FDIC assesses all insured deposits a special assessment to fund the
repayment of debt obligations of the Financing Corporation (“FICO”). FICO is a government-sponsored entity
that was formed to borrow the money necessary to carry out the closing and ultimate disposition of failed thrift
institutions by the Resolution Trust Corporation in the 1990s. As of January 1, 2011, the annualized rate
established by the FDIC for the FICO assessment was 1.02 basis points per $100 of insured deposits.

Community Reinvestment Act

Under the Community Reinvestment Act of 1977 (“CRA”), the FDIC is required to assess the record of all
financial institutions regulated by it to determine if these institutions are meeting the credit needs of the
community (including low and moderate income neighborhoods) which they serve. CRA performance
evaluations are based on a four-tiered rating system: Outstanding, Satisfactory, Needs to Improve and Substantial
Noncompliance. CRA performance evaluations are considered in evaluating applications for such things as
mergers, acquisitions and applications to open branches. The Bank has a CRA rating of “Satisfactory.”

Restrictions on Transactions with Affiliates and Insiders

The Bank is subject to the restrictions of Sections 23A, 23B, 22(g) and 22(h) of the Federal Reserve Act and
Regulation O adopted by the Federal Reserve Board. Section 23A requires that loans or extensions of credit to an
affiliate, purchases of securities issued by an affiliate, purchases of assets from an affiliate (except as may be
exempted by order or regulation), the acceptance of securities issued by an affiliate as collateral and the issuance
of a guarantee, acceptance of letters of credit on behalf of an affiliate (collectively, “Covered Transactions™) be
on terms and conditions consistent with safe and sound banking practices. Section 23A also imposes quantitative
restrictions on the amount of and collateralization requirements on such transactions. Section 23B requires that
all Covered Transactions and certain other transactions, including the sale of securities or other assets to an
affiliate and the payment of money or the furnishing of services to an affiliate, be on terms comparable to those
prevailing for similar transactions with non-affiliates.

Section 22(g) and 22(h) of the Federal Reserve Act impose similar limitations on loans and extensions of credit
from the bank to its executive officers, directors and principal shareholders and any of their related interests. The
limitations restrict the terms and aggregate amount of such transactions. Regulation O implements the provisions
of Sections 22(g) and 22(h) and requires maintenance of records of such transactions by the bank and regular
reporting of such transactions by insiders. The FDIC also requires the bank, upon request, to disclose publicly
loans and extensions of credit to insiders in excess of certain amounts.

Emergency Economic Stabilization Act of 2008

In response to the financial crises affecting the banking system and financial markets and going concern threats
to investment banks and other financial institutions, on October 3, 2008, the Emergency Economic Stabilization
Act of 2008 (the “EESA”) was signed into law. Pursuant to the EESA, the U.S. Treasury announced a program,
known as the Troubled Asset Relief (“TARP”) Capital Purchase Program, pursuant to which it would purchase
equity stakes in a wide variety of financial institutions. We decided not to participate in the TARP Capital
Purchase Program.



Consumer Financial Services

There are numerous developments in federal and state laws regarding consumer financial products and services
that impact the Bank’s business. Importantly, the current structure of federal consumer protection regulation
applicable to all providers of consumer financial products and services will change on July 21, 2011. In this
regard, the Dodd-Frank Act creates a new Consumer Financial Protection Bureau (the “Bureau”) with extensive
powers to supervise and enforce consumer protection laws. The Bureau has broad rule-making authority for a
wide range of consumer protection laws that apply to all providers of consumer products and services, including
the Bank, as well as the authority to prohibit “unfair, deceptive or abusive” acts and practices. The Bureau has
examination and enforcement authority over providers with more than $10.0 billion in assets. Banks and savings
institutions with $10.0 billion or less in assets, like the Bank, will continue to be examined by their applicable
bank regulators. The Dodd-Frank Act also generally weakens the federal preemption available for national banks
and federal savings associations, and gives state attorneys general the ability to enforce applicable federal
consumer protection laws. It is unclear what changes will be promulgated by the Bureau and what effect, if any,
such changes would have on the Bank.

The Dodd-Frank Act contains additional provisions that affect consumer mortgage lending. First, the new law
significantly expands underwriting requirements applicable to loans secured by 1-4 residential real property and
augments federal law combating predatory lending practices. Furthermore, in addition to numerous new
disclosure requirements, the Dodd-Frank Act imposes new standards for mortgage loan originations on all
lenders, including banks and thrifts, in an effort to strongly encourage lenders to verify a borrower’s ability to
repay. Also, the Dodd-Frank Act, in conjunction with the Federal Reserve’s final rule on loan originator
compensation effective April 1, 2011, prohibits certain compensation payments to loan originators and prohibits
steering consumers to loans not in their interest because it will result in greater compensation for a loan
originator. These standards may result in a myriad of new system; pricing and compensation controls in order to
ensure compliance and to decrease repurchase requests and foreclosure defenses.

Other Federal Laws and Regulations

State usury and credit laws limit the amount of interest and various other charges collected or contracted by a
bank on loans. The Bank’s loans are also subject to federal laws applicable to credit transactions, such as the
following:

* Federal Truth-In-Lending Act, which governs disclosures of credit terms to consumer borrowers;

* Home Mortgage Disclosure Act, requiring financial institutions to provide information to enable public
officials to determine whether a financial institution is fulfilling its obligations to meet the housing
needs of the community it serves;

* Equal Credit Opportunity Act prohibiting discrimination on the basis of race, creed or other prohibitive
factors in extending credit;

* Real Estate Settlement Procedures Act, which requires lenders to disclose certain information
regarding the nature and cost of real estate settlements, and prohibits certain lending practices, as well
as limits escrow account amounts in real estate transactions;

¢ Fair Credit Reporting Act governing the manner in which consumer debts may be collected by
collection agencies; and

* Various rules and regulations of various federal agencies charged with the implementation of such
federal laws.
Additionally, the Bank’s operations are subject to additional federal laws and regulations applicable to financial
institutions, including, without limitation:
* Privacy provisions of the Gramm-Leach-Bliley Act and related regulations, which require the Bank to

maintain privacy policies intended to safeguard customer financial information, to disclose the policies
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to customers and to allow customers to “opt out” of having their financial service providers disclose
their confidential financial information to non-affiliated third parties, subject to certain exceptions;

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

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

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

Beginning on July 1, 2010, a new federal banking rule under the Electronic Fund Transfer Act prohibits financial
institutions from charging consumers fees for paying overdrafts on automated teller machines (““ATM”) and
one-time debit card transactions, unless a consumer consents, or opts in, to the overdraft service for those type of
transactions. If a consumer does not opt in, any ATM transaction or debit that overdraws the consumer’s account
will be denied. Overdrafts on the payment of checks and regular electronic bill payments are not covered by this
new rule. Before opting in, the consumer must be provided a notice that explains the financial institution’s
overdraft services, including the fees associated with the service, and the consumer’s choices. Financial
institutions must provide consumers who do not opt in with the same account terms, conditions and features
(including pricing) that they provide to consumers who do opt in.

Sarbanes-Oxley Act of 2002

Enacted in 2002, the Sarbanes-Oxley Act represented a comprehensive revision of laws affecting corporate
governance, accounting obligations and corporate reporting. The Sarbanes-Oxley Act is applicable to all
companies with equity securities registered or that file reports under the Securities Exchange Act of 1934,
including publicly held bank holding companies. In particular, the Sarbanes-Oxley Act

establishes: (i) requirements for audit committees, including independence, expertise, and responsibilities;

(i) additional responsibilities regarding financial statements for the Chief Executive Officer and Chief Financial
Officer of the reporting company; (iii) standards for auditors and regulation of audits; (iv) increased disclosure
and reporting obligations for the reporting company and its directors and executive officers; and (v) new and
increased civil and criminal penalties for violations of the securities laws. Many of the provisions were effective
immediately while other provisions become effective over a period of time and are subject to rulemaking by the
SEC.

Governmental Policies

Our earnings are significantly affected by the monetary and fiscal policies of governmental authorities, including
the Federal Reserve Board. Among the instruments of monetary policy used by the Federal Reserve Board to
implement these objectives are open-market operations in U.S. Government securities and federal funds, changes
in the discount rate on member bank borrowings and changes in reserve requirements against member bank
deposits. These instruments of monetary policy are used in varying combinations to influence the overall level of
bank loans, investments and deposits, and the interest rates charged on loans and paid for deposits. The Federal
Reserve Board frequently uses these instruments of monetary policy, especially its open-market operations and
the discount rate, to influence the level of interest rates and to affect the strength of the economy, the level of
inflation or the price of the dollar in foreign exchange markets. The monetary policies. of the Federal Reserve
Board have had a significant effect on the operating results of banking institutions in the past and are expected to
continue to do so in the future. It is not possible to predict the nature of future changes in monetary and fiscal
policies, or the effect which they may have on our business and earnings.

Basel 111

In December 2010, the Basel Committee released its final framework for strengthening international capital and
liquidity regulation, now officially identified by the Basel Committee as “Basel III”. Basel III, when
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implemented by the U.S. banking agencies and fully phased-in, will require bank holding companies and their
bank subsidiaries to maintain substantially more capital, with a greater emphasis on common equity. Basel III
increases the minimum Tier 1 common equity ratio to 4.5%, net of regulatory deductions, and introduces a
capital conservation buffer of an additional 2.5% of common equity to risk-weighted assets, raising the target
minimum common equity ratio to 7%. This capital conservation buffer also increases the minimum Tier 1 capital
ratio from 6% to 8.5% and the minimum total capital ratio from 8% to 10.5%. In addition, Basel III introduces a
countercyclical capital buffer of up to 2.5% of common equity or other fully loss absorbing capital for periods of
excess credit growth. Basel IIT also introduces a non-risk adjusted Tier 1 leverage ratio of 3%, based on a
measure of total exposure rather than total assets, and new liquidity standards.

U.S. banking agencies have informally indicated that they expect to propose regulations implementing Basel IIT
in mid-2011 with final adoption of implementing regulations in mid-2012. The Basel Committee is considering
further amendments to Basel 111, including the imposition of additional capital surcharges on globally
systemically important financial institutions. Additionally, the Dodd-Frank Act requires or permits the Federal
banking agencies to adopt regulations affecting banking institutions’ capital requirements in a number of
respects, including potentially more stringent capital requirements for systemically important financial
institutions. Accordingly, the regulations ultimately applicable to us and our subsidiary may be substantially
different from the Basel III final framework as published in December 2010. The requirements to maintain
higher levels of capital or to maintain higher levels of liquid assets could adversely impact our financial results.

Other Legislative Initiatives

Proposals may be introduced in the United States Congress and in the Pennsylvania Legislature and before
various bank regulatory authorities which would alter the powers of, and restrictions on, different types of
banking organizations and which would restructure part or all of the existing regulatory framework for banks,
bank holding companies and other providers of financial services. Moreover, other bills may be introduced in
Congress which would further regulate, deregulate or restructure the financial services industry, including
proposals to substantially reform the regulatory framework. It is not possible to predict whether these or any
other proposals will be enacted into law or, even if enacted, the effect which they may have on the our business
and earnings.

Additional Information

Our common stock is listed for quotation on the Global Select Market of The NASDAQ Stock Market under the
symbol “TOBC.” Additional information can be found through our website at www.towerbancorp.com.
Electronic copies of our 2010 Annual Report on Form 10-K are available free of charge by visiting the “SEC
Filings” section of www.towerbancorp.com. Electronic copies of quarterly reports on Form 10-Q and current
reports on Form 8-K are also available. These reports are posted as soon as reasonably practlcable after they are
electronically filed with the Securities and Exchange Commission (SEC).

Where we have included web addresses in this Report, such as our web address, we have included those web
addresses as inactive textual references only. Except as specifically incorporated by reference into this Report,
information on those websites is not part hereof.

Forward-Looking Statements

We have made, and may continue to make, certain forward-looking statements in this Report, including
information incorporated by reference in this Report. These forward-looking statements are intended to be
covered by the safe harbor for forward-looking statements provided by the Private Securities Litigation Reform
Act of 1995. Forward-looking statements are not statements of historical fact, and can be identified by the use of
forward-looking terminology such as “believe,” “expect,” “may,” “will,” “should,” “project,” “plan,” “seek,”
“target,” “intend” or “anticipate” or the negative thereof or comparable terminology. Forward-looking statements
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include discussions of our strategy, financial projections and estimates and the underlying assumptions,
statements regarding plans, objectives, expectations or consequences of various transactions, and statements
about the future performance, operations, products and services. These forward-looking statements are subject to
various assumptions, risks, uncertainties and other factors discussed in this Report under Item 1A. “Risk
Factors,” Item 7. “Management’s Discussion and Analysis of Financial Condition and Results of Operations”, as
well as those discussed elsewhere in this Form 10-K. These factors include, but are not limited to the following:
market risk; changes or adverse developments in economic, political, or regulatory conditions; a continuation or
worsening of the current disruption in credit and other markets; the effect of competition and interest rates on net
interest margin and net interest income; investment strategy and income growth; investment securities gains;
declines in the value of securities which may result in charges to earnings; changes in rates of deposit and loan
growth; asset quality and the impact on assets from adverse changes in the economy and in credit or other
markets and resulting effects on credit risk and asset values; balances of risk-sensitive assets to risk-sensitive
liabilities; salaries and employee benefits and other expenses; amortization of intangible assets; capital and
liquidity strategies and other financial and business matters for future periods.

Because of the possibility of changes in these assumptions, actual results could differ materially from those
contained in any forward-looking statements. We encourage readers of this Report to understand forward-looking
statements to be strategic objectives rather than absolute targets of future performance. Forward-looking
statements are qualified in their entirety by the risk factors and cautionary statements contained in this Report
and speak only as of the date they are made. We do not undertake any obligation to update publicly any forward-
looking statements to reflect circumstances or events that occur after the date the forward-looking statements are
made or to reflect the occurrence of unanticipated events except as required by law.

Item 1A. Risk Factors

An investment in our common stock is subject to risks inherent to our business. The material risks and
uncertainties that we believe affects our business and earnings are described below. Before making an investment
decision, you should carefully consider the risks and uncertainties described below together with all of the other
information included or incorporated by reference in this report. The risks and uncertainties described below are
not the only ones facing our business. Additional risks and uncertainties that we are not aware of or focused on,
or that we currently deem immaterial may also impair our business operations. This report is qualified in its
entirety by these risk factors.

If any of the following risks actually occur, our financial condition and results of operations could be materially
and adversely affected. If this were to happen, the value of our common stock could decline significantly, and
you could lose all or part of your investment.

Risks Related to the Company’s Business
Growing By Acquisition Entails Certain Risks.

On March 31, 2009, we completed a merger with Graystone Financial Corp. and on December 10, 2010, we
completed the acquisition of First Chester County Corporation (“First Chester”). We regularly evaluate
opportunities to grow through acquisition.

Growth by acquisition involves risks. The success of the acquisitions may depend on, among other things, the
ability to realize anticipated cost savings and to combine the businesses of the acquired company with businesses
in a manner that does not result in decreased revenues resulting from disruption of existing customer
relationships of the acquired company. If we are not able to achieve these objectives, the anticipated benefits of
an acquisition may not be realized fully or at all or may take longer to realize than planned.

Further, the asset quality or other financial characteristics of a company we plan to acquire may deteriorate
between the dates a merger or other acquisition agreement is entered into and when the transaction is completed.
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Depending upon the terms we negotiate in the related merger or acquisition agreement, the deterioration may not
allow us to terminate the proposed transaction, such that we may be required to close the proposed transactlon
with such a company to the detriment of our future financial condition.

Additionally, if a pending acquisition is not completed due to the failure to satisfy certain conditions or
otherwise, expenses incurred in connection therewith could have a material adverse impact on our financial
condition because we would not have realized the expected benefits.

A continuation of recent turmoil in the financial markets, particularly if economic conditions worsen more
than expected, could have an adverse effect on our financial position or results of operations.

In recent periods, United States and global markets, as well as general economic conditions, have been disrupted
and are volatile. This situation is continuing. The impact of this situation, together with concerns regarding the
financial strength of financial institutions, has led to distress in credit markets and liquidity issues for financial
institutions. Some financial institutions around the world have failed; others have been forced to seek acquisition
partners. The United States and other governments have taken unprecedented steps to try to stabilize the financial
system, including investing in financial institutions. Our business and our financial condition and results of
operations could be adversely affected by (1) continued or accelerated disruption and volatility in financial
markets, (2) continued capital and liquidity concerns regarding financial institutions generally and our
counterparties specifically, (3) limitations resulting from further governmental action in an effort to stabilize or
provide additional regulation of the financial system, or (4) recessionary conditions that are deeper or last longer
than currently anticipated.

Economic conditions and the composition of our loan portfolio could impact the level of loan charge-offs and
the provision for loan losses and may affect our results of operations.

National and regional economic conditions could impact the loan portfolio of the Bank. For example, an increase
in unemployment, a decrease in real estate values or increases in interest rates, as well as other factors, could
further weaken the economies of the communities we serve. Weakness in the market areas we serve could
depress our earnings and, consequently, our financial condition because:

* borrowers may not be able to repay their loans;
* the value of the collateral securing our loans to borrowers may decline; and

* the overall quality of our loan portfolio may decline.

Any of these scenarios could require that we charge-off a higher percentage of our loans and/or increase our
provision for loan losses, which would negatively impact our results of operations.

In this regard, in establishing the size of our allowance for loan losses, we make various general assumptions and
Jjudgments about the quality and collectability of our loan portfolio, including the creditworthiness of borrowers
and the value of the real estate and other assets serving as collateral for the repayment of loans. The amount of
our provision for loan losses and the percentage of loans we are required to charge-off may be impacted by
adverse developments in and the overall risk composition of the loan portfolio. While we believe that our
allowance for loan losses as of December 31, 2010 is sufficient to cover losses inherent in the loan portfolio on
that date, we may be required to increase our loan loss provision or charge-off a higher percentage of loans due to
adverse developments in or changes in the risk characteristics of the loan portfolio, thereby negatively impacting
our results of operations. For example, a decrease in real estate values could cause higher loan losses and require
higher loan loss provisions for loans that are secured by real estate.

We have recorded all loans acquired in the FCEC Merger at their fair market value as of the acquisition date in
accordance with applicable accounting guidance. The fair market value assigned to the acquired loans is based on
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management’s review and assessment of the portfolio as of the acquisition date and we may be required to
increase our loan loss provision for or charge-off a higher percentage of the acquired loans due to adverse
developments in or changes in the risk characteristics of the portfolio, which would have a negative impact on
our earnings. R

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

We are subject to extensive regulation, supervision and examination by certain state and federal agencies
including the Federal Deposit Insurance Corporation, or FDIC, as insurer of the Bank’s deposits, the Board of
Governors of the Federal Reserve System, as regulator of the holding company, and the Pennsylvania
Department of Banking, as regulator of Pennsylvania chartered banks. Such regulation and supervision govern
the activities in which an institution and its holding company may engage and are intended primarily to ensure
the safety and soundness of financial institutions. Regulatory authorities have extensive discretion in their
supervisory and enforcement activities, including the imposition of restrictions on operations, the classification
of assets and determination of the level of the allowance for loan losses. Decisions of regulatory authorities could
adversely impact us.

As an employer, our business is subject to federal and state employment laws, the failure to comply with which
could adversely affect our financial condition and results of operations.

The Fair Labor Standards Act and wage and hour laws of the various states in which we conduct business govern
the treatment of our employees with respect to various employment related issues, including the payment of
overtime wages to non-exempt employees, which may include certain mortgage loan originators. The failure to
comply with such laws could subject us to, among other things, administrative fines, class action lawsuits,
damages awards and injunctions, any of which could adversely affect our financial condition and results of
operations.

Significant legal actions could subject us to substantial liabilities or litigation costs, which could adversely
affect our financial condition and results of operations.

We are currently involved in various claims and legal actions relating to the prior operations of the American
Home Bank division (the “AHB Division™), acquired in the FCEC Merger. In general, such matters are believed
to be ordinary routine litigation incidental to the conduct of business. Nonetheless, the costs to pursue and defend
these legal matters may be significant, and if the claims are determined against us, could adversely affect our
financial condition, results of operations, reputation and prospects. Additional matters may arise in connection
with the winding down of operations of the AHB Division.

Legislative and regulatory actions taken now or in the future to address the current liquidity and credit crisis
in the financial industry may significantly affect our financial condition, results of operations, liquidity or
stock price.

Current economic conditions, particularly in the financial markets, have resulted in government regulatory
agencies and political bodies placing increased focus and scrutiny on the financial services industry. The U.S.
Government has intervened on an unprecedented scale, enacting and implementing numerous programs and
actions targeted at the financial markets generally and the financial services industry in particular.

On July 21, 2010, the Dodd-Frank Wall Street Reform and Consumer Protection Act, or the Dodd-Frank Act,
was signed into law. The Dodd-Frank Act will implement significant changes to the U.S. financial system,
including among others, (i) the creation of a new Bureau of Consumer Financial Protection with supervisory
authority, including the power to conduct bank examinations and take enforcement actions with respect to
financial institutions with assets of $10.0 billion or more, (ii) the creation of a Financial Stability Oversight
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Council with authority to identify institutions and practices that might pose a systemic risk, (iii) provisions
affecting corporate governance and executive compensation of all companies subject to the reporting
requirements of the Exchange Act, (iv) a provision that would broaden the base for FDIC insurance assessments,
and (v) a provision that would require bank regulators to set minimum capital levels for bank holding companies
that are as strong as those required for their insured depository subsidiaries, subject to a grandfather clause for
holding companies with less than $15.0 billion in assets as of December 31, 2009.

The Dodd-Frank Act contains numerous other provisions affecting financial institutions of all types, many of
which may have an impact on our operating environment in substantial and unpredictable ways. While some of
the Dodd-Frank Act’s provisions will be effective immediately, many are to be implemented by rules
promulgated within six to eighteen months of signing.

The Dodd-Frank Act and the regulations to be adopted are expected to subject us and other financial institutions
to additional restrictions, oversight and costs that may have an adverse impact on its business, financial
condition, results of operations or the price of our common stock. The Dodd-Frank Act substantially increases
regulation of the financial services industry and imposes restrictions on the operations and general ability of
firms within the industry to conduct business consistent with historical practices. However, the ultimate effect of
the Dodd-Frank Act on the financial services industry in general, and our organization in particular, is uncertain
at this time.

Federal and state regulatory agencies also frequently adopt changes to their regulations or change the manner in
which existing regulations are applied or enforced. We cannot predict the substance or impact of the Dodd-Frank
Act or other pending or future legislation, regulation or the application thereof. Compliance with such current
and potential regulation and scrutiny may significantly increase our costs, impede the efficiency of our internal
business processes, require us to increase our regulatory capital and limit our ability to pursue business
opportunities in an efficient manner.

A substantial decline in the value of our Federal Home Loan Bank of Pittsburgh common stock may adversely
affect our financial condition.

We own common stock of the Federal Home Loan Bank of Pittsburgh, or the FHLB, in order to qualify for
membership in the Federal Home Loan Bank system, which enables us to borrow funds under the Federal Home
Loan Bank advance program. The carrying value and fair market value of our FHLB common stock, including
stock acquired in the FCEC Merger, was approximately $14.5 million as of December 31, 2010.

Published reports indicate that certain member banks of the Federal Home Loan Bank system may be subject to
asset quality risks that could result in materially lower regulatory capital levels. In December 2008, the FHLB
had notified its member banks that it had suspended dividend payments and the repurchase of capital stock until
further notice is provided. In an extreme situation, it is possible that the capitalization of a Federal Home Loan
Bank, including the FHLB, could be substantially diminished or reduced to zero. Consequently, given that there
is no market for our FHLB common stock, we believe that there is a risk that our investment could be deemed
other than temporarily impaired at some time in the future. If this occurs, it may adversely affect our results of
operations and financial condition.

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

During 2008 through 2010, higher levels of bank failures have dramatically increased resolution costs of the
EDIC and depleted the deposit insurance fund. In addition, the FDIC and the U.S. Congress have taken action to
increase federal deposit insurance coverage, placing additional stress on the deposit insurance fund. In order to
maintain a strong funding position and restore reserve ratios of the deposit insurance fund, the FDIC increased
assessment rates of insured institutions uniformly by seven cents for every $100 of deposits beginning with the
first quarter of 2009, with additional changes beginning April 1, 2009, which require riskier institutions to pay a
larger share of premiums by factoring in rate adjustments based on secured liabilities and unsecured debt levels.
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To further support the rebuilding of the deposit insurance fund, the FDIC imposed a special assessment on each
insured institution, equal to five basis points of the institution’s total assets minus Tier 1 capital as of June 30,
2009. For the Bank, this represented a charge of approximately $580 thousand, which was recorded as a pre-tax
charge during the second quarter of 2009. The FDIC has indicated that future special assessmeénts are possible,
although it has not determined the magnitude or timing of any future assessments.

Additionally, on November 12, 2009, the FDIC adopted a final rule that required insured depository institutions
to prepay, on December 30, 2009, their estimated quarterly risk-based assessments for the fourth quarter of 2009
and for all of 2010, 2011, and 2012, along with their quarterly risk-based assessment for the third quarter of
2009. The amount of the prepayment attributable to the fourth quarter of 2009 and all of 2010 is based upon a
bank’s total base assessment rate in effect on September 30, 2009, which would be increased by 3 basis points for
2011 and 2012. In order to determine the amount of the prepayment, the assessment rate (as adjusted) is applied
to the assessment base for the third quarter of 2009, increased quarterly to reflect an estimated 5 percent annual
growth rate through 2012. Upon the closing of the FCEC Merger, the Bank increased its prepaid assessment by
$3.8 million.

Under GAAP accounting rules, prepaid assessments, unlike special assessments, do not immediately affect bank
earnings, although the prepayment reduced the Bank’s liquid assets by approximately $6.3 million. Banks record
the entire amount of its prepaid assessment as a prepaid expense (asset) as of December 30, 2009 (the date of
payment), and will record an expense (charge to earnings) for its regular quarterly assessment and an offsetting
credit to the prepaid assessment until the asset is exhausted.

We are generally unable to control the amount of premiums that we are required to pay for FDIC insurance. If
there is additional bank or financial institution failures, we may be required to pay even higher FDIC premiums.
Our expenses for the year ended December 31, 2009 were significantly and adversely affected by these increased
and prepaid premiums and the special assessment. These increases and assessment and any future increases in
insurance premiums or additional special assessments may materially adversely affect our results of operations.

The soundness of other financial services institutions may adversely affect our credit risk.

We rely on other financial services institutions through trading, clearing, counterparty, and other relationships.
We maintain limits and monitor concentration levels of our counterparties as specified in our internal policies.
Our reliance on other financial services institutions exposes us to credit risk in the event of default by these
institutions or counterparties. These losses could adversely affect our results of operations and financial
condition.

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

Our ability to make a profit, like that of most financial institutions, substantially depends upon our net interest
income, which is the difference between the interest income earned on interest earning assets, such as loans and
investment securities, and the interest expense paid on interest-bearing liabilities, such as deposits and
borrowings. Changes in interest rates can increase or reduce net interest income and net income.

Different types of assets and liabilities may react differently, and at different times, to changes in market interest
rates. When interest-bearing liabilities mature or reprice more quickly than interest-earning assets in a period, an
increase in market rates of interest could reduce net interest income. When interest-earning assets mature or
reprice more quickly than interest-bearing liabilities, falling interest rates could reduce net interest income.
Changes in market interest rates are affected by many factors beyond our control, including inflation,
unemployment, money supply, international events, and events in the United States and other financial markets.

We attempt to manage risk from changes in market interest rates, in part, by controlling the mix of interest rate
sensitive assets and interest rate sensitive liabilities. However, interest rate risk management techniques are not
exact and a rapid increase or decrease in interest rates could adversely affect our financial performance.
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Our loan portfolio includes a large number and amount of commercial and industrial loans, and commercial
real estate related loans, which have a higher degree of risk than other types of loans.

We provide lending services to various types of small businesses, their owners, professionals and other
individuals. Commercial loans are generally considered to have a higher degree of risk of default or loss than
other types of loans, such as residential real estate loans, because repayment may be affected by general
economic conditions, interest rates, the quality of management of the business, and other factors that may cause a
borrower to be unable to repay its obligations. The current economic downturn may increase this risk of default
or loss, which may adversely impact our results of operations and financial condition.

We are required to make a number of judgments in applying accounting policies and different estimates and
assumptions in the application of these policies could result in a decrease in capital and/or other material
changes to our reports of financial condition and results of operations.

Material estimates that are particularly susceptible to significant change relate to the determination of the
allowance for loan losses and reserve for unfunded lending commitments, the effectiveness of derivatives and
other hedging activities, the fair value of certain financial instruments (securities, derivatives, and privately held
investments), income tax assets or liabilities (including deferred tax assets and any related valuation allowance),
share-based compensation, and accounting for acquisitions, including the fair value determinations and the
analysis of goodwill impairment. While we have identified those accounting policies that are considered critical
and have procedures in place to facilitate the associated judgments, different assumptions in the application of
these policies could result in a decrease to net income and, possibly, capital and may have a material adverse
effect on our financial condition and results of operations.

Difficulties in integrating past or future acquisitions could adversely affect our business.

We have spent and may continue to spend significant resources identifying businesses to acquire. The efficient
and effective integration of any businesses we acquires into our organization is critical to our growth. The
Graystone Merger, the FCEC Merger, and any future mergers or acquisitions, involve numerous risks including
difficulties in integrating the culture, operations, technologies and personnel of the acquired companies, the
diversion of management’s attention from other business concerns and the potential loss of customers. Failure to
successfully integrate the operations of Graystone and First Chester could also harm our business, results of
operations and cash flows.

We plan to pursue a growth strategy and there are risks associated with rapid growth.

Prior to the merger of the Company and Graystone, Graystone had experienced rapid growth since opening in
‘November 2005. We intend to pursue a growth plan consistent with Graystone’s prior business strategy,
including growth by acquisition, as well as leveraging our existing branch network and adding new branch
locations in current and adjacent markets we choose to serve. The FCEC Merger was part of our growth strategy.

Our ability to manage growth successfully will depend on our ability to attract qualified personnel and maintain
cost controls and asset quality while attracting additional loans and deposits on favorable terms, as well as on
factors beyond our control, such as economic conditions and competition. If we grow too quickly and are not
able to attract qualified personnel, control costs and maintain asset quality, this continued rapid growth could
materially adversely affect our financial performance.

We may elect or need to seek additional capital in the future, but that capital may not be available when
needed.

We are required by federal and state regulatory authorities to maintain adequate levels of capital to support our
operations. In the future, we may elect or need to raise additional capital. Our ability to raise additional capital, if
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needed, will depend on conditions in the capital markets at that time, which are outside our control, and on our
financial performance. Accordingly, we cannot assure you of our ability to raise additional capital if needed on
acceptable terms. If we cannot raise additional capital when needed, our ability to expand our operations through
internal growth or acquisitions could be materially impaired. ’

Future acquisitions could dilute your ownership of our common stock and may cause us to become more
susceptible to adverse economic events.

We may issue shares of our common stock in connection with future acquisitions and other investments, which
would dilute your ownership interest in us. While there is no assurance that these transactions will occur, or that
they will occur on terms favorable to us, future business acquisitions could be material to us, and the degree of
success achieved in acquiring and integrating these businesses into us could have a material effect on the value of
our common stock. In addition, these acquisitions could require us to expend substantial cash or other liquid
assets or to incur debt, which could cause us to become more susceptible to economic downturns and competitive
pressures.

Our controls and procedures may fail or could be circumvented.

We have implemented a series of internal controls, disclosure controls and procedures, and corporate governance
policies and procedures in order to ensure accurate financial control and reporting. However, any system of
controls, no matter how well designed and operated, can only provide reasonable, not absolute assurance that the
objectives of the system are met. Any failure or circumvention of our controls and/or procedures could have a
material adverse effect on our business and results of operation and financial condition. The weaknesses in First
Chester’s internal control and disclosure controls and procedures prior to the FCEC Merger, as described in First
Chester’s filings with the SEC, may pose additional risks to us should we be unable to adequately integrate First
Chester.

Loss of our senior executive officers or other key employees could impair our relationship with our customers
and adversely affect our business.

We have assembled a senior management team which has substantial background and experience in banking and
financial services in the markets we serve. Loss of these key personnel could negatively impact our earnings
because of their skills, customer relationships and/or the potential difficulty of promptly replacing them.

An interruption or breach in security with respect to our information systems, as well as information systems
of our outsourced service providers, could damage our reputation, result in a loss of customer business,
subject us to additional regulatory scrutiny, or expose us to civil litigation, any of which could have a material
adverse effect on our financial condition and results of operations.

We rely heavily on communications and information systems to conduct our business. Any failure, interruption
or breach in security of these systems could result in failures or disruptions in our customer relationship
management, general ledger, deposit, loan and other systems.

Strong competition within our market area may limit our growth and profitability.

Competition in the banking and financial services industry is intense. We compete actively with other
Pennsylvania and Maryland financial institutions, many larger than us, as well as with financial and non-financial
institutions headquartered elsewhere. Commercial banks, savings banks, savings and loan associations, credit
unions, and money market funds actively compete for deposits and loans. Such institutions, as well as consumer
finance, insurance companies and brokerage firms, may be considered competitors with respect to one or more
services they render. We will likely be generally competitive with all institutions in our service areas with respect
to interest rates paid on time and savings deposits, service charges on deposit accounts, interest rates charged on
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r loans and fees for trust and investment advisory services. Many of the institutions with which we compete have
substantially greater resources and lending limits and may offer certain services that we do not or cannot provide.
Our profitability depends upon our ability to successfully compete in our market area.

We continually encounter technological change.

Our future success depends, in part, on our ability to effectively embrace technology efficiencies to better serve
customers and reduce costs. Failure to keep pace with technological change could potentially have an adverse
effect on our business operations and financial condition.

Risks Related to the FCEC Merger
We may fail to realize the anticipated benefits of the FCEC Merger.

_ The success of the FCEC Merger will depend on, among other things, our ability to realize anticipated cost
e savings and to combine the businesses of the Bank and the First National Bank of Chester County (“FNB”) in a
manner that permits growth opportunities and does not materially disrupt the existing customer relationships of
FNB nor result in decreased revenues resulting from any loss of customers. If we are not able to successfuily
achieve these objectives, the anticipated benefits of the merger may not be realized fully or at all, or may take
longer to realize than expected.

At the time the FCEC Merger was announced, we estimated upon the completion of the merger of the
companies’ bank subsidiaries that we would expect to achieve annual total cost savings of approximately $12
million, pre-tax, through the reduction of administrative and operational redundancies. While we believe these
cost savings estimates are achievable as of the date of this report, it is possible that the potential cost savings
could turn out to be more difficult to achieve than originally anticipated. The cost savings estimates depend on
the ability to combine the businesses in a manner that permits those cost savings to be realized.

Certain employees of First Chester have not been or will not be employed by us. Further, employees of First
Chester that we wish to retain may elect to terminate their employment as a result of the FCEC Merger, which
could delay or disrupt the integration process. It is possible that the integration process could result in the
disruption of First Chester’s ongoing business or inconsistencies in standards, controls, procedures and policies
that adversely affect our ability to maintain relationships with customers and employees or to achieve the
anticipated benefits of the merger.

The First Chester loan portfolio could adversely affect our earnings.

We have recorded all loans acquired in the FCEC Merger at their fair market value as of the closing date of the
FCEC Merger in accordance with applicable accounting guidance. The fair market value assigned to the acquired
loans is based on our review and assessment of the portfolio as of the acquisition date and we may be required to
increase our loan loss provision for or charge-off a higher percentage of the acquired loans due to adverse
developments in or changes in the risk characteristics of the portfolio, which would have a negative impact on
our earnings.

We could record future impairment losses on First Chester’s holdings of investment securities available for
sale.

First Chester’s investment portfolio of securities available for sale included corporate bonds securities,
collateralized mortgage obligations and collateralized debt obligations. First Chester recognized an other than
temporary impairment charge totaling approximately $1.6 million during the quarter ended September 30, 2009
as a result of impairment charges related to four bank equity securities, which were subsequently sold during the
fourth quarter of 2009. As a result of the FCEC Merger, we assumed ownership of remaining investment
portfolio securities and recorded them at their fair value as of the closing date of the FCEC Merger. A number of
factors or combinations of factors could cause us to conclude in one or more future reporting periods that an
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unrealized loss that exists with respect to these securities constitutes an additional impairment that is other than
temporary, which could result in material losses to us. These factors include, but are not limited to, failure to
make scheduled principal and interest payments, an increase in the severity of the unrealized loss on a particular
security, an increase in the continuous duration of the unrealized loss without an improvement in value or
changes in market conditions and/or industry or issuer specific factors that would render us unable to forecast a
full recovery in value. In addition, the fair values of these investment securities could decline if the overall
economy and the financial condition of some of the issuers continue to deteriorate and there remains limited
liquidity for these securities.

After the FCEC Merger and prior to December 31, 2010, we sold a significant portion of the First Chester
investment portfolio. We believe the maximum potential loss on the remaining securities from the First Chester
investment portfolio will not exceed $169 thousand.

Costs associated with discontinuing the AHB Division’s mortgage-banking activities and contingent liabilities
relating to this business may adversely affect our financial condition and results of operations.

Prior to the FCEC Merger, our management and board of directors concluded that the multi-state residential
mortgage banking business of First Chester’s AHB Division was incompatible with our relationship-based
community banking business model. Accordingly, the FCEC Merger Agreement required First Chester to use its
best efforts to sell the AHB Division at or prior to the effective date of the FCEC Merger, which efforts were
ultimately unsuccessful.

Thereafter, during the fourth quarter of 2010, we initiated a plan to wind down the operations of the AHB
Division. Our current plan is to have the majority of all operations cease at the AHB Division by the end of the
first quarter of 2011, with the completion of the wind down occurring by the end of the second quarter of 2011.

We recognized $1.4 million of restructuring charges relating to the AHB Division through restructuring expense
during the fourth quarter of 2010 and anticipate recognizing up to an additional $2.6 million of restructuring
costs related to the AHB Division in the first quarter of 2011. Moreover, the AHB Division incurred a pre-tax
operating loss of approximately $2.1 million from the merger date of December 10, 2010 to December 31, 2010.
We expect operating losses will continue during the first and second quarter of 2011, which may be significant.

Actual restructuring expenses and operating losses associated with winding down the operations of the AHB
Division may exceed our estimates. Additionally, we continue to retain contingent liabilities relating to the prior
operations of the AHB Division as well as actions undertaken in connection with the wind down. These matters
could adversely affect our financial condition, results of operations, reputation and prospects.

The Bank, as successor to FNB, could be required to repurchase mortgage loans or indemnify mortgage loan
purchasers as a result of breaches of representations and warranties, borrower fraud, or certain borrower
defaults, which could have a material adverse impact on liquidity, results of operations and financial
condition.

When FNB prior to the FCEC Merger sold, or the Bank after the FCEC Merger sells, mortgage loans, whether as
whole loans or pursuant to a securitization, it is required to make customary representations and warranties to the
purchasers about the mortgage loans and the manner in which they were originated. FNB’s whole loan sale
agreements assumed by the Bank require Graystone Tower Bank to repurchase or substitute mortgage loans in
the event FNB or the Bank breaches any of these representations or warranties. In addition, the Bank may be
required to repurchase mortgage loans as a result of borrower fraud or in the event of early payment default of
the borrower on a mortgage loan. Likewise, the Bank is required to repurchase or substitute mortgage loans if it
breaches a representation or warranty in connection with a securitization. The remedies available to the Bank
against the originating broker or correspondent may not be as broad as the remedies available to a purchaser of
mortgage loans against the Bank, and the Bank faces the further risk that the originating broker or correspondent
may not have the financial capacity to perform remedies that otherwise may be available to it. Therefore, if a
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purchaser enforces its remedies, the Bank may not be able to recover its losses from the originating broker or
correspondent. If repurchase and indemnity demands increase, the Bank’s liquidity, results of operatlons and
financial condition will be adversely affected.

Due to the complexity of acquisition accounting, certain amounts included in our consolidated balance sheets
and consolidated statements of operations are based on preliminary estimates of value and our actual
financial position and results of operations after the FCEC Merger may differ materially from the estimates
included in our financial statements.

Under the acquisition method of accounting required by U.S. Generally Accepted Accounting Principles
(GAAP), we are required to record First Chester’s identifiable assets acquired and liabilities at their fair value as
of the acquisition date of December 10, 2010. Fair values are subject to refinement for up to one year after the
closing date of an acquisition as information relative to closing date fair values becomes available.

In preparing the acquisition accounting adjustments for our financial statements, we have engaged independent
third-party valuation experts to assist in valuing certain assets, particularly intangibles. Other assets and liabilities
are generally valued using our internal asset/liability modeling system.

If additional information becomes available prior to December 10, 2011 regarding the fair value of First
Chester’s assets and liabilities as of the acquisition date, we may be required to modify the acquisition
accounting adjustments relating to the acquisition, which could materially affect the amount of goodwill recorded
in connection with the FCEC Merger.

The integration of First Chester into the Company may distract our management from their other
responsibilities.

The FCEC Merger could cause our management to focus their time and energies on matters related to the FCEC
Merger that otherwise would be directed to our business and operations. Any such distraction on the part of
management, if significant, could affect management’s ability to service existing business and develop new
business and otherwise adversely affect us following the FCEC Merger.

Our lack of extensive experience in the Chester and Delaware Counties, Pennsylvania market area may
adversely impact our ability to successfully compete.

The FCEC Merger expands our market area into Chester County and Delaware County, Pennsylvania. While this
new market area is contiguous to our existing market area, it is outside of the markets in which our senior
management has more extensive knowledge and experience. Accordingly, there is a risk that we will lose
customers in this new market area, may not adequately address this new market in terms of the products and
services we propose to offer, or may be unable to successfully compete with institutions already established
within this market area.

Risks Related to Our Common Stock

The price of our common stock may fluctuate significantly, and this may make it difficult for you to resell
shares of common stock owned by you at times or at prices you find attractive.

The price of our common stock on the NASDAQ Global Select Market constantly changes. We expect that the
market price of our common stock will continue to fluctuate and there can be no assurance about the market
prices for our common stock.

Our stock price may fluctuate as a result of a variety of factors, many of which are beyond our control. These
factors include:

* our financial condition, performance, creditworthiness and prospects;
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« quarterly variations in our operating results or the quality of our assets;
* operating results that vary from the expectations of management, securities analysts and investors;
« changes in expectations as to our future financial performance;

« announcements of innovations, new products, strategic developments, significant contracts,
acquisitions and other material events by us or our competitors;

+ the operating and securities price performance of other companies that investors believe are
comparable to us;

« future sales of our equity or equity-related securities;

 the credit, mortgage and housing markets, the markets for securities relating to mortgages or housing,
and developments with respect to financial institutions generally;

e changes in global financial markets and global economies and general market conditions, such as
interest or foreign exchange rates, stock, commodity or real estate valuations or volatility and other
geopolitical, regulatory or judicial events;

* our ability to integrate successfully First Chester’s assets, liabilities, customers, systems and
management personnel into our operations, and to realize expected cost savings and revenue
enhancements within expected timeframes or at all;

 the possibility that expected First Chester merger-related charges will be materially greater than
forecasted or that final purchase price allocations based on fair value of the acquired assets and
liabilities as of the closing date of the FCEC Merger and related adjustments to yield and/or
amortization of the acquired assets and liabilities will be materially different from those forecasted; and

» the relatively low trading volume of our common stock.
The trading volume in our common stock is less than that of larger financial services companies.

Our common stock has been listed under the symbol “TOBC” on the NASDAQ Global Select Market since
January 2011 and on the NASDAQ Global Market since April 2009. The average daily trading volume for shares
of our common stock is less than larger financial services companies. Given the lower trading volume of our
common stock, the sale of a significant number of these shares, or the expectation of such sales, could adversely
affect the market price of our stock.

We may issue additional common stock or other equity securities in the future which could dilute the
ownership interest of existing shareholders.

In order to maintain our capital at desired or regulatory-required levels or to replace existing capital, we may be
required to issue additional shares of common stock, or securities convertible into, exchangeable for or
representing rights to acquire shares of common stock. We are generally not restricted from issuing such
additional shares. We may sell any shares that we issue at prices below the current market price of our common
stock, and the sale of these shares may significantly dilute shareholder ownership. We could also issue additional
shares in connection with acquisitions of other financial institutions or in connection with our equity
compensation plans.

Offerings of debt, which would be senior to our common stock upon liguidation, and/or preferred equity
securities which may be senior to our common stock for purposes of dividend distributions or upon

liguidation, may adversely affect the market price of our common stock.

We may attempt to increase our capital resources or, if our or the Bank’s capital ratios fall below the required
minimums, we or the bank could be forced to raise additional capital by making additional offerings of debt or
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preferred equity securities, including medium-term notes, trust preferred securities, senior or subordinated notes
and preferred stock. Upon liquidation, holders of our debt securities and shares of preferred stock and lenders
with respect to other borrowings are likely to receive distributions of our available assets prior to the holders of
our common stock. Additional equity offerings may dilute the holdings of our existing shareholders or reduce the
market price of our common stock, or both. Holders of our common stock are not entitled to preemptive rights or
other protections against dilution.

Our board of directors is authorized to issue one or more classes or series of preferred stock from time to time
without any action on the part of the shareholders. Our board of directors also has the power, without shareholder
approval, to set the terms of any such classes or series of preferred stock that may be issued, including voting
rights, dividend rights, and preferences over our common stock with respect to dividends or upon our dissolution,
winding up and liquidation and other terms. If we issue preferred stock in the future that has a preference over
our common stock with respect to the payment of dividends or upon our liquidation, dissolution or winding up,
or if we issue preferred stock with voting rights that dilute the voting power of our common stock, the rights of
holders of our common stock or the market price of our common stock could be adversely affected.

Our ability to pay dividends is subject to limitations.

Declaration of future dividends by our board of directors will depend on a number of factors, including capital
requirements, regulatory limitations, our operating results and financial condition and general economic
conditions. Future dividends may be subject to prior regulatory review and approval by the Federal Reserve.
There can be no assurance that our Board of Directors will seek approval, or that the Federal Reserve will grant
approval, of any specific level of dividends. Under guidance issued by the Federal Reserve, as a bank holding
company, we are to consult the Federal Reserve before declaring dividends and are to strongly consider
eliminating, deferring, or reducing dividends we pay to our shareholders if, among other things, our net income
available to shareholders for the past four quarters, net of dividends previously paid during that period, is not
sufficient to fully fund the dividends. In addition, the Company is a bank holding company and its operations are
principally conducted by its bank subsidiary, the Bank. Accordingly, our ability to pay dividends depends on the
receipt of dividends from the Bank. As a state chartered bank, the Bank is subject to regulatory restrictions on the
payment and amounts of dividends under the Pennsylvania Banking Code. Further, the ability of banking
subsidiaries to pay dividends is also subject to their profitability, financial condition, capital expenditures and
other cash flow requirements. There is no assurance that our subsidiaries will be able to pay dividends in the
future or that we will generate adequate cash flow to pay dividends in the future. The failure to pay dividends on
our common stock could have a material adverse effect on the market price of our common stock.

Our management controls a substantial percentage of our stock and therefore has the ability to exercise
significant control over our affairs.

Our directors and executive officers beneficially own in excess of 10% of our issued and outstanding common
stock on a fully diluted basis. Such persons, as a group, will have sufficient votes to strongly influence the
outcome of matters submitted to our shareholders, including the election of directors. This concentration of
ownership might also have the effect of delaying or preventing a change in control of the Company.

Anti-takeover provisions and restrictions on ownership could negatively impact our shareholders.

Provisions of Pennsylvania law and our amended and restated articles of incorporation and bylaws could make it
more difficult for a third party to acquire control of us or have the effect of discouraging a third party from
attempting to acquire control of us. These provisions could make it more difficult for a third party to acquire us
even if an acquisition might be in the best interest of our shareholders. In addition, the Bank Holding Company
Act of 1956, as amended, or the BHCA, requires any bank holding company to obtain the approval of the Federal
Reserve Board prior to acquiring more than 5% of our outstanding common stock. Any person other than a bank
holding company is required to obtain prior approval of the Federal Reserve Board to acquire 10% or more of our
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outstanding common stock under the Change in Bank Control Act. Any holder of 25% or more of our
outstanding common stock, other than an individual, is subject to regulation as a bank holding company under
the BHCA. -

Item 1B. Unresolved Staff Comments

None.

Item 2. Properties

The following table summarizes our branch and office properties, by county, as of December 31, 2010.

County State Owned Leased Total
Bank Branches

(@0 11« = OGO N PA — 2 2
@ 4171 15 o OO OSSO PA 9 10 19
Cumberland . ... ... .. e PA — 3 3
Dauphin ...... ... PA — 2 2
Delaware ... ...t e e PA — 2 2
Franklin .. ... i e PA 6 — 6
Fulton . ... e PA 2 1 3
LanCaSter v ittt e PA — 5 5
Lebanon . ... e e PA — 1 1
Y OTK o e PA — 3 3
Washington . .........c..oiouiiuniiiieininiin i MD 1 3
TOtal . oo e 19 30 49
Administrative Office Locations

BerKS .o e e PA — 1 1
Cumberland . ...... ... .. e ... PA — 3 3
L0751 1<) g PA — 1 1
Dauphin ...... ... PA — 2 2
Lebanom . ... e PA — 1 1
571 s o%: 1] 1 (N PA — 1 1
Total .o e — 9 9

Included in the Administrative Office Locations section of the above table, are the corporate operations centers
for the Company and the Bank, located at 1826 and 1828 Good Hope Road, Enola, Cumberland County,
Pennsylvania and our principal executive office located at 112 Market Street, Harrisburg, Dauphin County,
Pennsylvania.

Item 3. Legal Proceedings

The nature of our business generates a certain amount of legal proceedings involving matters arising in the
ordinary course of business. Based on current knowledge, advice of counsel, available insurance coverage and
established reserves, management does not anticipate, at the present time, that the aggregate liability, if any,
arising out of such legal proceedings will have a material adverse effect on our consolidated financial position or
liquidity. However, given the inherent uncertainties involved in these matters, some of which are beyond our
control, and the amount or indeterminate damages sought in some of these matters, there can be no assurance that
an adverse outcome in one or more of these matters would not be material to our results of operations or cash
flows for any particular future reporting period.

Item 4. Removed and Reserved
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PART II

Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases
of Equity Securities I

Common Stock

As of December 31, 2010, we had 11,971,399 shares of no-par value common stock outstanding held by

approximately 2,368 holders of record. Since April 2009, our common stock has been traded on the Global
Market and since January 2011, the Global Select Market of the NASDAQ Stock Market under the symbol
“TOBC?”. Prior to that, our common stock was traded on the Over-the-Counter Bulletin Board (“OTCBB”).

The following table presents, for the calendar quarters indicated, per share cash dividends declared and the high
and low bid prices for our common stock as reported on the OTCBB, and since April 6, 2009, the high and low
sales prices reported on the NASDAQ Global Market, in U.S. dollars. OTCBB quotations reflect inter-dealer
prices, without markup, markdown or commissions, and may not represent actual transactions.

Dividends paid by us primarily provided from the Bank’s dividends to us. Qur payment of dividends and the
payment of dividends by the Bank to us are each subject to the restrictions described under the heading
“Dividend Restrictions” in Item 1. “Business” on page 5 of this Report, under the heading “Regulatory Capital”
in Item 7. “Management’s Discussion and Analysis of Financial Condition and Results of Operations” on page
51 of this Report and Note 20 to the Consolidated Financial Statements included in Item 8 of this Report, which
information is incorporated by reference in this Item 5. In the Graystone Merger Agreement, we committed to
maintain the annual dividend rate of at least $1.12 per share for two years after the Graystone Merger, which was
consummated on March 31, 2009, subject to there being sufficient funds legally available to pay the dividend and
further provided that we continue to be “well capitalized” on a consolidated basis in accordance with applicable
regulatory guidelines following the payment of the dividend. We did not repurchase any shares of our common
stock during the year ended December 31, 2010.

Price Range Cash Dividend
Low High Paid Per Share
2010
FirstQuarter ............ .. ... ... ... ... ...... $22.57  $27.95 $0.28
Second Quarter . ............ ... ... ... . ..., 21.16 27.60 0.28
Third Quarter ............. ... ... ... . . ... ... .. 17.74 23.60 0.28
FourthQuarter ................................ 20.19 25.40 0.28
2009
First Quarter(1) (2) .. ... oo e $19.00  $26.50 $1.40
Second Quarter ........... ... 22.50 37.50 0.28
Third Quarter ............. ... ... ... .. 25.26 37.00 0.28
Fourth Quarter ................................ 19.06 26.75 0.28

(1) The cash dividend information included in this table for period prior to March 31, 2009 relates to dividends
declared and paid by us prior to the Graystone Merger. Since our historical information is that of Graystone
Financial Corp, resulting from the Graystone Merger being accounted for as a reverse merger, these dividends
are not reflected within the historical financial statements or associated footnotes.

(2) The cash dividend declared and paid by us during the first quarter of 2009 includes a special dividend of
$1.12 per share as prescribed by the Graystone Merger Agreement.
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i Securities Authorized for Issuance under Equity Compensation Plans

The following table provides information about options outstanding under our 2010 Stock Incentive Plan, 2007
Stock Incentive Plan, 1995 Non-Qualified Stock Option Plan, and the Stock Option Plan for Outside Directors as
of December 31, 2010:

Number of securities
remaining available for
future issuance under

Number of securitiesto =~ Weighted-average equity compensation

be issued upon exercise exercise price of plans (excluding

of outstanding options, outstanding options,  securities reflected in
Plan Category warrants and rights warrants and rights first column)

Equity compensation plans approved
by security holders .............. 254,408 $31.57 547,236
Equity compensation plans not
approved by security holders .. .... —

Total .............. i 254,408 $31.57 547,236

25



Performance Graph

The graph below shows cumulative total investment returns to shareholders (i.e. changes in price plus
reinvestment of dividends) based on the assumptions that an investment of $100.00 was made.on December 31,
2005, in each of the following: (i) Tower Bancorp, Inc common stock; (ii) the stock of all companies included in
the SNL Bank Index; (iii) the stock of all companies traded on the broad-market Russell 3000 Index; and (iv) a
peer group consisting of banking and financial holding companies with total assets between $1.0 billion - $5.0
billion that are included and tracked within the SNL Bank $1.0 billion -$5.0 billion Index. The graph assumes
that dividends paid on the initial investment were reinvested.

The graph below is furnished under this Part I Item 5 of this Form 10-K and shall not be deemed to be
“soliciting material” or to be “filed” with the Commission or subject to Regulation 14A or 14C, or to the
liabilities of Section 18 of the Exchange Act of 1934, as amended.

Total Return Performance
140.00
120.00 —=
g 100.00 /
S
< 80.00 S
[
3 \
£ 60.00 —
Ne— ——— :
40.00
20.00
2005 2006 ' 2007 2008 2009 2010
—é— Tower Bancorp, Inc. —l— SNLBank —=— Russell 3000 —<— SNL Bank $1B-$5B
Period Ending
Index 2005 2006 2007 2008 2009 2010
Tower Bancorp,Inc. ......................... $100.00 $ 93.72 $ 86.07 $47.12 $49.39 $ 49.95
SNLBank .............. ... .. .. ...... ... $100.00 $116.98 $ 9090 $51:87 $51.33 $ 57.52
Russell 3000 ......... ... i, $100.00 $115.71 $121.66 $76.27 $97.89 $114.46
SNLBank $1B-$5B ......................... $100.00 $115.72 $ 84.29 $69.91 $50.11 $ 56.81

Issuer Purchases of Equity Securities
Not Applicable.
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Item 6. Selected Financial Data

5-Year Consolidated Summary of Financial Results
(dollars in thousands, except per-share data)

For the Years Ended December 31,

2010 2009 2008 2007 2006

Summary of Operations:
Tnterest iNCOMEe .« .o v oo v e eeeenn. $ 76,823 $ 56383 $ 32,157 $ 24313 $ 10,618
Interestexpense . ..............o.on... 22,154 20,428 16,481 13,586 5,899
Net interest income . ..........covv.... 54,669 35,955 15,676 10,727 4,719
Provision for loanlosses ............... 9,050 5,216 2,550 1,997 1,756
Noninterest income . .................. 11,692 8,643 3,089 1,592 367
Noninterest eXpenses . .. ............... 49,172 31,727 13,803 10,692 6,413
Merger related expenses and restructuring

charges ......... ... .. ... ... ... 5,597 2,080 — — —
Income (loss) from before income taxes . . . 2,542 5,575 2,412 (370) (3,083)
Income taxes expense (benefit) .......... 1,223 1,829 333 6) —
Less: Income (loss) from noncontrolling

Interest . .....vvt i 161 37 3 (18) —
Net income (10SS) . .........coconeen.n. 1,158 3,709 2,082 (346) (3,083)
Per Common Share:
Net income (loss) per share

Basic ................ e $ 016 $ 072 % 076 $ 0.19) $ (2.88)
Diluted .............. ... .. ...... $ 016 $ 072 $ 076 $ 0.19) $ (2.88)

Cash dividends declared ............... $ .12 $ 084 $ —  $ —  $ —
Weighted average common shares

outstanding: :
Basic ... 1,359,478 5,156,078 2,734,027 1,867,767 1,070,519
Diluted .............. ..., 7,361,774 5,161,325 2,734,027 1,867,767 1,070,519
Common shares outstanding at period

end ... 11,971,399 7,122,683 2,740,325 2,733,663 1,246,700
Book value pershare .................. $ 2144 $ 2302 $ 1999 $ 1905 $ 1121
Tangible book value per share —

Non-GAAP(1) ..................... $ 1947 $§ 2086 $ 19.99 § 19.05 $ 11.21
Performance Ratios:
Return on average assets ............... 0.07% 0.32% 0.38% -0.10% -1.98%
Return on average equity . .............. 0.65% 3.24% 3.90% -1.15% -21.96%
Netinterest margin . .................. 3.71% 3.49% 2.97% 3.24% 3.10%
Efficiency ratio ...................... 82.53% 75.80% 73.54% 86.64% 126.09%
Capital Ratios
Total capital (to risk-weighted assets) . . . . . 13.24% 14.43% 10.10% 13.32% 8.14%
Tier 1 capital (to risk-weighted assets) . .. . 11.83% 13.58% 9.10% 12.34% 7.06%
Tier 1 capital (to average total assets) . . ... 13.45% 11.13% 8.50% 12.54% 6.36%
Tangible equity to tangible assets — _

Non-GAAP(1) ............. .. o ... 8.56% 10.21% 8.54% 11.67% 5.70%
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For the Years Ended December 31,

2010 2009 2008 2007 2006

Period End Balance -
Total @ssets .. ...oovviii i $2,747,289 $1,470,583 $641,318 $446,412 $245,095
Securities available forsale .................. 102,695 189,853 19,904 27,931 63,734
Loans, net of unearned income ............... 2,219,525 1,146,305 571,046 390,274 172,519
Allowance forloanlosses ................... 14,053 9,695 6,017 4,148 2,516
Goodwill and intangible assets . ............... 24,243 15,302 — — —
Deposits and securities sold under repurchased

Y4 (1 10111 10 2,306,503 1,223,361 533,854 385,391 223,622
Borrowings . ........ci i 142,839 70,981 43,614 4,430 6,200
Stockholders’ equity . ............... .. ..., .. 256,640 163,877 54,785 52,085 13,971
Reconciliation of Non-GAAP Balance Sheet

Data
Total assets—GAAP ....................... $2,747289 $1,470,583 $641,318 $446,412 $245,095
Less: Goodwill and other intangible assets ...... 24,243 15,302 — — —
Total tangible assets—Non-GAAP ............ $2,723,046 $1,455,281 $641,318 $446,412 $245,095
Stockholders’ equity—GAAP ................ $ 256,640 $ 163,892 $ 54,785 $ 52,085 $ 13,971
Less: Goodwill and other intangible assets . ..... 24,243 15,302 —_ — —
Plus: Leasehold intangible liabilities ........... 643 — — — —
Tangible equity—Non-GAAP ................ $ 233,040 $ 148,590 $ 54,785 $ 52,085 $ 13,971

(1) Tangible assets and tangible equity and the ratios derived from these numbers are non-GAAP financial
measures. Tangible assets and tangible equity are derived by reducing the balance of assets and equity,
respectively, by the amount of GAAP reported goodwill and other intangible assets and liabilities. In order to
calculate tangible book value per share, we divide tangible equity by the number of common shares outstanding.
In order to calculate tangible equity to tangible assets, we divide tangible equity by the tangible assets. We
believe the presentation of these non-GAAP financial measures provide useful supplemental information that is
essential to an investor’s proper understanding of the operating results of the our core businesses. We use these
non-GAAP financial measures in our analysis of our performance. These non-GAAP disclosures should not be
viewed as a substitute for financial measures determined in accordance with GAAP, nor are they necessarily

comparable to non-GAAP performance measures that may be presented by other companies.
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations
OVERVIEW

Our discussion and analysis of the changes in the consolidated results of operations, financial condition, and cash
flows is set forth below for the periods indicated. Through the Bank, we provide banking and banking related
services to our customers within our principal market areas consisting of Centre, Chester, Cumberland, Dauphin,
Delaware, Franklin, Fulton, Lancaster, Lebanon, and York Counties of Pennsylvania and Washington County,
Maryland. The purpose of the following discussion and analysis is to provide investors and others with
information that we believe to be necessary in understanding the financial condition, changes in financial
condition, and results of operations of our company. Our discussion and analysis should be read in conjunction
with the consolidated financial statements, notes, and other information contained in this report.

Mergers and Acquisitions

On March 31, 2009, the Company completed the merger with Graystone Financial Corp., (“Graystone”) in an all
stock transaction valued at approximately $57.9 million (the “Graystone Merger”). The Graystone Merger, while
considered a merger of equals, is accounted for as a reverse merger by Graystone of the Company using the
acquisition method of accounting and, accordingly, the assets and liabilities of the Company being recorded at
their respective fair values on the date the Graystone Merger was completed. Furthermore, the historical financial
information included in the Company’s consolidated financial statements and related footnotes as reported in this
Form 10-K is that of Graystone. The Graystone Merger was affected by the issuance of shares of the Company’s
common stock to Graystone shareholders. Each share of Graystone common stock was exchanged for 0.42 shares
of the Company’s common stock, with any fractional shares as a result of the exchange, paid to Graystone
shareholders in cash based on $19.78 per share of the Company’s common stock.

Pursuant to the merger agreement with Graystone (“Graystone Merger Agreement”), the Company is the
surviving bank holding company and its wholly-owned subsidiary, The First National Bank of Greencastle,
merged with and into Graystone’s wholly owned subsidiary, Graystone Bank, with Graystone Bank as the
surviving institution, under the name “Graystone Tower Bank” (the “Bank™).

On December 10, 2010, the Company completed its acquisition of First Chester County Corporation (“First
Chester”) in an all-stock transaction valued at approximately $49.8 million or $22.14 per share based on the closing
price of the Company’s common stock (the “FCEC Merger”). As part of the FCEC Merger, First Chester
shareholders received 0.356 shares of the Company’s common stock for each share of First Chester common stock.

Pursuant to the merger agreement with First Chester (the “FCEC Merger Agreement”), the Company is the
surviving bank holding company and First Chester’s wholly-owned subsidiary, The First National Bank of
Chester County (“FNB”), merged with and into the Bank, with the Bank as the surviving institution.

Prior to the FCEC Merger, FNB conducted certain mortgage banking activities through its American Home Bank
Division (“AHB Division”). Pursuant to the FCEC Merger Agreement, First Chester and FNB initiated efforts to
sell the AHB Division, including, without limitation, the interests of FNB in certain mortgage-banking related
joint ventures and activities related thereto. No sale agreement related to the AHB Division was executed prior to
consummation of the FCEC Merger. On December 30, 2010, the Company announced that it will commence
winding down the operations of the AHB Division in an orderly fashion. The Company expects to recognize a
total restructuring charge of $4.0 million in connection with this action, of which approximately $1.4 million was
recognized in 2010. The restructuring charge recognized in 2010 relates to the accrual for employee termination
benefits. In addition, the AHB Division incurred a pre-tax operating loss of approximately $2.1 million from the
merger date of December 10, 2010 to December 31, 2010. We expect operating losses will continue during the
first quarter of 2011, which may be significant. Actual restructuring expenses and operating losses associated
with winding down the operations of the AHB Division may exceed our estimates. Additionally, we continue to
retain contingent liabilities relating to the prior operations of the AHB Division as well as actions undertaken in
connection with the wind down. These matters could adversely affect our financial condition, results of
operations, reputation and prospects.
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In connection with the FCEC Merger, on December 10, 2010, the Company terminated the Bank’s relationship
and relinquished the investment interest in Dellinger, Dolan, McCurdy and Phillips Investment Advisors, LLC,
(“DDMP Advisors, LLC”) through which the Bank previously offered investment advisory services to certain
customers. The Company recognized an expense of approximately $1.5 million, pre-tax, in connection with the
termination of this relationship in the fourth quarter of 2010.

~ As aresult of these transactions, the Bank now serves ten counties in Central and Southeastern Pennsylvania and
one county in Maryland. The Bank operates as the subsidiary of the Company through three divisions —
“Graystone Bank, a division of Graystone Tower Bank”, consisting of the former Graystone Bank branches, and
“Tower Bank, a division of Graystone Tower Bank,” consisting of the former branches of The First National
Bank of Greencastle and “1N Bank, a Division of Graystone Tower Bank” consisting of the former branches of
FNB. The operating philosophy will continue to be a community-oriented financial services company with a
strong customer focus. These transactions have enhanced our business opportunities due to the Bank having a
greater market share, market presence and the ability to offer more diverse and more profitable products, as well
as a broader based and geographically diversified branch system to enhance deposit collection and the funding
costs, and a higher legal lending limit to originate larger and more profitable commercial loans. We believe that
the merger of the banks into one surviving bank will provide greater efficiency, customer service, and product
delivery than it would achieve by operating under a multi-bank holding company structure.

RESULTS FROM OPERATIONS
Summary Financial Results

For the year ended December 31, 2010, we recognized a net income of $1.2 million or $0.16 per diluted share,
compared to net income of $3.7 million or $0.72 per diluted share 2009. The decrease was the result of $2.1
million in after-tax merger related expenses, $2.2 million in after-tax restructuring charges and a land impairment
charge of $607 thousand on an after-tax basis for the year ended December 31, 2010. After-tax restructuring
charges in 2010 included $1.3 million related to the termination of an agreement with DDMP Advisors LLC, an
investment advisory firm in which we maintained a 20% equity interest and $939 thousand related to the decision
to winding down the operations of the AHB Division acquired in the FCEC Merger. The restructuring charge
related to the winding down of operations of the AHB Division relates to the accrual for employee termination
benefits. Included in net income for the year ended December 31, 2010 is the results of operations for the 1IN
Bank Division and AHB Division for the period December 10, 2010 to December 31, 2010.

Net interest income before loan loss provision increased $18.7 million or 52.0% during 2010 compared to 2009.
In addition to the net interest income contributed by the inclusion of the 1N Bank Division and AHB Division,
which added $2.4 million, the growth was also driven by organic growth of net interest-earning assets. The
provision for loan losses totaled $9.1 million, an increase of $3.8 million, compared to 2009. The recorded
provision for loan losses is based upon our evaluation of risk of losses over the entire loan portfolio. Included in
the provision recorded for 2010 is a $2.5 million specific reserve related to one troubled credit within the
commercial construction portfolio which was identified and disclosed during the first quarter of 2010.
Noninterest income increased by $3.0 million due to increased service charges on deposit accounts, commissions
and fees, gains on sales of mortgage loans originated for sale, and income generated from bank owned life
insurance policies. Noninterest expense, excluding merger related expenses, restructuring charges and land
impairment, increased by $16.5 million primarily due to increases in compensation costs, occupancy expenses,
FDIC insurance premiums and professional service expenses incurred in order to support our continued growth.

Net Interest Income

Net interest income is the most significant component of our net income. Net interest income increased $18.7
million or 52.0% to approximately $54.7 million for the year ended December 31, 2010, as compared to
approximately $36.0 million for 2009 and $15.7 million for 2008. The $18.7 million increase in net interest
income includes $3.6 million as a result of the net contribution from interest-earning assets and interest-bearing
liabilities from the Tower Bank Division for the first three months of 2010 and $2.4 million contributed to
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interest-earning assets and interest-bearing liabilities from the 1N Bank Division and AHB Division acquired on
December 10, 2010.

The following table provides a comparative average balance sheet and net interest income analysis for 2010
compared to 2009 and 2008. Interest income and yields are presented on a fully taxable-equivalent (FTE) basis,
using a 34% Federal tax rate. The discussion following this table is based on these tax-equivalent amounts. We
manage the risk associated with changes in interest rates through the techniques described in this Report under
Item 7A. Quantitative and Qualitative Disclosures About Market Risk. All dollar amounts are in thousands.

For the Year Ended December 31,

2010 2009 2008
Average Average  Average Average Average Average
Balance Interest  Rate Balance Interest  Rate Balance Interest Rate
Interest-earning assets:
Federal funds sold and
others ................ $ 20,1318 122 061%$ 32565 % 123 038% $ 8,764 $ 247 282%
Investment securities (1) ... 167,878 4,171 2.48% 88,961 2,024 2.28% 27,780 925 3.33%
Loans (2) ............... 1,289,625 72,713 5.64% 909,476 54,304 5.97% 492,106 31,026 @%
Total interest-earning
assets ............ ... 1,477,634 $77,006 5.21% 1,031,002 $56,451 5.48% 528,650 $32,198 6.&%
Otherassets ............. 154,162 128,214 20,367
Total assets . ............. $1,631,796 $1,159,216 $549,017

Interest-bearing liabilities:
Interest-bearing
non-maturity deposits . ... $ 779,115 $ 8,017 1.03% $ 503,998 $ 7,640 1.52% $130,038 $ 3,165 2.43%

Time deposits . ........... 453,069 10,039 2.22% 365,623 10,323 2.82% 276,821 11,941 4.31%
Borrowings . ............. 86,078 4,098 4.76% 68,053 2465 3.62% 46,198 1,375 2.98%
Total interest-bearing -

liabilities .. ............ 1,318,262 $22,154 1.68% 937,674 $20,428 2.18% 453,057 $16,481 3.64%
Demand deposits ......... 128,360 83,362 32,610
Other liabilities . . ......... 6,772 23,143 9,952
Stockholders’ equity ...... 178,402 115,037 53,398
Total liabilities and

stockholders’ equity .. ... $1,631,796 $1,159,216 $549,017
Net interest spread ........ 3.53% 3.30% 2.45%

Net interest incomne and
interest rate margin . .
FTE ................. $54,852 3.71% $36,023 3.49% $15,717 g%

Tax equivalent o o o
adjustment ............ (183) (68) 41
Net interest income . ... ... $54,669 $35,955 $15,676

Ratio of average interest-
earning assets to average
interest-bearing
liabilities . .. ........... 112.1% 110.0% 116.7%

(1) The average yields for investment securities available for sale are reported on a fully taxable-equivalent basis
at a rate of 34% for 2010, 2009 and 2008.
(2) Average loan balances include non-accrual loans.
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The following table sets forth a summary of changes in FTE interest income and expense resulting from changes
in average balances (volumes) and changes in rates:

Year Ended - - -Year Ended

December 31, 2010 vs. December 31, 2009 vs.
December 31, 2009 December 31, 2008
Increase (Decrease) Due to Increase (Decrease) Due to
Volume Rate Total Volume Rate Total
(dollars in thousands)
Interest income:
Federal fundssold . ..................co. ... $ 8 s 57 $ (1) $ 230 $ (354) $ (129
Investment securities . ...........c.i .. 1,945 202 2,147 1,473 (374) 1,099
Loans ........ i 21,583 (3,174) 18,409 25,003 (1,725) 23,278
Total interestincome .................. 23,470 (2,915) 20,555 26,706 (2,453) 24,253
Interest expense:
Interest-bearing non-maturity deposits .. ........ 3,327  (2,950) 377 6,067 (1,592) 4,475
Time deposits . ..........c.uiiiiiinn .. 2,190 (2,474) (284) 3,193 (4,811) (1,618)
Borrowings .......... .. i 747 886 1,633 747 343 1,090
Total interest expenses ................. 6,264  (4,538) 1,726 10,007  (6,060) 3,947
Netinterestincome ........................ $17,206 $ 1,623 $18,829 $16,699 $ 3,607 $20,306

2010 vs. 2009

Interest income increased approximately $20.6 million, or 36.4%. This increase was caused by an approximate
$446.6 million or 43.3% increase in the average balance of interest-earning assets, which resulted in an
approximately $23.5 million increase to interest income. This increase was partially offset by a 27 basis point
reduction in average rates that resulted in a reduction of interest income of approximately $2.9 million.

Interest income on investment securities increased approximately $2.1 million or 106.1%. The average balance
of investments held by the Bank increased from $89.0 million in 2009 to $167.9 million, which resulted in an
increase of approximately $1.9 million in interest income. The increase in the average balance of investment
securities relates primarily to the addition of securities purchased towards the end of 2009 and held throughout
most of 2010. The securities purchased included U.S. agency bonds, U.S. agency mortgage-backed securities and
U.S. agency collateralized mortgage obligation securities, municipal bonds and SBA pooled loan securitizations.
These investments served as an initial way for us to deploy the excess capital acquired in our 2009 common stock
offering into interest earning assets until the proceeds were required to fund loan growth. These higher-yielding
investments increased the average yield on investments by 20 basis points from 2.28% during 2009 to 2.48%
during 2010. ’ '

Average yields on loans decreased 33 basis points from 5.97% during 2009 to 5.64% during 2010. As mentioned
above, the decrease is reflective of the continued reduction in the interest rate environment through 2010. During
2010, the intended federal funds target rate saw very little change as the rate remained below 0.25%. Intended
federal funds target rate continued to have downward pressure on the prime rate and all other lending rates,
which prolonged the reduced interest rate environment throughout 2010. Average yields did not decrease as
severely as the reduction in the aforementioned rates since fixed rate loans, which represent approximately 24%
of total loans held at December 31, 2010, do not reprice when short-term rates decline. Additionally, the total
effect of downward loan repricing on variable rate loans will not coincide with the decrease in the
aforementioned rates due to the fact that approximately 73% of the variable rate loans at December 31, 2010
contain interest rate floors. Conversely, any benefit associated with an increase in interest rates in the future
might not be immediately realized due to the use of interest rate floors. Presumably, an increase in future interest
rates would cause repricing in all assets and liabilities linked to variable rate indices; however, as deposit
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products would experience any increase on a relatively immediate basis, loan products with floors in place would
require a rate increase such that the resulting rate earned on the loan would exceed the floor. Currently, we are
committed to improving the average rate on loans through the use of interest rate floors, where possible, in the
existing and new variable rate commercial loan portfolios. o

Interest expense increased $1.7 million or 8.4% during 2010 compared to 2009. This increase was caused by
approximately $380.6 million or 40.6% increase in the average balance of interest-bearing liabilities, which
resulted in approximately $6.3 million increase to interest expense. This increase was predominately offset by a
50 basis point reduction in the average rate paid on interest-bearing liabilities, which resulted in a reduction of
interest expense of approximately $4.5 million. This reduction in average rates paid on interest-bearing liabilities
was the result of the reduced rates paid on interest-bearing non-maturity deposit accounts and time deposits
compared to 2009.

In future periods, assuming a continuing flat or declining rate environment, we expect an increase in the total
amount of net interest income driven by continued growth in average interest-earning assets, the continued use of
floors in the variable rate commercial loan portfolio, and the continued repricing of a portion of the interest-
bearing deposit portfolio. Any significant changes such as rapid movement in interest rates set by the Federal
Reserve, changes in the performance of the interest earning assets, the continued repricing of assets, and the
inability to move deposit rates in similar increments as earning asset rates may mitigate this benefit in the future.

The benefit associated with an increase in interest rates in the future might not be immediately realized due to the
use of interest rate floors. Presumably, an increase in future interest rates would cause repricing in all assets and
liabilities linked to variable rate indices; however, as deposit products would experience any increase on a
relatively immediate basis, loan products with floors in place would require a rate increase such that the resulting
rate earned on the loan would exceed the floor. Refer to Item 7A Quantitative and Qualitative Disclosures About
Market Risk for a more detailed discussion of interest rate risk.

2009 vs. 2008

Interest income in 2009 increased approximately $24.3 million, or 75.3% over 2008. This increase was caused by
an approximate $502.4 million or 95.0% increase in the average balance of interest-earning assets, which resulted
in an approximately $26.7 million increase to interest income. This increase was partially offset by a 61 basis
point reduction in average rates that resulted in a reduction of interest income of approximately $2.4 million.

Interest income on investment securities increased approximately $1.1 million or 118.8%. The average balance
of investments held by the Bank increased from $27.8 million in 2008 to $89.0 million, which resulted in an
increase of approximately $1.5 million in interest income. The increase in the average balance of investment
securities relates primarily to the addition of securities acquired through the Graystone Merger as well as
additional investments purchased following the common stock offering in September 2009. The capital raised
through the common stock offering was used to purchase higher-yielding collateralized mortgage obligation
securities and SBA pooled loan securitizations as well as other lower risk debt securities. These investments
served as an initial way for us to deploy the acquired capital into interest earning assets until the proceeds were
required to fund future loan growth. This increase is offset by the reduction in the interest rates earned on
securities primarily due to the overall reduced interest rate environment as compared to 2008. The reduction of
105 basis points on the average rate resulted in a reduction of interest income of $374 thousand.

Average yields on loans decreased 33 basis points from 6.30% during 2008 to 5.97% during 2009. As mentioned
above, the decrease is reflective of the lower interest rate environment. During 2008, the Federal Reserve reduced
the intended federal funds target rate from 4.11% at January 2, 2008 to 2.47% at June 30, 2008 and drastically
cutting the rate to less than 1.00% during the middle of October 2008. During 2009, the intended federal funds
target rate saw very little change as the rate remained below 0.25%. Due to the nominal levels of the intended
federal funds target rate downward pressure was placed on the prime rate and all other lending rates, further
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adding to the reduced interest rate environment in 2009 as compared to 2008. Average yields did not decrease as
severely as the reduction in the aforementioned rates since fixed rate loans, which represent approximately 25%
of total loans held at December 31, 2009, do not reprice when short-term rates decline. Additionally, the total
effect of downward loan repricing on variable rate loans will not coincide with the decrease in the
aforementioned rates due to the fact that approximately 86% of the variable rate loans at December 31, 2009
contain interest rate floors.

Interest expense increased $3.9 million or 24.0% during 2009 compared to 2008. This increase was caused by an
approximately $484.6 million or 107.0% increase in the average balance of interest-bearing liabilities, which
resulted in approximately $10.0 million increase to interest expense. This increase was predominately offset by a
146 basis point reduction in the average rate paid on interest-bearing liabilities, which resulted in a reduction of
interest expense of approximately $6.1 million. This reduction in average rates paid on interest-bearing liabilities
was the result of lower rates paid on interest-bearing non-maturity deposit accounts and time deposits and
borrowings.

Provision and Allowance for Loan Losses

The Bank accounts for the credit risk associated with lending activities through the allowance for credit losses
and provision for loan losses. The provision is the expense recognized on the consolidated statements of
operations to adjust the allowance to its proper balance, as determined through the application of the allowance
methodology procedures. These procedures include the evaluation of the risk characteristics of the portfolio and
documentation in accordance with the U.S. GAAP, “Selected Loan Loss Allowance Methodology and
Documentation Issues”. See the “Critical Accounting Policies” section of Management’s Discussion for a
discussion of the allowance for credit losses evaluation methodology.
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The following tables present a summary of the provision and allowance for loan losses as well as the credit fair
value adjustment on purchased loans:

Allowance for Loan Losses

As of or for the Years Ended December 31,
2010 2009 2008 2007 2006
(dollars in thousands)

Total loans outstanding at period end, net of

unearned income ... $2,219,525 $1,146,305 $571,046 $390,274 $172,519
Daily average balance of loans . . .............. $1,289,625 $ 909,476 $492,106 $276,252 $105,995
Balance at beginning of period .. .............. $ 9695 $ 6,017 $ 4,148 $ 2,156 $ 400
Provision forloanlosses .................... 9,050 5,216 2,550 1,997 1,756
Charge-offs:
Commercial:
Industrial .. ........... ... . ... 2,375) (1,220) (681) — —
Realestate ....................... (840) (65) — — —
Construction ...........c.coueenenn. 431) (150) — — —
Consumer:
Home equity line .................. (320) @) — — —
Other....... ... .. (292) (149) — ) —
Residential mortgages .................. (525) @) — — —
Total charge-offs .......................... (4,783) (1,598) (681) ) —
Recoveries:
Commercial:
Industrial ......................... 83 41 — — —
Realestate ....................... — ] 6 — — —
Construction .............c.uuuvenn- 2 6 — — —
Consumer:
Homeequity line .................. — 7 — — s
Other . ..ot et 4 — — — —
Residential mortgages .................. 2 — — — —
Total TECOVEIIES . .. v vt ie e ie e eenee 91 60 — — —
Net charge-offs .............. ... ... ... ... (4,692) (1,538) (681) 5) —

Balance atend of period . . ................... $ 14,053 $ 9,695 $ 6,017 $ 4,148 $ 2,156
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Credit Fair Value Adjustment on Purchased Loans (Non-GAAP)

For the Years Ended December 31,

2010 2009 © 2008 2007 2006
(dollars in thousands)
Balance at beginning of period ............... ..., $2942 § — $— $— $—
Credit fair value adjustmentmark . ................. .. .......... 20,510 4,044 — — —
AmOTtIZAtION . ..ot e 674 (756) — — —
Charge-offs:
Commercial:
Industrial ....... ... ... .. . “77) 30 — — —
Realestate ............iiniiiinin i, (239) GO — — —
COonStrUCtON ...\ v ittt e — — — — —
Consumer:
Homeequityline ............ ... ... i .. @n B4 — — —
Other ... .. 294) (226) — — —
Residential mortgages .. ..........veiiiiii 263) (236) — — —
Total charge-offs ........ ... ... (1,294)  (556) — — —
Recoveries:
Commercial:
Industrial ....... ... ... . . 28 89 — — —
Realestate .......... ... .. 0. — — — — —
ConStruCtion . ........itnie it — — — — —
Consumer:
Homeequityline ............ ... ..., 2 1 — — —
Other ... 77 117 — — —
Residential mortgages ...........c...oii i 2 3 — — —
TOtal TECOVETIES .« . v v v o e e et e e e e e e e 109 210 — —  —
Netcharge-offs ....... ... .. . i (1,185) (346) — — —
Balance atend of period ......... ... ... ... il $21,693 $2942 $— $— $—
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The allocation of the allowance for loan losses is made for analytical purposes and it is not necessarily indicative
of the categories in which future loan losses may occur. The total allowance is available to absorb losses from
any segment of loans. The allocations in the table below were determined by a combination of the following
factors: specific allocations made on loans considered impaired as determined by our management and our loan
review committee, a general allocation on certain other impaired loans, and historical losses in each loan type
category combined with a weighting of the current loan composition. The following table details the allocation of
the allowance for loan losses to the various categories:

The following table summarizes the allocation of the allowance for loan losses by loan type:

As of December 31,
2010 2009 2008 2007 2006
(dollars in thousands)
% of % of % of % of % of
Loans Loans Loans Loans Loans
In Each In Each in Each in Each in Each
Allowance Category Allowance Category Allowance Category Allowance Category Allowance Category
Commercial:
Industrial .... $ 7,127 44.48% $6,262 52.68% $4,021 64.64% $2,793 70.35% $1,641 76.12%
Realestate ... 1,159  21.31% 1,597 14.05% 643 1132% 417 9.81% 244 11.30%
Construction . . 4,138 8.68% 1,389 896% 1,008 13.62% 707 11.36% 115 5.35%
Consumer:
Home equity
line ....... 242 9.48% 97 4.32% 166 4.91% 112 3.80% 145 6.72%
Other........ 53 2.53% 32 3.19% 123 4.61% 93 4.20% 8 0.38%
Residential
mortgages . ... .. 1,334 13.52% 318 16.80% 56 0.90% 26 0.48% 3 0.13%
Total ........ $14,053 100.00% $9,695 100.00% $6,017 100.00% $4,148 100.00% $2,156 100.00%
Asset Quality Ratios
As of or for the Years Ended December 31,
2010 2009 2008 2007 2006
Allowance for loan losses to total loans (1) ..................... 0.65% 0.85% 1.05% 1.06% 1.25%
Adjusted (Non-GAAP) allowance for loan losses to total
Toans (1)(2) .o i e 1.66% 1.11% 1.05% 1.06% 1.25%
Non-accrual loans to total loans (1) ........... ... ... o a.. 0.82% 041% 0.24% 0.02% n/m
Net charge-offs to average loans ................ ... ... ... 036% 0.17%  0.14% 0.00% n/m
Non-performing assets to total assets .. ........................ 0.87% 0.53%  0.23% 0.02% n/m
Non-performing loans to total loans (1) . ....................... 0.89% 0.60% 0.26% 0.02% n/m
Allowance for loan losses to non-performing loans .............. 73.40% 142.07% 409.32% n/m n/m
Adjusted (Non-GAAP) allowance for loan losses to non-performing
Ioans (1)(2) . oo v e e 186.69% 185.18% 409.32% n/m n/m

n/m - not meaningful

(1) Total loans excludes purchased impaired loans accounted for under ASC 310-30 acquired as part of the
Graystone Merger and FCEC Merger. The total balance of these loans, net of fair value mark, is $61.6 million as
of December 31, 2010, and $6.2 million as of December 31, 2009.

(2) Adjusted (Non-GAAP) allowance for loan losses includes the allowance for loan losses and the credit fair
value adjustment to the risk of credit loss related to the non-impaired portfolio of purchased loans acquired
through the Graystone Merger and the FCEC Merger, as per table below:

As of the Year Ended December 31,

2010 2009 2008 2007 2006
Allowance for loan 10Sse€s . ...t $14,053 $ 9,695 $6,017 $4,148 $2,156
Credit fair value adjustment on loans purchased ............. 21,693 2,942 — — —
Adjusted (Non-GAAP) allowance for loan losses ............ $35,746 $12,637 $6,017 $4,148 $2,156




The accounting estimates for loan losses are subject to changing economic conditions. GAAP requires that
expected credit losses associated with loans obtained in a merger or acquisition to be reflected at fair value as of
each respective acquisition date and prohibits the carryover of the acquired entity’s allowance for loan losses.
Accordingly, we believe that presentation of the adjusted (Non-GAAP) allowance for loan losses, consisting of
the allowance for loan losses plus the credit fair value adjustment on loans purchased in merger and acquisition
transactions, is useful for investors to understand the complete allowance that is recorded as a representation of
future expected losses over the loan portfolio.

The following table presents the aggregate amount of non-accrual and past due loans and other real estate owned:

As of December 31,

2010 2009 2008 2007 2006

(dollars in thousands)
Non-accrual loans:

Commercial:

Industrial .. ...... .. .. . $ 6320 $2,646 $1,180 $— $—
Realestate ............. .. ... ..., 2,426 464 8 — —
Construction . ........c..ouiin it 6,011 298 — — —

Consumer:

Home equity line ................ ... ... ... ..... 115 — 8% — —

Other . ... 66 242 3 — —

Residential mortgages .................. .. ... ... . ... 2,784 1,068 — 87 —

Total non-accrual 10ans . ...... ... i, 17,722 4718 1,366 87 —
Accruing loans greater than 90 days past due:

Commercial: —
Industrial .. ... ... .. . — 356 — —
Realestate ........... ... ..., 5 277 — —
Construction ...........uuiuii i — — — —

" Consumer: : —
Home equity line ............. e 351 303 — —
Other ... 251 51 104 —
Residential mortgages ................................. 818 1,119 — — —
Total accruing loans greater than 90 days pastdue ............... 1,425 2,106 104 — —
Non-performing loans ............... ... .0, 19,147 6,824 1,470 87 —
Otherreal estate owned .. ......... ... .. .. 00, 4,647 927 — — —
Non-performing assets ............c..ooieeiiiieinnnnennn.. $23,794 $7,751 $1470 $ 87 $—

At December 31, 2010, the non-accrual loans totaled $17.7 million compared to $4.7 million at December 31, 2009.
Excluding the non-accrual loans purchased through the FCEC Merger of $4.3 million, non-accrual loans equaled
$13.4 million at December 31, 2010 compared to $4.7 million at December 31, 2009. When analyzing the
non-accrual loans on an individual basis, the majority of this increase was due to one commercial relationship filing
for Chapter 11 bankruptcy protection during the first quarter of 2010. The total loan relationship to this customer is
$5.0 million as of December 31, 2010. The loan relationship was to be secured by pledges of loans and mortgages
securing the loans extended by the customer to third parties; however, the customer is taking the position that the
loan is unsecured because the security interest was not perfected. We have included this credit in our specific
reserve analysis as described in the paragraph below and believe this specific reserve recorded is adequate based on
current available information. The remaining increase is due to smaller commercial and mortgage loan relationships
that have shown signs of possible impairment during the year, due to the current economic environment.

As of December 31, 2010, total impaired loans were $77.0 million. Included in impaired loans are loans on
which we have stopped accruing interest in accordance with the loan accounting policy and impaired loans
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purchased as a result of the Graystone Merger, and the FCEC Merger. The Bank discontinues the accrual of
interest on a loan when the contractual payment of principal or interest has become 90 days past due or we have
serious doubts about further collectability of principal or interest, even though the loan is currently performing.
The impaired loan balance includes $4.3 million of impaired loans acquired as part of the Graystone Merger and
$55.0 million of impaired loans as part of the FCEC Merger, which were recorded at their individual fair values
as determined based on our estimate of future cash flows. In order to reflect these purchased loans at fair value,
the carrying value of these loans was reduced at the time of the FCEC Merger. The fair value mark for these
impaired loans was $32.2 million at December 31, 2010.

For the remaining impaired loans, we performed an evaluation of expected future cash flows, including the
anticipated cash flow from the sale of collateral. Based on these evaluations, we have determined that a reserve
of $2.5 million is required against the impaired loans at December 31, 2010. This reserve relates to the loan
relationship previously mentioned.

The Bank performed a detailed review of the non-performing loans and of their related collateral and believes the
allowance for loan losses remains adequate for the level of risk inherent in the loan portfolio. It is the Bank’s
policy that non-performing loans will remain classified as non-performing until such time that the loan becomes
current on all principal and interest payments and remains current for a period of six months. Loans where the
original terms have been modified are not considered to be performing until the borrower demonstrates their
performance under the modified terms for a period of at least six months.

During 2009 and 2010, the banking industry experienced increasing defaults in mortgage loans coupled with
decreasing values of real estate values as a result of an economic downturn. In addition, the prolonged economic
downturn present throughout 2009 and continuing into 2010 has resulted in increased delinquencies in the loan
portfolio. Through the loan approval process and diligent loan monitoring, the Bank has experienced a relatively
low percentage of non-performing loans when compared to the total amount of loans.

Other real estate owned consists of twenty-two properties totaling $4.6 million at December 31, 2010. These
properties have been through the foreclosure process and are currently in the process of being sold. These
properties are recorded at their lower of cost or market value. Market value is based on the anticipated sales price
less costs to sell for each respective property.

Noninterest Income and Expenses
2010 vs. 2009
Noninterest Income

In addition to our focus on increasing net interest income through growth of interest-earning assets and expansion
in the net interest spread, we remain committed to increasing noninterest income as a way to improve
profitability and diversify our sources of revenue. Net interest income as a percentage of net interest income plus
noninterest income was 82.4% for the year ended December 31, 2010, compared to 80,6% for the year ended
December 31, 2009.

The following table presents the components of noninterest income for the years ended December 31, 2010 and
2009. All dollar amounts are in thousands:

December 31, December 31, IW)

2010 2009 $ %

Service charges on deposit accounts ................ $ 3,232 $2,156 $1,076 49.9%
Other service charges, commissions and fees ......... 2,920 2,131 789 37.0%
Gain on sale of mortgage loans originated for sale .. ... 2,544 1,521 1,023 67.3%
Gain on sale of other interest earnings assets . ......... 587 364 223 61.3%
Impairment losses on securities available for sale ... ... (206) (185) 21 114%
Income from bank owned life insurance ............. 1,524 1,034 490 47.4%
Otherincome . .........oviemneinnnrnennnnnn 1,091 1,622 531 (32.71)%

Total noninterestincome .................... $11,692 $8,643 $3,049 35.3%




The $3.0 million or 35.3% increase in total non-interest income is attributable to increases in service charges on
deposit accounts, other service charges and fees, and income recognized on the cash surrender value of bank
owned life insurance. The increase in services charges on deposit accounts and other servicés charges is due in
part to a 42.8% increase in average deposits from 2009 to 2010. Income from bank owned life insurance
increased as a result of the increase in the cash surrender value of life insurance contracts, which was positively
impacted by the purchase of $12.0 million in bank owned life insurance during the second quarter of 2010.

Noninterest Expenses

The following table presents the components of noninterest expenses for the years ended December 31, 2010 and
2009. All dollar amounts are in thousands:

Increase (Decrease)

December 31, December 31,
2010 2009 $ %

Salaries and employee benefits ................. $24,819 $15,841 $ 8978 56.7%
Occupancy and equipment ..................... 7,883 5,479 2,404  439%
Amortization of intangible assets ............... 656 532 124 233%
FDIC insurance premiums . .................... 2,652 1,747 905 51.8%
Advertising and promotion .................... 1,087 972 115 11.8%
Dataprocessing ............c.overiuniinennnn.. 2,518 2,050 468 22.8%
Communication . ...........ouiueeneunuennenn. 1,137 709 428  60.4%
Professional servicefees ...................... 2,021 1,155 866 75.0%
Impairment on long-lived assets ................ 920 — 920 n/a
Other operating exXpenses ...................... 5,479 3,242 2,237  69.0%
Restructuring charges .. ....................... 2,920 — 2,920 n/a
Merger related expenses ...................... 2,677 2,080 597  28.7%

Total noninterest expenses ............... $54,769 $33,807 $20,962 62.0%

Salary and employee benefits increased $9.0 million or 56.7%. Salaries increased by $7.0 million while
employee benefits increased by $2.0 million. Salaries and employee benefits directly related to the Tower Bank
Division branches acquired in the Graystone Merger contributed approximately $1.1 million to the increase in
salary and benefit expenses for the first three months of 2010, while the salaries and employee benefits directly
related to the 1N Bank Division branches acquired in the FCEC Merger contributed an additional $2.5 million in
salary and benefit expenses from December 10, 2010 to December 31, 2010. Additionally, we continued to add
additional personnel to our operations, finance, credit, and lending departments to support our growth. During
2010, we adopted a deferred compensation plan for certain executive officers in which we incurred
approximately $368 thousand in additional benefit expenses. We also incurred general merit increases for all
eligible employees between 2009 and 2010.

Occupancy and equipment expense increased $2.4 million or 43.9%. The increase was partially related to the
additional expense attributable to the Tower Bank Division’s branches and 1N Bank Division branches which
contributed $579 thousand and $635 thousand to occupancy and equipment expense, respectively. The remaining
building and equipment expense increase related to the addition of branch offices opened in 2010 and the second
corporate center building which we occupied during the fourth quarter of 2010.

On February 27, 2009, the FDIC announced that it was increasing federal deposit insurance premiums, beginning
the second quarter of 2009, for all well managed, well capitalized banks to a range between 12 and 16 cents per
$100 of insured deposits on an annual basis. At December 31, 2010, the Bank had approximately $1.875 billion
in FDIC-insured deposits compared to $936.8 million at December 31, 2009.

Professional service expenses increased $866 thousand or 75.0% and data processing expense increased $468
thousand or 22.8%. These increases are directly related to increased audit, consulting and legal services, along
with increased data processing costs given the rapid growth in the Bank, between December 31, 2009 and
December 31, 2010.
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The impairment of fixed asset expense relates to undeveloped land that was acquired as part of the Graystone
Merger. The impairment charge was based on a significant change in the fair value of the land between the time
of the Graystone Merger at March 31, 2009 and the date of our evaluation during June 2010. We rev1ewed the
property as of December 31, 2010 and determined no additional impairment had occurred. '

Other operating expenses increased $2.2 million or 69.0%. The portion of the increase that can be attributed
directly to the Tower Bank Division for the first three month of 2010 and the 1N Bank Division since the FCEC
Merger on December 10, 2010 equaled $113 thousands and $273 thousand, respectively. The remaining increase
was primarily due to increases in Pennsylvania bank shares taxes, credit report and appraisal fees, ATM/Debit
fees, Pennsylvania uses/sales tax, and other real estate owned expenses of $614 thousand, $337 thousand, $145
thousand, $57 thousand, and $113 thousand, respectively, offset by decline in other expenses related to the early
retirement of debt of $119 thousand during 2009.

Restructuring charges of $2.9 million included $1.5 million related to the termination of an agreement with
DDMP Advisors LLC, an investment advisory firm in which the Bank maintained a 20% equity interest and $1.4
million related to costs incurred as part of the wind down of the operations of the AHB Division acquired in the
FCEC Merger.

Merger related expenses increased $597 thousand or 28.7% from $2.1 million in 2009 to $2.7 million in 2010.
This increase in expenses was primarily due to additional outside service provider costs, including legal,
consulting and audit services, required to complete the FCEC Merger.

2009 vs. 2008
Noninterest Income

The following table presents the components of noninterest income for the years ended December 31, 2009 and
2008. All dollar amounts are in thousands:

December 31, December 31, !me—(l)ecrease)

2009 2008 $ %
Service charges on deposit accounts ............. $2,156 $ 809 $1,347 166.5%
Other service charges, commissions and fees ...... 2,131 792 1,339 169.1%
Gain on sale of mortgage loans originated for
Sale ... e 1,521 528 993  188.1%
Gain on sale of other interest earnings assets ...... 364 240 124 51.7%
Impairment losses on securities available for sale . . . (185) — (185) n/a
Income from bank owned life insurance .......... 1,034 305 729  239.0%
OtherinCcome .........ooriiiiiinenraennnn.. 1,622 415. 1,207 290.8%
Total noninterestincome ................. $8.,643 $3,089 $5,554 179.8%

As a result of the Graystone Merger, service charges on deposit accounts directly related to the Tower Bank
Division’s branches contributed $1.3 million to the overall change in service charges on deposit accounts. The
majority of the increase in the other service charges, commissions and fees relates to debit card fees and trust
services income which grew by $736 thousand and $424 thousand, respectively, during 2009 when compared to
2008. The increase in gains on sale of mortgage loans is the direct result of increased volume of loans sold into
the secondary market at the Graystone Mortgage, LLC, which has benefited from the increased residential
refinancing that occurred during 2009. The increase in income from bank owned life insurance (“BOLI”) is
partially due to the addition of bank owned life insurance as a result of the Graystone Merger which added $377
thousand. The remaining increase in BOLI income can be attributed to BOLI contracts only held for two full
quarters during 2008 compared to 2009 when the BOLI contracts were outstanding for the entire year. Finally,
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the increase in other income of $1.2 million relates to gains recognized in connection with the satisfaction of
purchased impaired loans of approximately $681 thousand and other miscellaneous items. At the time of the
Graystone Merger, the Bank discounted the carrying value of loans considered impaired to fair value based on
anticipated future cash flow projections. During the fourth quarter of 2009, the Bank realized nearly the full
carrying value of two purchased impaired loans due to a refinancing with a third party institution and a sale of
collateral by the borrower in an amount to satisfy their obligation with the Bank.

Noninterest Expenses

The following table presents the components of noninterest expenses for the years December 31, 2009 and 2008.
All dollar amounts are in thousands:

December 31, December 31, —Increase (Decrease)
2009 2008 $ %

Salaries and employee benefits ................ $15,841 $ 8,100 $ 7,741 95.6%
Occupancy and equipment .................... 5,479 2,356 3,123 132.6%

Amortization of intangible assets .............. 532 — 532 n/a
FDIC insurance premiums .................... 1,747 278 1,469  528.4%
Advertising and promotion ................... 972 369 603 163.4%
Dataprocessing ............cccoviiiiiiia... 2,050 654 1,396  213.5%
Communication ...............oviuuuunenn.. 709 249 460 184.7%
Professional service fees ..................... 1,155 518 637 123.0%
Other operating eXpenses .. ................... 3,242 1,279 1,963 153.5%

Merger related expenses . .................... 2,080 — 2,080 n/a
Total noninterest expenses .............. $33,807 $13,803 $20,004 144.9%

Salary and employee benefits increased $7.7 million or 95.6%. Salaries increased by $6.4 million while
employee benefits increased by $1.3 million. As a result of the Graystone Merger, salaries and employee benefits
directly related to Tower Bank Division’s branches for 2009 contributed approximately $2.8 million to the
increase in salary and benefit expenses. The remaining increased level of salary expense was driven by personnel
costs in connection with the opening of 5 branches throughout Central Pennsylvania during the second half of
2008 and 2009. In addition, we continued to add experienced commercial lending personnel and deepen the back
office operations staffing to support growth. We also incurred general merit increases for all eligible employees
during March 2009.

Occupancy and equipment expense increased $3.1 million or 132.6%. The increase was partially related to the
additional expense attributable to the Tower Bank Division’s branches which contributed $1.3 million to
occupancy and equipment expense. The remaining building and equipment expense.increase related to the
additional branch offices opened and the lease of the corporate operations center office space during the third
quarter of 2009.

The amortization of intangible assets relates to the amortization of the core deposit intangible asset recognized as
aresult of the Graystone Merger.

The FDIC imposed a special assessment on all FDIC-insured banks based on total assets and Tier 1 capital as of
June 30, 2009. FDIC-insured institutions that were subject to the special assessment accrued the liability in their
second quarter results (i.e. the quarter ending June 30, 2009 for calendar year end companies). The Bank
expensed $580 thousand for the special FDIC assessment during 2009. The FDIC had and continues to have the
authority to impose additional emergency assessments on all FDIC-insured banks if it estimates the reserve ratio
of the Deposit Insurance Fund will fall to a level that it believes would adversely affect public confidence or a
level which would be close to zero or negative at the end of a calendar quarter. At this time, we cannot estimate
the probability of this event; however, any additional FDIC assessment and/or premium would be adverse to
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future earnings. This special assessment accounts for a portion of the change in the FDIC insurance premiums
expense for 2009 compared to 2008 with the remaining increase due to increases in regular quarterly premiums
and growth on our FDIC-insured deposits. On February 27, 2009, the FDIC announced that it was increasing
federal deposit insurance premiums, beginning the second quarter of 2009, for all well managed, well capitalized
banks to a range between 12 and 16 cents per $100 of insured deposits on an annual basis. At December 31,
2009, the Bank had approximately $936.9 million in FDIC-insured deposits.

Data processing expense increased $1.4 million or 213.5%. This increase is directly related to increased data
processing costs given the rapid growth in the Bank between December 31, 2008 and December 31, 2009.

Other operating expenses increased $2.0 million or 153.5%. The portion of the increase that can be attributed
directly to the Tower Bank Division’s branches equaled $359 thousand for 2009. The remaining increase was
primarily due to increases in supplies, directors’ fees, travel expenses, other state taxes and fees, and debt
extinguishment charges of $290 thousand, $288 thousand, $237 thousand, $252 thousand and $119 thousand,
respectively. The debt extinguishment charge relates to the debt fair value discount recognized on the FHLB
borrowings obtained through the Graystone Merger that had subsequently been paid-off during the second
quarter of 2009. Additionally, we recognized $158 thousand of expenses and losses related to the maintenance
and sales of properties classified as other real estate owned compared to no such related expenses in 2008.

The merger related expenses recognized during 2009 consist of $1.8 million associated with the Graystone
Merger and $244 thousand associated with the FCEC Merger. We recognized no merger related expenses during
2008 as the prevailing accounting literature permitted the deferral and capitalization of these expenses. During
2009, the authoritative accounting literature changed, requiring that all expenses incurred in association with
merger and acquisition related activities be expensed as incurred.

Income Taxes

Income tax expense was $1.2 million, $1.8 million, and $333 thousand for the years ended December 31, 2010,
2009 and 2008, respectively. The effective tax rate for the year ended December 31, 2010 was 48.1%. The
effective tax rate was negatively impacted by non-deductible expenses incurred as a result of the FCEC Merger
and the increase in the deferred tax asset valuation allowance to recognize our expected inability to offset the
capital loss generated by the write-off of our investment in DDMP Advisors, LLC with future capital gains. The
effective tax rate was 33.0% for the year ended December 31, 2009. The statutory tax rate was 34% for 2010,
2009 and 2008.

For additional information regarding income taxes, see Note 14, “Income Taxes”, in the Notes to Consolidated
Financial Statements.

FINANCIAL CONDITION
Total Assets

Total assets increased by $1.276 billion, or 86.8%, to $2.747 billion at December 31, 2010 as compared to $1.471
billion at December 31, 2009. The increase includes $1.137 billion of assets received in connection with the
FCEC Merger on December 10, 2010. Excluding the assets acquired in the FCEC Merger, the total assets grew
by approximately $198.4 million or 13.5% between December 31, 2009 and December 31, 2010.

Loans

Our total gross loans grew by $1.073 billion, or 93.6%, to $2.219 billion at December 31, 2010. The increase
includes $890.5 million of loans acquired as part of the FCEC Merger on December 10, 2010. Excluding the fair
value of loans acquired in the FCEC Merger, gross loans grew by approximately $181.9 million or 15.7% since
December 31, 2009. Loans are divided into two portfolios, loans held as investment and loans held for sale.
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Loans held as investment

Total gross loans held as investment increased by $934.0 million or 82.1% during 2010. The increase includes
$715.0 million acquired as part of the FCEC Merger. Excluding the loans acquired, gross loans held as
investment grew $218.7 million or 19.2%. This increase in gross loans includes new loan originations and loan
participations totaling $355.0 million. These increases were partially offset by a net decrease in existing loan
balances of $147.0 million and the elimination of the First Chester loan of $26.0 million on the date of
acquisition. We believe that there continues to be strong demand for commercial and consumer loans to credit
qualified businesses and individuals within the Bank’s market areas, which we anticipate will result in continued
loan growth during 2011.

The table below is the detail of the loans, held as investment balances, net of unearned income and allowance for
loan losses, for the past five years.

At December 31,
2010 2009 2008 2007 2006
(dollars in thousands)

Commercial
Industrial ............................. $ 921,603 $ 599,708 $367,107 $274,320 $131,313
Realestate ........................... 441,532 159,947 64,301 38,263 19,498
Construction . .............coveuneon... 179,983 102,018 77,336 44,297 9,234
Consumer
Home equityline ...................... 196,498 49,239 27,906 14,815 11,585
Other .......... .. .. .. .. 52,412 36,271 26,178 16,400 664
Residential mortgages ...................... 280,154 191,277 5,124 1,857 220
TotalLoans .......................... 2,072,182 1,138,460 567,952 389,952 172,514
Deferred costs (fees) . ............ .. ... . ... 62 (189) (229) 24) 5
Allowance for loanlosses ................... (14,053) (9,695) (6,017) (4,148) (2,156)
NetLoans ........................... $2,058,191 $1,128,576 $561,706 $385,780 $170,363 )

The commercial loan portfolio continues to be the largest component of loan portfolio, representing 74.5% and
75.7% of total loans at December 31, 2010 and 2009, respectively. In addition, the Bank has $216.9 million in
loan participations without recourse sold to unaffiliated banks through December 31, 2010, where the Bank
maintains the servicing rights with these relationships. In total, the Bank is participating in 44 loans purchased
from unaffiliated banks, totaling $42.1 million as of December 31, 2010. The borrowers on these loans are
in-market customers. The Bank has not experienced any losses due to nonperformance of purchased loan
participations. Additionally, we have not participated in any shared national credit programs and we do not have
any shared national credits in the loan portfolio. We expect to recognize continued loan growth as we focus on
serving the credit needs of the market areas, while exercising prudent underwriting standards considering the
economic uncertainties that are expected to continue. However, due to continued uncertain economic conditions
resulting in lower levels of loan demand, loan growth may be slower than historically experienced.

Loans, held for sale

Loans originated and intended for sale in the secondary market are primarily residential mortgage loans
originated through the Bank’s residential mortgage company subsidiaries, Graystone Mortgage, LLC and the
acquired AHB Division. Loans held for sale increased $139.3 million from $8.0 million at December 31, 2009 to
$147.3 million at December 31, 2010. The increase is primarily the result of the loans acquired from the AHB
Division. Excluding loans from the AHB Division, total loans held for sale increased $2.4 million or 30.5%. The
balance of loans held for sale is expected to decrease over the year as we wind down the operations of the AHB
Division.
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The following is a summary of the lending activities based on the Bank’s current loan portfolio

Lending Activities

The Bank’s principal lending activity has been the origination of business and commercial real estate loans,
commercial and industrial loans, and personal consumer loans to customers located within the primary market
areas. The Bank generally releases the servicing rights on residential mortgage loans that it sells which results in
additional gains on sale. The Bank also originates and retains various types of home equity and consumer loan
products in its loan portfolio.

Commercial Lending

The Bank’s commercial loan portfolio includes business term loans and lines of credit issued to small and
medium size companies in the market areas, some of which are secured in part by additional owner occupied real
estate. Additionally, the Bank makes secured and unsecured commercial loans and extends lines of credit for the
purpose of financing equipment purchases, inventory, business expansion, working capital, and other general
business purposes. The terms of these loans generally range from less than 1 year to 7 years with a maximum
interest rate term to not exceed 10 years and amortization periods not to exceed 25 years, carrying a fixed interest
rate or a variable interest rate indexed to LIBOR or prime rate. It is the Bank’s standard practice to issue lines of
credit due on demand, accruing interest at a variable interest rate indexed to either LIBOR or prime rate.

The Bank originates commercial real estate loans secured predominantly by first liens on apartment complexes,
office buildings, lodging facilities and industrial and warehouse properties. The maximum term that the Bank
offers for commercial real estate loans is generally not more than 10 years, with a payment schedule based on not
more than a 25-year amortization schedule and a maximum loan-to-value of 80%. The current policy with regard
to these loans is to minimize the risk by emphasizing diversification of these property types.

Additionally, the Bank offers construction and land development financing secured by the corresponding real
estate and other collateral as necessary to meet the underwriting standards. Terms for construction and land
development financing vary based on the depth of the project usually requiring a maximum loan-to-value ratio of
65% to 80% and a term typically ranging from 12 to 36 months. The construction/development loan application
process includes the same criteria which are required for the permanent commercial mortgage loans, as well as a
submission of completed plans, specifications, and cost estimates related to the proposed construction. The Bank
uses these items in addition to an independent outside appraisal ordered from our approved appraisal list to
determine the value of the subject property. The appraisal is an important component because construction loans
involve additional risks related to advancing loan funds upon the security of the project under construction,
which is of uncertain value prior to the completion of construction and subsequent pro-forma lease-up.
Additional underwriting considerations for these projects include but are not limited to, market analysis, the
borrower’s debt service capacity during the project, environmental evaluations, and pre-sale activity.

Residential Real Estate Lending

The majority of the residential mortgage loans on our balance sheet have been acquired through the Graystone
Merger and the FCEC Merger. The Bank originates mortgage loans through its subsidiary, Graystone Mortgage,
LLC (“Mortgage Company”) and the acquired AHB Division, to enable the Bank’s customers to finance
residential real estate, both owner occupied and non-owner occupied, in the primary market areas. The Bank
generally offers traditional fixed-rate and adjustable-rate mortgage (“ARM”) products, with monthly payment
options, that have maturities up to 30 years, and maximum loan amounts generally up to $750 thousand.

The Mortgage Company and AHB Division generally sell newly originated conventional 15 to 30 year fixed-rate
loans as well as FHA and VA loans in the secondary market to wholesale lenders. The LTV requirements for

residential real estate loans vary depending on the secondary market investor. Loans with LTVs in excess of 80%
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are required to carry private mortgage insurance. The Mortgage Company and AHB Division generally originate
loans that meet accepted secondary market underwriting standards.

Home Equity Lending

The Bank offers fixed-rate, fixed-term, monthly home equity loans, and prime-based home equity lines of credit
("HELOCs?) in the Bank’s market areas. The Bank offers both fixed-rate and floating-rate home equity products
in amounts up to 85% of the appraised value of the property (including the first mortgage) with a maximum loan
amount generally up to $1 million. The Bank offers monthly fixed-rate home equity loans and HELOCs with
repayment terms generally up to 15 years. The minimum line of credit is $10 thousand and the maximum
generally up to $1 million with exceptions as approved.

Consumer Loans

The Bank offers a variety of fixed-rate installment and variable rate line-of-credit consumer loans, including
direct automobile loans as well as personal secured and unsecured loans. Terms of these loans range from

6 months to 72 months and generally do not exceed $50 thousand. Secured loans are collateralized by vehicles,
savings accounts, or certificates of deposit.

Securities Available for Sale

The following table presents the amortized cost and fair value of investment securities for the past three years.

December 31, 2010 December 31, 2009 December 31, 2008
(dollars in thousands)
Amortized Fair Amortized Fair Amortized Fair
Cost Value Cost Value Cost Value
Equity securities . . .................... $ 195 $ 195 $ 1,156 $ 1,132 $§ — $ —
U.S Treasury securities ................ 5,000 5,002 — — — —
U.S Government sponsored agency
SECUrities .............vvuiuninn... . 7,771 7,780 56,437 56,384 18,402 18,605 °
U.S. Government sponsored agency
mortgage-backed securities ........... 10,787 10,754 9,109 9,116 — —
U.S. Government sponsored agency
collateralized mortgage obligations . . . . . 48,018 48,587 93,058 92,485 — —
Municipal bonds ..................... 10,641 10,654 7,093 7,188 1,279 1,299
Municipal bonds - taxable .............. 10,341 10,014 12,917 12,910 — —
SBA pool loan investments ............. 9,557 9,709 10,710 10,638 — —

Total securities available for sale ... $102,310 $102,695 $190,480 $189,853 $19,681 $19,904

At December 31, 2010, total available for sale securities were $102.7 million, a decrease of $87.2 million from
total available for sale securities of $189.9 million at December 31, 2009. As a result of the FCEC Merger, we
acquired available for sale securities with a fair value balance of $44.7 million. These securities included $44.5
million of debt securities and $169 thousand of equities, with the equities consisting of investments in other
financial institutions. Upon completion of the FCEC Merger, we sold a majority of the securities to realign the
holdings with our overall investment strategy and investment policies.

We recorded the sale, maturity or call of securities valued at approximately $167.5 million from the investment
portfolio resulting in a net gain on sale of securities of $578 thousand for the year ended December 31, 2010.
During 2010, we identified equity securities with unrealized losses that were deemed to be other than temporary
in nature and, as a result recognized an impairment charge of $206 thousand.
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Bank-owned Life Insurance

At December 31, 2010, the total cash surrender value of the bank-owned life insurance (“BOLI”) was

$39.7 million. We purchased an additional $12.0 million of BOLI during the second quarter of 2010 and acquired
$1.5 million as a result of the FCEC Merger. The BOLI was purchased as a means to offset a portion of current
and future employee benefit costs. The Bank’s deposits and proceeds from the sale of investment securities were
used to fund the BOLI Earnings from the BOLI are recognized as other income and are treated as tax-exempt
earnings. The BOLI is profitable from the appreciation of the cash surrender value of the pool of insurance, and
its tax advantage.

Deposits

Total deposits at December 31, 2010 were $2.3 billion, an increase of $1.1 billion from total deposits of

$1.2 billion at December 31, 2009. The increase includes $987.3 million of deposits assumed as part of the FCEC
Merger. Excluding the deposits assumed in the FCEC Merger, the total deposits grew by approximately $96.2
million or 7.9% between December 31, 2009 and December 31, 2010.

The table below displays the increases in deposits by type at December 31, 2010 as compared to December 31,

20009.
December 30, 2010 December 31, 2009 Increase/Decrease
Amount % Amount % Amount %
Non-interest bearing transaction accounts . . . . . $ 301,210 13.1%9$ 119,116 9.8%$% 182,094 152.9%
Interest checking accounts ................. 305,701 13.3% 110,356 9.1% 195,345 177.0%
Money market accounts . .................. 651,760 283% 477,292 392% 174,468 36.6%
Savings accounts .............c....oa.. 160,305 7.0% 87,117 71% 73,188  84.0%
Time deposits of $100,000 or greater ........ 354,028 154% 130,938 10.8% 223,090 170.4%
Time deposits, other ...................... 526,894 229% 291,650 24.0% 235244 80.7%
Total deposits ...................... $2,299,898 100.0% $1,216,469 100.0% $1,083,429 89.1%

The Bank continues to manage the size, mix, and cost of the deposit portfolio with the goal of lowering current
deposit costs and positioning the cost of the portfolio in the future. In-market non-maturity deposits have
increased by $579.2 million between December 31, 2009 and December 31, 2010. In-market time deposits
increased $406.5 million between December 31, 2009 and December 31, 2010. Excluding those deposits
assumed in the FCEC Merger, in-market non-maturity deposits and in-market time deposit increased $28.0
million and $7.1 million, respectively. We realized a decrease of 60 basis points in the weighted average rate of
in-market deposits between December 31, 2009 and December 31, 2010.

The Bank uses various brokered deposit products as tools to manage deposit costs, interest raté risk, and the mix
of deposits. The In-market non-maturity deposit accounts include $69.0 million and $23.1 million of brokered
deposits at December 31, 2010 and 2009, respectively. The brokered money market products are indexed to the
one-month LIBOR and provide an effective funding source for LIBOR-indexed lending. The time deposits
include $125.4 million and $38.0 million of brokered certificates of deposit at December 31, 2010 and 2009,
respectively. The increase in brokered certificates of deposits includes $43.6 million that were acquired as part of
the FCEC Merger. The total brokered time deposits include reciprocal brokered time deposits of $49.9 million
and $15.1 million at December 31, 2010 and 2009, respectively. Reciprocal brokered time deposits are deposits
that have been placed into a deposit placement service which allows us to place our customers’ funds in FDIC-
insured time deposits at other banks and at the same time, receive an equal sum of funds from customers of other
banks within the deposit placement service. Overall, total brokered deposits increased to $194.4 million or
approximately 8.5 % of the total deposits at December 31, 2010 as compared to $61.1 million or 5.0% of total
deposits at December 31, 2009. Total brokered deposits, exclusive of reciprocal deposits, represented 6.3% and
3.8% of total deposits at December 31, 2010 and 2009, respectively. Though brokered deposits exclusive of
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reciprocal deposits are currently less than 10.0% of total deposit, any significant unforeseen changes to the
deposit portfolio could cause the brokered deposits to exceed 10.0%, exposing us to additional FDIC assessment
fees. :

Money market deposits at December 31, 2010 increased by $174.5 million or 36.6% from December 31, 2009 as
aresult of an increase in in-market growth of $15.7 million, brokered money market deposits of $47.8 million
and accounts assumed in the FCEC Merger of $110.9 million. Time deposit balances at December 31, 2010
increased by $458.3 million or 108.5% from December 31, 2009. This net increase reflected $436.1 million
assumed in the FCEC Merger, an increase of $43.8 million of out-of-market brokered deposits, and an increase
of $7.1 million of in-market time deposit in the Bank’s portfolio. We realized a decrease of 60 basis points in the
weighted average rate of time deposits between December 31, 2009 and December 31, 2010. Time deposits
represent 38.3% of total deposits at December 31, 2010 compared to 34.8% of total deposits at December 31,
2009.

During 2010, the Bank reduced the interest rate paid on certain savings products to better align the pricing
strategies of non-maturity deposit products. As a result of the pricing changes, a portion of the balances in the
savings product shifted to the money market products.

The following table presents the maturity of time deposits in denominations of $100 thousand or greater as of
December 31, 2010.

December 31, 2010
(dollars in thousands)
Lessthanthreemonths . ...................... $ 71,294
Over three months to six months ............... 56,157
Over six months to twelvemonths .. ............ 57,376
Overtwelvemonths ......................... 169,201
Total ....... ... ... ... ... ... ... ... $354,028

The average balances and weighted average rates paid on deposits for the years ended December 31, 2010, 2009
and 2008 are presented in the table below:

December 31, 2010 December 31, 2009 December 31, 2008
(dollars in thousands)
Average Average Average Average  Average Average
Balance Rate Balance Rate Balance Rate
Non-interest bearing transaction accounts .... $ 128360 N/A $ 83,362 N/A $ 32,610 N/A
Interest checking accounts ................ 127,291  0.39% 71,722  0.55% 23,415 131%
Money market accounts . ................. 567,296 1.25% 341,585° 1.73% 77,364  2.63%
Savingsaccounts ........................ 84,528  0.49% 90,691  1.50% 29,259  2.82%
Time deposits, other ..................... 453,069 2.22% 365,623 2.82% 276,821 4.31%
Total ............................. $1,360,544  1.33% $952,983 1.88% $439,469 3.44%

As reflected above, we have decreased the average rate on the total deposits by 55 basis points between the 2009
and 2010. Although we operate in a very competitive environment for deposits, we have been able to grow the
deposits from an average of $953.0 million to $1.4 billion between December 31, 2009 and December 31, 2010
as a result of both organic and acquisition-related growth.
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Short-Term Borrowings and Long-Term Debt

As of or for the Year ended

December 31,
(dollars in thousands)
2010 2009 2008

Period-end balance:
Federal Home Loan Bank borrowings (1) ..........covitiniveneneenn.n. $103,702 $59,251 $39,000
Securities sold under agreement of repurchase ........................... 6,605 6,892 8,384
Lines of credit . . ... e e — — 4,614
Subordinated NOES . . . ... oottt e e 21,000 9,000 —
Federal funds purchased ... ... ... .. .. .. — — —
Capital lease obligation . .............ouiiiiiiieii it 2,685 2,729 —
Junior subordinated debentures (1) ......... ... ... . ... i 15,452 — —

Total borrowings . .......... ... ... i $149,444 $77,872 $51,998
Maximum balance at any month end:
Federal Home Loan Bank borrowings . ............c..covoiinnennano... $103,702 $60,914 $39,000
Securities sold under agreement of repurchase ................ ... ... ... 7,102 9,698 33,575
Lines Of Credit . .. oot e e e — 11,064 4,614
Subordinated NOES . . .. ... i e 21,000 9,000 —
Federal funds purchased . ......... ... .. i — — —
Capital lease obligation ......... ...ttt 2,729 2,729 —
Junior subordinated NOLES . . .. ...ttt e 15,452 — —
Average balance for the year ended:
Federal Home Loan Bank borrowings . ...............coiiiiiinennna... $ 57,366 $52,823 $26,075
Securities sold under agreement of repurchase .................. .. ... .... 5,483 7,486 20,123
Lines of credit . .. ..ottt e — 2,879 4.507
Subordinated notes . ........ ... e e e . 19,586 4,875 —
Federal fundspurchased . ........... .. ... i 64 120 451
Capital lease obligation .............. . oot 2,704 227 —
Junior subordinated debentures . ........... ... 889 — —
Weighted average interest rate for the year ended:
Federal Home Loan Bank borrowings ............. .. ... ... ... ... 388% 380% 3.17%
Securities sold under agreement of repurchase ............... ... ... ..... 051% 052%  1.70%
Lines of credit . . ... .ot e — 7.61%  4.62%
Subordinated NOtES . . ..o\t e 9.23% 9.52% —
Federal funds purchased . ........ .. ... . i i i .1.00% 1.66%  2.35%
Capital lease obligation ........... ... . i 8.99%  4.84% —
Junior subordinated debentures . ........ ... ... . . 9.22% — —

(1) The balance of Federal Home Loan Bank (FHLB) borrowings and junior subordinated debentures includes
the fair value mark on borrowing acquired as part of the Graystone Merger and the FCEC Merger. The fair value
mark on the FHLB borrowing as of December 31, 2010 and 2009 was $(383) thousand and $94 thousand,
respectively. The fair value mark on the junior subordinated debentures as of December 31, 2010 was $(5.3)

million.

Short-term borrowings increased by $49.7 million to $55.0 million at December 31, 2010 from $5.3 million at
December 31, 2009. The increase in short-term borrowings was due to an advance of $50.0 million from the
FHLB and the reclassification of FHLB advances from long-term debt to short-term borrowings of $5.0 million
offset by the maturity of FHLB advances of $5.3 million during the third quarter of 2010. The advance of $50.0
million from FHLB was used to repay the FHLB advance assumed as part of the FCEC Merger. This advance
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SR was scheduled to mature in January 2011. At December 31, 2009 and December 31, 2010, short-term borrowings
consisted of advances from the Federal Home Loan Bank of Pittsburgh and current obligations under capital
leases. Advances from the Federal Home Loan Bank of Pittsburgh totaled $55.0 million and-$5.3 million as of
December 31, 2010 and 2009, respectively. The current obligation under capital leases was $39 thousand and $42
thousand as of December 31, 2010 and 2009, respectively.

Long-term debt increased by $22.1 million to $87.8 million at December 31, 2010 compared to $65.7 million at
December 31, 2009. The increase in long-term debt was caused by the issuance of $12.0 million in subordinated
debt during February 2010, and long-term debt assumed as part of the FCEC Merger of $15.5 million offset by
the reclassification of FHLB Advances to short-term borrowings. Debt assumed as part of the FCEC Merger
consists of junior subordinated debentures held by unconsolidated trust entities of $20.8 million, offset by a
purchase discount of $5.3 million. At December 31, 2010, long-term debt consisted of $48.7 million in advances
from the FHLB that had a maturity of greater than one year, $21.0 million of subordinated debt, $15.5 million of
junior subordinated debentures held in trusts and $2.6 million in obligations under capital leases. The total
average rate incurred on borrowings and securities sold under agreement to repurchase during the 2010 was
4.76% compared to an average rate of 3.62% during 2009.

Contractual Obligations and Other Commitments

The following table indicates certain of the funding obligations by time remaining until maturity as of
December 31, 2010 as follows:

(dollars in thousands)
Less than Over 1 to Over 3 to Over 5
1 year 3 years 5 years years Total

Timedeposits .......... ..., $ 418926 $258,152 $186,079 $ 13,013 $ 876,170
Securities sold under agreement to repurchase . . . 6,605 — — 6,605
FHLB borrowings ..................c.c..... 55,000 5,000 — 44,085 104,085
Subordinateddebt . ......................... — 9,000 12,000 — 21,000
Commitments to grant loans (1) ............... 58,969 — — — 58,969
Unfunded commitments on lines of credit (1) .. .. 399,647 — — — 399,647
Lettersofcredit (1) . ............. .. .. .. ..... 58,200 — — — 58,200
Junior subordinated debt .................... —_ — — 20,795 20,795
Operating leases .................c.cououon.. 3,835 7,804 6,570 21,109 39,318
Capital leases ................. ..., 279 587 620 3,798 5,284

Total contractual obligations . . .......... $1,001,461 $280,543 $205,269 $102,800 $1,590,073

(1) - We do not expect all of the commitments and letters of credit to be fully funded. The total commitment
amount related to these contractual obligations does not necessarily represent to the future ‘cash requirements.

Stockholders’ Equity

Total stockholders’ equity increased $92.7 million or 56.6%, from $163.9 million at December 31, 2009 to
$256.6 million at December 31, 2010. The increase was due to equity received in the FCEC Merger of $49.8
million, and a common stock offering in which we received net proceeds of $48.1 million offset by increases in
the accumulated deficit of $6.8 million. The increase of $49.8 million related to the FCEC Merger included the
addition of approximately $45.1 million in net assets and $4.7 million of goodwill. We contributed $21.0 million
in additional capital to the Bank out of the net proceeds received from a common stock offering and issuance of
subordinated debt. The remaining net proceeds were used to pay other operating expenses. The increase in
accumulated comprehensive income is attributed to the unrealized gains on available for sales securities. The
increase in the accumulated deficit is due to the declaration of dividends of $8.0 million offset by the net income
of $1.2 million.
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Regulatory Capital

We are subject to various regulatory capital requirements administered by banking regulators. Failure to meet
minimum capital requirements can initiate certain actions by regulators that could have a material effect on the
consolidated financial statements. The regulations require that banks maintain minimum amounts and ratios of
total and Tier I capital (as defined in the regulations) to risk weighted assets (as defined), and Tier I capital to
average assets (as defined). As of December 31, 2010, we met the minimum requirements. In addition, our
capital ratios exceeded the amounts required to be considered “well capitalized” as defined in the regulations.

On June 12, 2009, we issued, to private investors, $9 million of subordinated notes bearing an annual interest rate
of 9.00%. On February 5, 2010, we issued an additional $12.0 million in subordinated notes bearing annual
interest of 9.00%. Each note may be redeemed at our discretion and contains a maturity date of July 1, 2014. We
contributed the net proceeds of $17.0 million from the sale of the notes to the Bank, as Tier 1 capital to support
the Bank’s continued growth, including ongoing lending activities in its local markets. The Notes are intended to
qualify as Tier 2 capital for regulatory purposes, to the extent permitted. In accordance with applicable regulatory
treatment one-fifth of the original principal amount of the Notes will be excluded each year from Tier 2 capital
during the last five years prior to maturity.

The following table summarizes the Bank and the Company’s regulatory capital ratios in comparison to
regulatory requirements:

December 31, December 31, Minimum Capital

2010 2009 Adequacy
Graystone Tower Bank
Total Capital (to Risk Weighted Assets) . ............. ... ..... 11.79% 14.43% 8.00%
Tier I Capital (to Risk Weighted Assets) ..................... 11.10% 13.58% 4.00%
Tier I Capital (to Average Total Assets) . ..................... 12.57% 11.13% 4.00%
December 31, December 31, Minimum Capital
2010 2009 Adequacy
Tower Bancorp, Inc.
Total Capital (to Risk Weighted Assets) ...... e 13.24% 14.53% 8.00%
Tier I Capital (to Risk Weighted Assets) ..................... 11.83% 13.05% 4.00%
Tier I Capital (to Average Total Assets) ...................... 13.45% 10.70% 4.00%

The Bank is subject to certain restrictions on the amount of dividends that it may declare due to regulatory
considerations. The Pennsylvania Banking Code provides that cash dividends may be declared and paid only out
of accumulated net earnings. As a result of the merger and acquisition, $37.9 million of accumulated earnings
related to the pre-merger retained earnings of First National Bank of Greencastle and $21.8 million of
accumulated earnings related to the pre-merger retained earnings of First National Bank of Chester County, were
transferred and reclassified into additional paid-in capital of the Bank. Based on approval received from the
Pennsylvania Department of Banking, these amounts are available for cash dividends and may be declared and
paid in future periods. During 2010, we declared dividends of $1.12 per share which totaled $8.0 million.

During the second quarter of 2009, the Board of Directors approved a Dividend Reinvestment and Stock
Purchase Plan (“Plan”) to provide the shareholders with the opportunity to use cash dividends, as well as optional
cash payments up to $50 thousand per quarter, to purchase additional shares of the our common stock. We have
reserved 1,000,000 shares of common stock, no par value, for issuance under the Plan. At our discretion, shares
may be purchased under the Plan directly from us or in open market purchases from others by the plan agent. The
purchase price for shares purchased from us with reinvested dividends is 95% of the fair market value of the
common stock on the investment date. The purchase price for shares purchased with voluntary cash payments or
any open market purchases is 100% of the fair market value of the common stock on the investment date. During
2010, approximately $717 thousand in capital has been raised under the Plan. Since the Plan’s inception, the Plan
has raised approximately $1.1 million.
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Also during the second quarter of 2009, the Board of Directors and shareholders approved an Employee Stock
Purchase Plan (“Employee Plan”) to provide the our employees with the opportunity to purchase shares of our
common stock directly. The purchase price for shares purchased under the Employee Plan is 95% of the fair
market value of the common stock on the purchase date. During 2010, approximately $142 thousand in capital
has been raised under the Employee Plan. Since the Employee Plan’s inception, the Employee Plan has raised
approximately $207 thousand.

In connection with the Emergency Economic Stabilization Act of 2009 and the Troubled Asset Recovery
Program (TARP), the U.S. Department of the Treasury (UST) has initiated a Capital Purchase Program. Through
this program, qualifying financial institutions are eligible to participate in the sale of senior preferred stock to the
UST in an amount not less than 1% of total risk-weighted assets and not more than 3% of total risk-weighted
assets. The senior preferred stock will pay cumulative dividends at a rate of 5% per year for the first five years
and 9% thereafter. The UST would also receive warrants to purchase a number of shares of common stock of the
financial institution having an aggregate market value equal to 15% of the senior preferred stock on the date of
the investment, subject to certain reductions.

In January 2009, Graystone received preliminary approval from the U.S. Treasury Department for the placement
of up to $17.3 million in senior preferred stock. In March 2009, Graystone announced that it would not be
participating in the U.S. Treasury Department’s Troubled Asset Relief Program Capital Purchase Program.
Tower Bancorp, Inc. did not apply to participate in the Capital Purchase Program.
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Quarterly Consolidated Results of Operations
(in thousands, except share and per share data)

(unaudited)
Three Months Ended
Dec. 31, Sept. 30, June 30, Mar. 31,

For the Year 2010
INtEreSt INCOIME . - o v e e e et e e e e e e e e et e $ 21,870 $ 18,896 $ 18,482 $ 17,575
INErest EXPenSe . ..o .veven it 5,524 5,525 5,579 5,526
Netinterestincome ...............covieiieennnn.. 16,346 13,371 12,903 12,049
Provision forloanlosses .........c.ciiiiiiiiiiinn. 4,100 1,600 1,900 1,450
Noninterest iNCOIME . . . . oottt et e e e e i eeinnann 4,254 3,011 2,423 2,004
Noninterest EXpenses . . .. ..ovvveuenraninren... 22,215 10,983 11,737 9,834
Income before incometaxes ....................... (5,715) 3,799 1,689 2,769
Income tax €Xpense ... ..., (1,424) 1,275 508 864
Net income including noncontrolling interest . . .. ... .. $ 4291 $ 2524 $ 1,181 $ 1,905
Less: income from noncontrolling interest ............. 135 22 4 —
NetINCOME .. .. .oo o i $ @4,426) $ 2,502 $ 1,177 $ 1,905
Net income per common share

BaSiC « vttt e $ (0.53) $ 035 $ 017 $ 0.27

Diluted . ... i e (0.53) 0.35 0.17 0.27

Dividendsdeclared ............... ... .. ....... 0.28 0.28 0.28 0.28
Weighted average common shares outstanding

BasiC .ot e 8,026,746 7,144,685 7,133,681 7,125,253

Diluted . ...t e 8,026,746 7,144,721 7,137,256 7,130,335
For the Year 2009
INLEIESEINCOME .« . v v it et e e e e e e e e et e $ 16576 $ 15,724 $ 15,660 $ 8,423
Interest eXpense ... .......c.ovevrinan.n. e 5,312 5,520 5,547 . 4,049
Net interestincome ................. . ciiienu.. 11,264 10,204 10,113 4,374
Provision forloanlosses ........ ..., 1,400 800 650 2,366
Noninterest iNCOME . . . ..ttt iiieeinns 3,168 1,810 2,717 948
NONINterest EXPenses . . ..o vvvvvv i inrnearineen.s 9,719 8,694 9,626 5,768
Income before incometaxes ....................... 3,313 2,520 2,554 2,812)
INCOME taX EXPEISE « . v v v v vveee et 1,252 820 690 (933)
Net income including noncontrolling interest . . ....... $ 2,061 $ 1,700 $ 1,864 $ (1,879)
Less: income from noncontrolling interest ............. 5 — T 26 6
NetIncome ........... ...t $ 2,056 $ 1,700 $ 1,838 $ (1,885)
Net income per common share

BasiC ... $ 029 §$ 030 $ 036 $ 0.68)

Diluted . ... e 0.29 0.30 0.36 (0.68)

Dividendsdeclared ............... ... . ... .... 0.28 0.28 0.28 —
Weighted average common shares outstanding

Basic ... . 7,114,900 5,638,851 5,058,119 2,765,717

Diluted .................... IR T 7,115386 5,652,292 5,065,180 2,765,717
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CRITICAL ACCOUNTING POLICIES

The following is a summary of those accounting policies that we consider to be most important to the portrayal
of our financial condition and results of operations, as they require our judgment as a result of the need to make
estimates about the effect of matters that are inherently uncertain.

Allowance for loan losses

The Bank accounts for the credit risk associated with its lending activities through the adjusted allowance for
loan losses. The adjusted allowance for loan losses is a Non-GAAP measure that consists of the allowance for
loan losses and the credit risk fair value adjustment. The allowance for loan losses represents the estimate of
losses inherent in the existing loan portfolio. The credit risk fair value adjustment represents the estimated fair
value of cash flows for loan purchased as part of merger and acquisitions. The provision for loan losses is the
periodic charge to earnings, which is necessary to adjust the allowance for loan losses to its proper balance. The
Bank assesses the adequacy of its allowance through a methodology that consists of the following:

* Identifying loans that require individual review. In general, these consist of large balance commercial
loans and commercial mortgages that are rated less than “satisfactory” based upon the Bank’s internal
credit-rating process.

* Assessing whether the loans identified for review are “impaired”. That is, whether it is probable that all
amounts will not be collected according to the contractual terms of the loan agreement.

* For loans reviewed, calculating the estimated fair value, using observable market prices, discounted
cash flows or the value of the underlying collateral.

* Classifying all non-impaired large balance loans based on credit risk ratings and allocating an
allowance for loan losses based on appropriate factors, including recent loss history for similar loans.

* Identifying all smaller balance homogeneous loans for evaluation collectively. In general, these loans
include residential mortgages, consumer loans, installment loans, commercial loans and commercial
mortgages rated “satisfactory” or better, smaller balance commercial loans and mortgages and lease
receivables.

* Homogeneous loans are segmented into groups with similar characteristics and an allowance for loan
losses is allocated to each segment based on recent loss history and other relevant information.

* Reviewing the results to determine the appropriate balance of the allowance for loan losses. This
review gives additional consideration to factors such as the mix of loans in the portfolio, the balance of
the allowance relative to total loans and non-performing assets, trends in the overall risk profile of the
portfolio, trends in delinquencies and non-accrual loans and local and national economic conditions.

¢ Documenting the results of its review.

The allowance review methodology is based on information known at the time of the review. Changes in factors
underlying the assessment could have a material impact on the amount of the allowance that is necessary and the
amount of provision to be charged against earnings. Such changes could impact future results.

In July 2010, the Financial Accounting Standards Board (“FASB”) issued Accounting Standard Codification
(“ASC”) Update No. 2010-20 concerning disclosures about the credit quality of financing receivables and the
allowance for credit losses. Update No. 2010-20 is intended to provide additional information to assist financial
statement users in assessing an entity’s credit risk exposures and evaluating the adequacy of its allowance for
credit losses. Update No. 2010-20 requires companies to (1) provide enhanced disclosures around the nature of
credit risk inherent in the entity’s portfolio of financing receivables; (2) explain how that risk is analyzed and
assessed in arriving at the allowance for credit losses; and (3) explain the changes and reasons for changes in the
allowance for credit losses. The provisions of Update No. 2010-20 concerning disclosures for the end of a period
are effective for interim and annual periods ending on or after December 15, 2010. The provisions of Update
No. 2010-20 concerning disclosures about activity that occurs during a reporting period are applicable to us for
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interim and annual periods beginning on or after December 15, 2010, or the interim period ending on March 31,
2011. The adoption of Update No. 2010-20 provides the reader of our financial statements with expanded and
enhanced disclosure surrounding the allowance for credit losses.

Accounting for Business Combinations

We account for all business acquisitions using the acquisition method of accounting as required by U.S. GAAP.
FASB guidance establishes principles and requirements for how an acquirer: recognizes and measures in its
financial statement the identifiable assets acquired, the liabilities assumed, and any noncontrolling interest in the
acquiree; recognizes and measures the goodwill acquired in the business combination or a gain from a bargain
purchase; and determines what information to disclose to enable users of the financial statements to evaluate the
nature and financial effects of the business combination.

The purchase price is established as the value of securities issued for the acquisition, and cash consideration paid.
The fair values of assets acquired and liabilities assumed are typically established through appraisals, observable
market values or discounted cash flows. We have engaged independent third-party valuation experts to assist in
valuing certain assets, particularly intangibles. Other assets and liabilities are generally valued using our internal
asset/liability modeling system. The assumptions used and the final valuations, whether prepared internally or by
a third-party, are reviewed. Due to the complexity of purchase accounting, final determinations of values can be
time consuming and, occasionally, amounts included in our consolidated balance sheets and consolidated
statements of operations are based on preliminary estimates of value.

On April 1, 2009, FASB issued guidance that clarifies that assets acquired and liabilities assumed in a business
combination arising from contingencies be initially measured and recognized at its acquisition date fair value so
long as the fair value can be determined during the measurement period. For any asset or liability whose
acquisition date fair value cannot be determined, an asset or liability shall be recognized at its estimated fair
value provided that there is both evidence that either the asset or liability existed as of the acquisition date and
the amount can be reasonably estimated. This guidance is effective for assets or liabilities arising from
contingencies in business combinations for which the acquisition date is on or after the beginning of the first
annual reporting period beginning on or after December 15, 2008. We have adopted this guidance effective for
the interim period ending March 31, 2009 and utilized the guidance to recognize liabilities assumed in relation to
the Graystone Merger and the FCEC Merger.

Goodwill and Intangible Assets

Intangible assets are amortized over their estimated lives. Some intangible assets have indefinite lives and are,
therefore, not amortized. All intangible assets must be evaluated for impairment if certain events occur. Any
impairment write-downs are recognized as expense on the consolidated statements of operations.

Goodwill is not amortized to expense, but is evaluated at least annually for impairment. We test for impairment
by first allocating its goodwill and other assets and liabilities, as necessary, to defined reporting units. A fair
value is then determined for each reporting unit. If the fair values of the reporting units exceed their book values,
no write-down of the recorded goodwill is necessary. If the fair values are less than the book values, an additional
valuation procedure is necessary to assess the proper carrying value of the goodwill.

Business unit valuation is inherently subjective, with a number of factors based on assumptions and our
judgments. Among these are future growth rates for the reporting units, selection of comparable market
transactions, discount rates and earnings capitalization rates. Changes in assumptions and results due to economic
conditions, industry factors and reporting unit performance and cash flow projections could result in different
assessments of the fair values of reporting units and could result in impairment charges. If an event occurs or
circumstances change that would more likely than not reduce the fair value of a reporting unit below its carrying
amount, an impairment test between annual tests is necessary. Such events may include adverse changes in legal
factors or in the business climate, adverse actions by a regulator, unauthorized competition, the loss of key
employees, or similar events.
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Income Taxes

The provision for income taxes is based upon income before income taxes, adjusted for the effect of certain
tax-exempt income and non-deductible expenses. In addition, certain items of income and expense are reported
in different periods for financial reporting and tax return purposes. The tax effects of these temporary differences
are recognized currently in the deferred income tax provision or benefit. Deferred tax assets or liabilities are
computed based on the difference between the financial statement and income tax bases of assets and liabilities
using the applicable enacted marginal tax rate.

We must also evaluate the likelihood that deferred tax assets will be recovered from future taxable income. If any
such assets are more likely than not to not be recovered, a valuation allowance must be recognized. The
assessment of the carrying value of deferred tax assets is based on certain assumptions, changes in which could
have a material impact on our consolidated financial statements.

We also adopted FASB guidance that clarifies the accounting for uncertainty in income taxes recognized in an
enterprise’s financial statements. Specifically, the interpretation prescribes a recognition threshold and
measurement attribute for the financial statement recognition and measurement of a tax position taken or
expected to be taken in a tax return.

See also Note 14, “Income Taxes”, in the Notes to Consolidated Financial Statements.

Fair Value Measurements

On January 1, 2008, we adopted the FASB issued statement of fair value measurement as required by U.S.
GAAP for all assets and liabilities required to be measured at fair value on a recurring basis and all financial
assets and liabilities measured at fair value on a nonrecurring basis. The statement establishes a fair value
hierarchy that prioritizes the inputs to valuation techniques used to measure fair value into the following three
categories (from highest to lowest priority):

* Level 1 — Inputs that represent quoted prices for identical instruments in active markets.

* Level 2 - Inputs that represent quoted prices for similar instruments in active markets, or quoted prices
for identical instruments in non-active markets. Also includes valuation techniques whose inputs are
derived principally from observable market data other than quoted prices, such as interest rates or other
market-corroborated means.

* Level 3 —Inputs that are largely unobservable, as little or no market data exists for the instrument being
valued.

As required by the statement, we have categorized all financial assets and liabilities and all nonfinancial assets
and liabilities required to be measured at fair value on a recurring basis into the above three levels. In addition,
we have categorized all financial assets and liabilities measured at fair value on a nonrecurring basis into the
above three levels. See Note 17, “Fair Value Measurements” in the Notes to Consolidated Financial Statements
for the disclosures required by statement.

The determination of fair value for assets and liabilities categorized as Level 3 assets requires a great deal of
subjectivity due to the use of unobservable inputs. In addition, determining when a market is no longer active and
placing little or no reliance on distressed market prices requires the use of our judgment. The need for greater
judgment in determining fair values for Level 3 assets and liabilities has further been heightened by the current
challenging economic conditions, which have resulted in a great deal of volatility in the fair values of investment
securifies.

We engage third-party valuation experts to assist in valuing most of the assets and liabilities measured at fair
value on a recurring basis which are classified as Level 2 or Level 3 items.

In January 2010, the FASB issued ASC Update No. 2010-06 for improving disclosures about fair value
measurements. Update No. 2010-06 requires companies to disclose, and provide the reasons for, all transfers of
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assets and liabilities between the Level 1 and 2 fair value categories. It also clarifies that companies should
provide fair value measurement disclosures for classes of assets and liabilities which are subsets of line items
within the balance sheet, if necessary. In addition, Update No. 2010-06 clarifies that companies provide
disclosures about the fair value techniques and inputs for assets and liabilities classified within Level 2 or 3
categories. The disclosure requirements prescribed by Update No. 2010-06 are effective for fiscal years
beginning after December 15, 2009, and for interim periods within those fiscal years, or March 31, 2010. We
have implemented the disclosure requirements of Update No. 2010-06 within this Form 10-K which can be found
in Note 18 of the Notes to the Consolidated Financial Statements. Update No. 2010-06 also requires companies
to reconcile changes in Level 3 assets and liabilities by separately providing information about Level 3
purchases, sales, issuances and settlements on a gross basis. This provision of Update No. 2010-06 is effective
for fiscal years beginning after December 15, 2010, and for interim periods within those fiscal years, or

March 31, 2011. The adoption of Update No. 2010-06 is not expected to materially impact our fair value
measurement disclosures. '

Fair Value Option

In February 2007, the FASB issued ASC 825-10, “The Fair Value Option for Financial Assets and Financial
Liabilities—Including an Amendment of FASB Statement No. 115” (“ASC 825-10”). ASC 825-10 permits
entities to choose to measure many financial instruments and certain other items at fair value and requires certain

disclosures for amounts for which the fair value option is applied. ASC 825-10 became effective on January 1,
2008.

Prior to the election, loans held for sale were measured at the lower of aggregate cost or market. We elected to
adopt ASC 825-10 on December 10, 2010 as part of the FCEC Merger for loans held for sale originated to more
accurately reflect the financial performance of our mortgage banking activities in our consolidated financial
statements. Fair value is the price that secondary market investors would pay for loans with similar
characteristics, including interest rate and term, as of the date fair value is measured. We classify the fair value
adjustments on loans held for sale as a component of gains on sale of mortgage loans.

Derivatives

As part of our mortgage banking operations, we use derivative instruments to manage a portion of our exposure
to market risks primarily associated with fluctuations in interest rates. As a matter of policy, we did not use
derivatives for speculative purposes. All of our derivative instruments that are measured at fair value on a
recurring basis are included in other assets or other liabilities in the consolidated balance sheets.

Generally, the fair value of our derivative instruments are measured at fair value determined by utilizing quoted
prices from dealers in such securities or third-party models utilizing observable market inputs.

Derivative Loan Commitments. Mortgage loan commitments that relate to the origination of a mortgage that will
be held for sale upon funding are considered derivative instruments under the derivative and hedging accounting
guidance (ASC 815, “Derivative and Hedging”). Loan commitments that are derivatives are recognized at fair
value on the consolidated balance sheet in other assets or other liabilities with changes in their fair values
recorded in non-interest income. We follow the Securities and Exchange Commission’s (SEC) guidance
regarding written loan commitments recorded at fair value through earnings. This guidance requires that the
expected net future cash flows related to servicing of a loan be included in the measurement of all written
commitments that are accounted for at fair value through earnings. The fair value of the loan commitments is
based upon the estimated fair value of the underlying mortgage loans (determined consistent with “Mortgage
Loans Held for Sale” above), with an adjustment to reflect the estimated percentage of commitments that will
result in a closed mortgage loan. The valuation of loan commitments approximates a whole-loan price, which
includes the value of the related mortgage servicing rights (“MSRs”).

Forward Transaction Agreements. We acquired the AHB Division as part of the FCEC Merger. The AHB
Division uses forward transaction agreement to mitigate a portion of its interest rate risk. We evaluated forward
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transaction agreements to determine whether they meet the definition of a derivative under the derivatives and
hedging accounting guidance (ASC 815) as facts and circumstances may differ. If agreements qualify, to protect
against the price risk inherent in derivative loan commitments, we uses both “mandatory delivery” and “best
efforts” forward transaction agreements to mitigate the risk of potential decreases in the values of loans that
would result from the exercise of derivative loan commitments. Both contracts are accounted for as derivatives.
Accordingly, forward transaction agreements are recognized at fair value on the consolidated balance sheet in
other assets and liabilities with changes in their fair values recorded in other non-interest income. We estimate
the fair value of our forward transaction agreements using a methodology similar to that used for derivative loan
commitments.

See also Note 12, “Derivatives”, in the Notes to Consolidated Financial Statements.

Recent Accounting Pronouncements

For information regarding recent accounting pronouncements, refer to Note 1, “Summary of Significant
Accounting Policies” of this Form 10-K.

Item 7A. Quantitative and Qualitative Disclosures About Market Risk

Our exposure to market risk principally includes liquidity risk, interest rate risk, and market price risk which are
discussed below.

Ligquidity Risk
We manage our liquidity position on a daily basis as part of the daily settlement function and continuously as

part of the formal asset liability management process. Our liquidity is maintained by managing several variables
including, but not limited to:

* Pricing and dollar amount of core deposit products;

* Pricing and dollar amount of in-market time deposits;

* Growth rate of the loan portfolio (including the sale of loans on a participation basis);

* Purchase and sale of federal funds;

* Purchase and sale of investment securities;

* Use of wholesale funding such as brokered deposits; and

* Use of borrowing capacity at the FHLB.
We maintain a detailed liquidity contingency plan designed to respond to an overall decline in the condition of
the banking industry or a problem specific to our company. On a quarterly basis, the Asset Liability Committee

(“ALCQO?”) of the board of directors reviews a comprehensive liquidity analysis along with any changes to the
liquidity contingency plan.

As of December 31, 2010, we had a maximum borrowing capacity at the Federal Home Loan Bank of Pittsburgh
(“FHLB") of approximately $648.7 million, of which, approximately $104.1 million was used in the form of
borrowings. Accordingly, we had unused borrowing capacity of $544.6 million at the FHLB. Based on the FHL.B
capital stock owned by the Bank as of December 31, 2010, we can access approximately $107.0 million of
funding without the need to purchase additional FHLB stock. As of December 31, 2010, we had unsecured
federal fund lines availability at three correspondent banks totaling $27.5 million. There were no funds drawn
upon these facilities as of December 31, 2010.

We participate in obtaining wholesale funding sources in addition to core demand deposits. As of December 31,
2010, we had Certificate of Deposit Account Registry Service (“CDARS”) reciprocal deposits as an alternative
source of funds in the amount of $49.9 million. We participate in a brokerage sweep program that provides for
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the deposit of funds with the benefit of insurance from the FDIC. The balance of this funding as of December 31,
2010 was approximately $69.0 million. We also issue brokered time deposits. As of December 31, 2010, the
dollar amount of brokered time deposits, other than CDARS, was $75.4 million. Brokered deposits, exclusive of
CDARS reciprocal deposits accounted for approximately 6.3% and 3.8% of total deposits as of December 31,
2010 and December 31, 2009, respectively. Time deposits comprise approximately $880.9 million or 38.3% of

our deposit liabilities.

At December 31, 2010, liquid assets (defined as cash and cash equivalents, loans held for sale, and securities
available for sale exclusive of securities pledged as collateral or used in connection with customer repurchase
agreements) totaled approximately $411.6 million or 17.9% of total deposits. This compares to $204.3 million, or

16.8%, of total deposits, at December 31, 2009.

It is our opinion that its liquidity position at December 31, 2010, is adequate to respond to fluctuations “on” and
“off” balance sheet. In addition, we know of no trends, demands, commitments, events or uncertainties that may
result in, or that are reasonably likely to result in our inability to meet anticipated or unexpected liquidity needs.

Interest Rate Risk

We actively manage our interest rate sensitivity position. Interest rate sensitivity is the matching or mismatching
of the repricing and rate structure of the interest-bearing assets and liabilities. Our primary objectives of interest
rate risk management are to neutralize adverse impacts to net interest income arising from interest rate
movements and to attain sustainable growth in net interest income. The Management Asset Liability Committee
(“MALCO”) is primarily responsible for developing and implementing asset liability management strategies in
accordance with the Asset and Liability Management Policy and Procedures (the “ALCO Policy”) approved by
the board of directors. The MALCO generally meets on a monthly basis and is comprised of members of our
senior management team. The ALCO of the board of directors meets on a quarterly basis to review the guidelines
established by MALCO and the results of our interest rate risk analysis.

We manage interest rate sensitivity by changing the volume, mix, pricing and repricing characteristics of our
assets and liabilities. We have not entered into separate derivative contracts such as interest rate swaps, caps, and

floors.

The interest rate characteristics and interest repricing characteristics of the loan portfolio at December 31, 2010
are set forth in the tables below. Adjustable-rate loans represent loans that are currently in a fixed-rate, but are
subject to repricing to either a fixed or variable rate at the related next repricing date.

Percentage
Interest Rate Characteristics of Portfolio
Fixed-rate loans .. .........ouiniuiiniiiiiinnnann +23.9% .
Adjustable-rateloans ............ ... ... i 40.8%
Variable-rate 10ans . ... ... ..ottt e 35.3%
Total ... .. e 100.0%

Percentage
Repricing Structure of Portfolio

Onemonthorless ............iritiriiirenieiiannennn, 35.6%

Twotosixmonths ...... ... ... i 5.1%
Sixtotwelvemonths .......... ... .. ... ... il 6.0%
ONELO WO YEAIS .ottt et ettt e e 7.4%
Twotothreeyears .........coiiiiiiiiiiiiiiiiinn. 12.5%
Threetofiveyears ......... ..., 20.5%
Greater thanfiveyears . ........... .. ... i 12.9%
Total ... .. 100.0%



As of December 31, 2010, the loan portfolio contained $750.6 million of loans in the variable-rate interest mode.
Of these loans, 72.9% had interest rate floors. Prior to the FCEC Merger, approximately 82.4% of the variable
loans had interest rate floors. The majority of these loans are indexed to prime, 1-Month LIBOR, and 3-Month
LIBOR (i.e. the index plus a spread). While the interest rate floors provide us with interest rate protection given
that the prime rate and LIBOR rates, plus the applicable spread, are substantially below these floors, these loans
will not generate incremental income in an upward rising environment until the floors have been pierced. The
compression on net interest margin related to these relationships will be influenced by a number of variables
including, but not limited to, the volatility of the respective indices, the speed at which rates rise, and the interest
rate sensitivity of deposit costs. To date, we have elected to manage this risk without the use of separate
derivative contracts.

As of December 31, 2010, the residential mortgage loan portfolio, exclusive of the loans held for sale, contained
$280.2 million of mortgages of which $106.4 million will reprice over the next twelve months. The residential
mortgage loan portfolio, exclusive of the loans held for sale that will reprice over the next twelve months have a
current weighted average interest rate of approximately 4.1%. A majority of these mortgage loans are indexed to
the one-year Treasury rate. In the current rate environment, these loans will reprice to new rates that are below
the current contractual rates thereby putting pressure on net interest margin. In the event that the one-year
Treasury rate rises, the loss of interest income from repricing will be lessened. We have been actively
encouraging customers to refinance these loans into fixed-rate loans through our mortgage company subsidiary
as a means of locking in historically low interest rates. Furthermore, we expect that newly originated mortgage
loan volume will principally be underwritten and sold into the secondary market through our mortgage
subsidiary. To date, we have elected to manage this risk without the use of separate derivative contracts.

As of December 31, 2010, we reported deposit liabilities of approximately $2.3 billion and securities sold under
agreements to repurchase of approximately $6.6 million. Comparatively, we reported deposit liabilities of
approximately $1.2 billion and securities sold under repurchase agreements of approximately $6.9 million at
December 31, 2009. Approximately $987.3 million of deposit growth during calendar year 2010 was attributed to
the FCEC Merger. We increased brokered deposits, exclusive of reciprocal in-market deposits, by $98.4 million
between December 31, 2009 and December 31, 2010. The balance includes $43.6 million in brokered deposits
acquired as part of the FCEC Merger. The remaining growth was attributed to deposit origination within markets
Wwe serve.

The maturity structure of the time deposit portfolio as of December 31, 2010, is summarized below.

Dollars
Certificates of Deposits Maturity Structure (millions) Percentage
Onemonths Orless ..ot $ 38.0 4.3%
Over one month throughoneyear ......................... 384.3 43.6%
Over one year through two years . ................c.ouuuu... 230.1 26.1%
OVEI WO YEAIS . . . oot vttt e e e it e e 228.5 26.0%
Total ... $880.9  100.0%

As noted above, approximately $422.3 million of time deposits will mature over the next year. Given existing
market conditions, we expect to retain a significant portion of the maturing time deposit portfolio in the form of
new time deposits or money market accounts at interest rates that are generally comparable to the current rates of
the time deposits maturing over the next year except for that portion of the time deposit portfolio that we target
for longer maturities. We are actively seeking to extend the weighted average life of the time deposit portfolio
which may result in renewing a portion of the time deposit portfolio at rates that are higher than the rates of

time deposits maturing over the next year.

We use several tools to assess and measure interest rate risk including interest rate simulation analysis that is
prepared on a quarterly basis. Each analysis is largely dependent on many assumptions and variables with past
behaviors that may not prove to be effective predictors of future outcomes. These assumptions are reviewed on at
least a quarterly basis.
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Gap Analysis

We use gap analysis to compare the relationship of assets that are expected to reprice during a specific time
frame (“Rate Sensitive Assets” or “RSA”) as compared to liabilities that are scheduled to reprice during an
identical time period (“Rate Sensitive Liabilities” or “RSL”). When the ratio is greater than one, RSA exceed
RSL and potentially exposes the bank to a risk of a decline in interest rates by virtue of a larger amount of assets
repricing at lower interest rates than rate sensitive liabilities. The converse would be true of a RSA/RSL ratio less
than 1.0. While gap analysis can be useful in evaluating the relationship of RSA to RSL, it does not capture other
critical interest rate risk variables such as the extent of change that will take place when a RSA or RSL reprices,
prepayment considerations, and other factors. Under the ALCO Policy, the interest rate simulation report
measures the ratio of rate sensitive assets to rate sensitive liabilities at a one-year time frame. The ALCO Policy
has established an acceptable relationship of RSA to RSL to a range of 80% to 120%.

We use the following methodology in computing repricing gap. This methodology is noteworthy given the
current interest rate environment. First, we classify variable-rate loans with current interest rates below loan
floors as rate sensitive assets. As of December 31, 2010, we have $546.9 million of loans that are currently in the
variable rate mode with interest rates indexed to the prime rate, the one-month LIBOR, and the three-month
LIBOR that are subject to contractual floors. The majority of these loans have current interest rates determined
by the contractual floors. To the extent that these loans will not reprice until the floor has been pierced
(approximately 175 basis points), these loans are technically not rate sensitive. However, for purposes of
computing repricing gap, we have treated these loans as rate-sensitive to capture their behavior in more
traditional interest rate environments. Second, we have classified all interest-bearing non-maturity deposits as
repricing immediately. Lastly, we have classified the balance of cash on deposit at the Federal Reserve Bank as
an asset that will re-price in the first quarter of 2011. We believe that this methodology is more conservative in
comparison to other methodologies that assume non-maturity deposits reprice across time. We recognize that this
methodology has the potential to highlight the inherent weaknesses of repricing gap analysis. For this reason, we
emphasize the metrics of net interest income at risk and economic value of equity at risk when evaluating interest
rate risk.

At December 31, 2010, our balance sheet was liability sensitive with a cumulative gap ratio at one year of
approximately 88.8%. The gap ratio is within policy guidelines. In large part, the liability sensitive position of
the balance sheet is due to the increase in transaction, and money market in the deposit portfolio. This is an
intentional strategy designed to strengthen on-balance sheet liquidity, acquire lower cost in-market deposits, and
address consumer demand for FDIC-insured liquid deposits. We believe the interest rate sensitivity of our
non-maturity deposit portfolio is less than that of the general market. Accordingly, the lower level of interest rate
sensitivity will partially mitigate the general effects of liability sensitivity. As of December 31, 2010, 86.7% of
liability funding was originated within markets we serve.

The table below summarizes the repricing gap as of December 31, 2010.

Repricing Gap Report as of December 31, 2010

(dollars in thousands)
Greater
than 60
Months/
1t0o3 3to6 6to12 12-24 24 to 36 36 to 60 non-rate
Months Months Months Months Months Months sensitive Total
Assets
Cash, due from banks,
and federal funds
sold .............. $ 211,457 $ — $ — 5 — 3 — 3 — $ 37,022 $ 248,479
Securities (1) ......... 22,507 14,937 © 11,391 16,480 10,993 8,994 32,090 117,392
Loans ............... 866,674 106,899 198,804 259,099 259,186 247,448 267,362 2,205,472
Other assets .......... — — — — — — 175,946 175,946
Total assets . ......... $1,100,638 $121,836 $210,195 $275,579 $270,179 $256,442 $512,420 $2,747,289
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Repricing Gap Report as of December 31, 2010
(dollars in thousands)

Greater
_than 60
~ Months/
1t0o3 3to6 6to12 12-24 24 to 36 36 to 60 non-rate
Months Months Months Months Months Months sensitive Total
Liabilities
Non-interest bearing
deposits ........... $ — 3% — % — % — % — $ — $301,210 $ 301,210
Interest-bearing
transaction and
savings deposits . . . . . 1,117,767 — o e — — — 1,117,767
Time deposits ........ 136,120 137,703 149,786 229,178 28,982 186,087 13,066 880,922
Total deposits ........ 1,253,886 137,703 149,786 229,178 28,982 186,087 314,276 2,299,898
Borrowings, including
repurchase
agreements .. ....... 66,292 5,025 51 5,108 21,118 35,062 16,788 149,444
Other liabilities ....... — — — — — — 40,061 40,061
Total liabilities ....... $1,320,178 $142,728 $149,837 $234,286 $ 50,100 $221,149 $371,125 $2,489,403
Equity .............. — — — — — — — 257,886
Total liabilities and
equity ............ $1,320,178 $142,728 $149,837 $234,286 $ 50,100 $221,149 $371,125 $2,747,289
Repricing Assets ...... 1,100,638 121,836 210,195 275,579 270,179 256,442 512,438 2,747,289
Repricing Liabilities ... 1,320,178 142,728 149,837 234,286 50,100 221,149 371,125 2,489,403
Period Repricing Gap .. (219,540) (20,892) 60,358 41,293 220,079 35,293 141,313 257,886
Period Repricing Gap
Percentage ......... 83.4% 85.4% 1403% 117.6% 539.3% 116.0% 138.1% 110.4%
Cumulative Repricing '
Gap Percentage .. ... 83.4% 83.6% 88.8% 925% 104.3% 1055% 138.4% 110.4%

(1) Includes equity investments available for sale and restricted investments

Net Interest Income at Risk

We assess the percentage change in net interest income assuming interest rate shocks (upward and downward) of
100, 200, and 300 basis points. Given the current rate environment, we limited the downward shock to 100 basis
points, but included an upward shock of 400 basis points. This analysis captures the timing of the repricing of
RSA and RSL as well as the degree of change (“beta”) in the interest rates of particular asset and liability
products that occurs as interest rates move upward or downward. Under the Asset and Liability Management
Policy and Procedures, the interest rate simulation report measures the percentage change in net interest income
for one year assuming interest rate shocks of 100, 200, and 300 basis points. The ALCO Policy has established
an acceptable negative percentage change in net interest income under 100, 200, and 300 basis point shocks of
20%.

The table below summarizes the Net Interest Income at Risk modeling results as of December 31, 2010.

Actual Policy

Net Interest Income: Up 100Bps (%) ...................... 0.82% 20.0%
Net Interest Income: Up200Bps (%) .. ..., 4.42% 20.0%
Net Interest Income: Up300Bps (%) ..., 8.78% 20.0%
Net Interest Income: Up400Bps (%) ...t 12.93% 20.0%
Net Interest Income: Down 100 Bps (%) ... ...t (0.53)% 20.0%



Economic Value of Equity at Risk.

We assess the present value of cash inflows of cash, investments, loans, bank-owned life insurance policies,
when applicable, netted against the present value of cash outflows from deposits, repurchase agreements,
borrowings, and other interest-bearing liabilities, all discounted to a measurement date. This measure is
expressed as the percentage change in the present value of such cash flows when interest rates are shocked
(upward and downward) at 100, 200, and 300 basis points. Under the Asset and Liability Management Policy and
Procedures, the interest rate simulation reports measures the percentage change in economic value of equity at
risk assuming interest rate shocks of 100, 200, and 300 basis points. Given the current rate environment, we
limited the downward shock to 100 basis points, but included an upward shock of 400 basis points. The ALCO
Policy has established an acceptable negative percentage change in economic value of equity at risk under 100,
200, and 300 basis point shocks of 20%.

The table below summarizes the Economic Value of Equity at Risk as of December 31, 2010.

Actual Policy

Economic Value of Equity: Up 100 Bps (%) .. .............. (7.96)% 20.0%

Economic Value of Equity: Up200Bps (%) ................ (10.62)% 20.0%

Economic Value of Equity: Up 300 Bps (%) ................ (9.84)% 20.0%

Economic Value of Equity: Up400Bps (%) ................ (7.76)% N/A

Economic Value of Equity: Down 100 Bps (%) ............. 15.55% 20.0%
Market Price Risk

As of December 31, 2010, our investment portfolio had a market value of approximately $102.7 million. The
investment portfolio is comprised of two separate components each of which is managed pursuant to a board
approved investment policy. At the holding company level, we have a portfolio of equity securities of financial
institutions (the “Equity Portfolio”) with a market value of approximately $195 thousand. At the bank level, the
Bank has a portfolio with a market value of approximately $102.5 million comprised of debt securities
summarized below and certain restricted investrents related to business relationships with the Federal Home
Loan Bank of Pittsburgh and a correspondent bank. As of December 31, 2009, we had an investment portfolio
with a market value of approximately $196.1 million of which $195.0 million was that was held at the bank level
and $1.1 million was held at the holding company level.

The investment portfolio held by the Bank decreased $86.2 million during 2010. The decrease was related to
$84.6 million of U.S. Government Agency step-up bonds that were called. The maturities and cash flows from
these investments were structured to coincide with the lending activities of the Bank. The weighted average life
of the bank investment portfolio is 3.56 years. The weighted average life of the bank investment portfolio has
extended 0.82 years between December 31, 2009 and December 31, 2010. This extension is largely related to the
redemption of investments that were designed to return cash flow to provide a source of funding for our lending
activity in 2010. We believe that the off balance sheet liquidity sources of the bank and the ability to raise
in-market deposits at reasonable prices adequately mitigates the cash flow variability of the investment portfolio.

The securities available for sale in the bank portfolio at December 31, 2010 consisted of U.S. Treasury securities
U.S. Government agency securities, U.S. Government agency mortgage-backed securities; U.S. Government
Agency collateralized mortgage obligations, Small Business Administration loan pools, and municipal bonds.
The Government National Mortgage Association collateralized mortgage obligations and Small Business
Administration loan pool securities are secured by the full, faith, credit and taxing power of the United States of
America and carry a zero risk weighting for regulatory capital purposes.

>

Debt security market price risk is the risk that changes in the values of debt security investments could have a
material impact on our financial position or results of operations.
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The table below summarizes the maturity structure of the portfolio as of December 31, 2010.

After 1 year but  After 5 years but T
Within 1 year within 5 years within 10 years After 10 years-- Total
(dollars in thousands)

Fair W/A . Fair W/A Fair W/A Fair W/A Fair W/A
Value yield Value yield Value yield Value yield Value yield

U.S. Treasury securities ... $5,002 0.82%% — — $§ — — $ — — § 5002 0.82%
U.S Government sponsored

agency securities . ...... — - 7,780 136% — — —_-  — 7,780 1.36%
Municipal bonds (1) ...... 573 2.40% 4,163 3.26% 7,529 4.13% 8,403 3.92% 20,668 3.83%
Asset-backed

securities (2) .......... —_ — — - — 69,050 2.95%

Other securities 3) ....... — — — — — — 14,696 —
Graystone Tower Bank

Portfolio ............. $5,575 $11,943 $7,529 $8,403 $117,196 2.89%
Investment portfolio of

equity securities held at

the holding company . . .. 195
Total investment

securities ............. $117,391

(1): Municipal securities include both non-taxable and taxable municipal bonds.

(2): Asset-backed securities include U.S. Government sponsored agency mortgage-backed securities; U.S.
Government sponsored agency collateralized mortgage obligations, and Small Business Administration
(SBA) pool loan investments.

(3): Equity investments in business relationship banks such as the Federal Home Loan Bank and correspondent
banks.
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Report of Independent Registered Public Accounting Firm

The Board of Directors and Stockholders
Tower Bancorp, Inc. and subsidiaries:

We have audited the accompanying consolidated balance sheets of Tower Bancorp, Inc. and subsidiaries as of
December 31, 2010 and 2009, and the related consolidated statements of operations, changes in equity and
comprehensive income, and cash flows for each of the years in the two-year period ended December 31, 2010.
These consolidated financial statements are the responsibility of the Company’s management. Our responsibility
is to express an opinion on these consolidated financial statements based on our audits. The accompanying
consolidated financial statements of Tower Bancorp, Inc. and subsidiaries as of December 31, 2008 and for the
year ended December 31, 2008, were audited by other auditors whose report thereon dated February 20, 2009,
expressed an unqualified opinion on those statements.

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

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the
financial position of Tower Bancorp, Inc. and subsidiaries as of December 31, 2010 and 2009 and the results of
their operations and their cash flows for each of the years in the two-year period ended December 31, 2010, in
conformity with U.S. generally accepted accounting principles.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), Tower Bancorp, Inc. and subsidiaries’ internal control over financial reporting as of

December 31, 2010, based on criteria established in Internal Control—Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission (COSO), and our report dated March 16,
2011 expressed an unqualified opinion on the effectiveness of the Company’s internal control over financial
reporting.

(signed) KPMG LLP

Harrisburg, Pennsylvania
March 16, 2011
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Report of Independent Registered Public Accounting Firm

To the Board of Directors and Shareholders
Tower Bancorp, Inc.

We have audited the accompanying consolidated statements of operations, stockholders’ equity and cash flows of
Graystone Financial Corp. for the year ended December 31, 2008. Graystone Financial Corp.’s management is
responsible for these financial statements. Our responsibility is to express an opinion on these financial
statements based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. The Company is not required to have, nor
were we engaged to perform, an audit of its internal control over financial reporting. Our audit included
consideration of internal control over financial reporting as a basis for designing audit procedures that are
appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the
Company’s internal control over financial reporting. Accordingly, we express no such opinion. An audit also
includes examining, on a test basis, evidence supporting the amounts and disclosures in the consolidated
financial statements, assessing the accounting principles used and significant estimates made by management, as
well as evaluating the overall financial statement presentation. We believe that our audit provides a reasonable
basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the consolidated

results of operations and cash flows of Graystone Financial Corp. for the year ended December 31, 2008, in
conformity with accounting principles generally accepted in the United States of America.

/s/ ParenteBeard LLC

Lancaster, Pennsylvania
May 29, 2009
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Item 8. Financial Statements and Supplementary Data

Tower Bancorp, Inc. and Subsidiaries

Consolidated Balance Sheets
December 31, 2010 and 2009
(Amounts in thousands, except share data)

December 31, December 31,

2010 2009
Assets
Cashandduefrombanks . ...... ..o e $ 219,741 $ 33,955
Federal funds sold . ... ...t i e e e 28,738 16,645
Cashand cashequivalents ........... ... ... .. .. iiiiiiininvn. . 248,479 50,600
Securities available forsale . ........ ... . . i e . 102,695 189,853
Restricted INVESIMENES ... ..ttt e e e e 14,696 6,254
Loansheld forsale . ..... ...t i et 147,281 8,034
Loans, net of allowance for loan losses of $14,053 and $9,695 .............. 2,058,191 1,128,576
Premises and equipment, net of accumulated depreciation of $6,118 and
83,32 e 56,388 29,810
Accrued interest receivable .. ... .. i e 7,856 4,974
Deferred tax asset, NEL . ...t vttt e e s 19,526 1,742
Bank owned life INSUrance . . ... vttt it 39,670 24,606
GoodWill ..o e e e 16,750 11,935
Other intangible assets, net of accumulated amortization of $1,188 and $532 . .. 7,493 3,367
Otherreal estate owned .. ... ... ..ttt it et 4,647 927
Ot AS8BES ot ittt et e e e e e 23,617 9,905
Total ASSELS . . . o oot $2,747,289 $1,470,583
Liabilities and equity
Liabilities
Deposits:
Non-interest bearing . .. .......... JR $ 301,210 $ 119,116
Interestbearing . . ... .. ... 1,998,688 1,097,353
Total Deposits .. ... ..ot e e 2,299,898 1,216,469
Securities sold under agreements to repurchase .................. .. ... ... 6,605 6,892
Short-term borrowings . . ... ..ottt e e 55,039 5,292
Long-termdebt...... ... . . 87,800 65,689
Accrued interest payable ......... . .. i 1,950 1,090
Other Habilities . . . ..o e e e e 38,111 11,258
Total abilities . .. ... ... . 2,489,403 1,306,690
Equity ’
Common stock, no par value; 50,000,000 shares authorized; 12,074,757 issued
and 11,971,399 outstanding at December 31, 2010, and 7,226,041 shares
issued and 7,122,683 outstanding at December 31,2009 ... ..l — —
Additional paid-in capital ......... . .. i 271,350 172,409
Accumulated defiCit . ... ... e e e (10,868) (4,025)
Accumulated other comprehensive income (Ioss) .......... ... .. ... ... ... 251 (414)
Less: cost of treasury stock, 103,358 shares at December 31, 2010 and 2009 . (4,093) (4,093)
Total stockholders’ equity . . ....... ... ... .. .. .. .. .. ... 256,640 163,877
Noncontrolling interests . . . .. ..o vuvt vttt 1,246 16
Total equity . . ... ... .. e 257,886 163,893
Total liabilities and equity .. ....... ... ... ... . . . i $2,747,289 $1,470,583

See Notes to the Consolidated Financial Statements
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Tower Bancorp, Inc. and Subsidiaries

Consolidated Statements of Operations
Years Ended December 31, 2010, 2009, and 2008
(Amounts in thousands, except share and per share data)

For the Year Ended December 31,

2010 2009 2008
Interest income
Loans, includingfees ............. o i $ 72,713 $ 54304 $ 31,026
SECUTILIES . . ot ettt e e e e e e e e e e 3,088 1,956 916
Federal funds sold andother .......... ... ... .. ... ... .. .. ..... ... ... 122 123 215
Total interestincome ................. ... ... ... ... ... ....... 76,823 56,383 32,157
Interest expense
DEpOSItS . 18,056 17,963 15,106
Short-term bOITOWINGS . ... .vvvtt et 559 398 559
Long-termdebt ... ... ... .. . . . 3,539 2,067 816
Total interest expense . . ............ ... . . i 22,154 20,428 16,481
Netinterestincome ................... .. ... ... ... .. . ... . i 54,669 35,955 15,676
Provision forloanlosses . ........ ... ... ... ... 9,050 5,216 2,550
Net interest income after provision for loanlosses ..................... 45,619 30,739 13,126
Noninterest income
Service charges on deposit accounts ..................iiiiiii... 3,232 2,156 809
Other service charges, commissions and fees ........................... 2,920 2,131 792
Gain on sale of mortgage loans originated forsale ....................... 2,544 1,521 528
Gainon sale of other assets . .............c.oviiiiiiine i 587 364 240
Impairment losses on securities available forsale ........................ (206) (185) —
Increase in cash surrender value of bank owned life insurance .............. 1,524 1,034 305
OtherinCome . ... .......oouuunii et e e 1,091 1,622 415
Total noninterestincome . ..................................... 11,692 8,643 3,089
Noninterest expenses
. Salaries and employee benefits ............. .. .. ... .. 24,819 15,841 8,100
Occupancy and equipment ................................. e 7,883 5,479 2,356
Amortization of intangible assets . ............ ... ... .. ... i, 656 532 —
FDIC insurance premiums .............. T 2,652 1,747 278
Advertising and promotion . . . ....... ... 1,087 972 369
Data processing .. ......... ... 2,518 2,050 654
COMMUNICALON . ..ottt ettt e et et et e e e e 1,137 709 249
Professional service fees .. ........... .. 2,021 1,155 518
Impairment of long-lived assets ........... ..., 920 — —
Other operating eXpenses . ... ...vuuuin s ee ittt 5,479 3,242 1,279
Restructuring charges . ............ o i 2,920 — —
Merger related EXPenses . . . ...ttt 2,677 2,080 —
Total noninterest expenses . .. ....................couuiuueerinnn.. 54,769 33,807 13,803
Income beforeincome taxes ................... .. ... 2,542 ' 5,575 2,412
Income tax eXpense . .. ............ . 1,223 1,829 333
Net income including noncontrolling interests ............................ 1,319 3,746 2,079
Less: income (loss) from noncontrolling interests . ......................... 161 37 3)
Net income for Tower Bancorp,Inc. ............. ... ... ................ $ 1,158 % 3709 $ 2,082
Per share data )
Net income per share
BasiC ... $ 016 $ 072 $ 0.76
Diluted . ... $ 0.16 $ 072 $ 0.76
Dividends declared . ........ ... ... $ .12 $ 084 $ —
Weighted Average Common Shares Outstanding
Basic ... e 7,359,478 5,156,078 2,734,027
Diluted . ... . e 7,361,774 5,161,325 2,734,027

See Notes to the Consolidated Financial Statements
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Tower Bancorp, Inc. and Subsidiary

Consolidated Statement of Changes in Equity and Comprehensive Income
Years Ended December 31, 2010, 2009 and 2008 )
(Amounts in thousands, except share and per share data)

Accumulated
Other
Compre-
Additional Accu- hensive Non-
Shares Common Paid-in mulated Income Treasury controlling
Outstanding Stock Capital  Deficit (Loss) Stock Interest Total
Balance—January 1,2008 ............. 2,420,481 $— $ 57,037 $ (4991) $ 39 $ — $ (18) $ 52,067
Restricted common stock awards
earned ... ... ... ..ol 333 333
Stock option expense . .............. 177 177
Comprehensive income:
Netincome ............... 2,082 3 2,079
Unrealized gain on securities
available for sale, net of
taxesof $76 ............ 108 108
Total comprehensive income ... 2,187
Balance—December 31,2008 ........ ... 2,420,481 $— $ 57,547 $ (2,909) $ 147 5 — $ (21) $ 54,764
Restricted common stock awards
earned . ... 1,902 295 295
Stock option expense ............... 569 569
Fair value of consideration exchanged
in merger with Graystone Financial
(075 TS 2,636,453 61,946 (4,093) 57,853
Dividends declared ($0.84 per share) . . (4,825) (4,825)
Proceeds from stock purchase plans . .. 21,347 469 469
Proceeds from common stock offering,
netof expenses . .............. ... 2,042,500 51,583 51,583
Comprehensive income:
NetIncome .............. 3,709 37 3,746

Unrealized loss on securities

available for sale, net of ]

taxes of $228 ........... (444) (444)
Reclassification of realized

gain on sale of securities,

net of taxes of $61 .... ... (117) 117)
Total Comprehensive Income . . . 3,185
Balance—December 31,2009 ........... 7,122,683 $— $172,409 $ (4,025) $(414) $(4,093) $ 16 $163,893

Stock issued as investment in Dellinger,
Dolan, McCurdy and Phillips
Investment Advisors, LLC

(“DDMP”) ..o 51 51
Restricted common stock awards

earned .. ....... 31,340 86 . 86
Stock option expense ............... 111 ’ 111

Fair value of consideration exchanged
in merger with First Chester County

Corporation .................... 2,248,438 49,780 1,069 50,849
Dividends declared ($1.12 per share) .. (8,001) (8,001)
Proceeds from stock purchase plans . .. 40,272 859 859
Proceeds from common stock offering,

netof expenses . ................. 2,528,666 48,054 : 48,054
Comprehensive Income: —

NetIncome .............. 1,158 161 1,319

Unrealized gain on securities
available for sale, net of

taxes of $347 ........... 665 665
Total Comprehensive Income . . . 2,055
Balance—December 31,2010 ........... 11,971,399  $— $271,350 $(10,868)  $ 251 $(4,093) $1,246  $257,886

See Notes to the Consolidated Financial Statements
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Tower Bancorp, Inc. and Subsidiaries

Consolidated Statements of Cash Flows

Years Ended December 31, 2010, 2009, and 2008
(Amounts in thousands, except share and per share data)

Cash flows from operating activities

Net income including noncontrolling interest ........................

Adjustments to reconcile net income to net cash provided by (used in)

operating activities:

Provisionforloanlosses ............. ... ... . ... ...
Net amortization and (accretion) ...............c.ouiuninnenn. ..
Depreciation ......... ... i
Amortization of intangible assets . .......... ... ... . 0.,
Amortization of unearned compensation on restricted stock . ........
Stock Options EXpense . ..............iiii i
Deferred income tax (benefit) expense .........................
Increase in accrued interest receivable . .........................
(Decrease) increase in accrued interest payable . ..................
Net increase in the cash surrender value of life insurance . ..........
Decrease (increase) in other assets . . ...........ouveeenneennn...
Increase (decrease) in other liabilities ..........................
Impairment of premises and equipment . ........................
Gain on sale of deposits .. ...
Gainonsale of assets . .............ciiiiiiiii
Loans originated forsale ................. ... ... .. ... ......
Saleof loans . ...

Cash flows from investing activities
Proceeds from sales and maturities of securities available for sale . . . .
Purchases of securities available forsale ........................
Purchases of bank owned life insurance ........................
Netincreaseinloans .................. ... iiuuinuunnenni..
Decrease (increase) of investment in restricted investments . ........
Purchases of premises and equipment ..........................
Net proceeds from sale of premises and equipment . . ..............
Net cash received in merger/ acquisition ........................

Net cash used in investing activities ......................
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2010 2009 2008
1,319 $ 3,746 $ 2,079
9,050 5,216 2,550
1,508 738 (49)
2,920 1,751 761

656 532 —
86 295 333
111 569 177
(2,466) 417 (1,040)
(206) (786) (341)
(120) (496) 323
(1,524)  (1,034) (305)
6,146 (8,329) (536)
4,560 2.,677) 4,239
920 — —
— — (250)
(2,925)  (1,729) (768)
(239,070) (136,710)  (96,182)
277,842 138,520 93,732
58,807 23 4,723
205,629 108,080 53,134
(73,801) (221,419)  (44,875)
(12,000) — (12,000)
(201,795)  (159,065) (188,465)
2,127 1,024 (1,762)
(3,659)  (4382)  (1,143)
29 11 1,470
67,176 9,017 —
(16,294) (266,734) (193,641)




2010 2009 2008

Cash flows from financing activities

Proceeds from the issuance of subordinated debt ................... 12,000 9,000 —

Proceeds from other borrowings .............c. i, 50,000 6,450 39,184
Repayment of other bOrrowings . ...........ouvieiiirennnnnneeen. (43,902) (57,408) —

Net decrease in securities sold under agreements to repurchase ........ (287) (1,492) (17,956)

Net increase in deposits ... .....ovveniiein e 96,643 281,512 176,572
Proceeds from the issuance of common stock ...................... 48,913 52,052 —
Dividends paid on common stock . ......... .. . .o (8,001) (4,825) —

Net cash provided by financing activities . . .................. 155,366 285,289 197,800

Net increase in cash and cash equivalents ........................... 197,879 18,578 8,882

Cash and cash equivalents -beginning . . ............................ 50,600 32,022 23,140

Cash and cash equivalents -ending ................................ $248,479 $ 50,600 $ 32,022

Supplemental disclosure of information:
Interest paid .. .....ccninei i e $ 21,294 $ 20,924 $ 16,139
Income taxes paid . .. ..o oot $ 4750 $ 1,335 $ 1,597

Supplemental schedule of noncash investing and financing activities

Transfer of long-term debt to short-term borrowings .................... $ 5039 $ 5250 $ —
Common stock issued for acquisition ............. ... . .. i 49,780 57,853 —
Other real estate acquired in settlementofloan ......................... 3,720 927 —
Unrealized gain (loss) on investments securities available for sale (net of tax

B CES) ottt 665 (561) 108
Other-than-temporary impairment of investments . ...................... (206) (156) —

See Notes to the Consolidated Financial Statements
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(amounts in thousands except for share and per share data)

Note 1 — Summary of Significant Accounting Policies
Organization and Nature of Operations

Tower Bancorp, Inc. (the “Company”) is a registered bank holding company that was incorporated in 1983 under
the Bank Holding Company Act of 1956, as amended. On March 31, 2009, the Company merged with Graystone
Financial Corp. (“Graystone”), a privately held, non-reporting corporation and a registered bank holding
company under the Bank Holding Company Act of 1956, as amended (the “Graystone Merger”). Pursuant to an
Agreement and Plan of Merger between the Company and Graystone (the “Graystone Merger Agreement”), the
Company remains the surviving bank holding company and the First National Bank of Greencastle has merged
with and into Graystone Bank, the wholly-owned subsidiary of Graystone, with Graystone Bank as the surviving
institution under the name “Graystone Tower Bank”(the “Bank”).

On December 10, 2010, the Company acquired First Chester County Corporation (“First Chester”), a publicly
held corporation and a registered bank holding company under the Bank Holding Company Act of 1956, as
amended (the “FCEC Merger”). Pursuant to an Agreement and Plan of Merger between the Company and First
Chester (the “FCEC Merger Agreement”), the Company remains the surviving bank holding company and the
First National Bank of Chester County (“FNB”) merged with and into the Bank, with the Bank as the surviving
institution.

The Bank was originally incorporated on September 2, 2005, as a Pennsylvania-chartered bank and commenced
operations on November 10, 2005. As a state chartered bank, the Bank is subject to regulation by the Federal
Deposit Insurance Corporation (“FDIC”) and the Pennsylvania Department of Banking and undergoes periodic
examinations by these regulatory authorities.

The Bank is a full-service community bank operating forty-nine offices in Centre, Chester, Cumberland,
Dauphin, Delaware, Fulton, Franklin, Lancaster, Lebanon and York Counties of Pennsylvania and Washington
County of Maryland. The Bank operates through three divisions — “Graystone Bank, a division of Graystone
Tower Bank”, consisting of the former Graystone Bank branches, “Tower Bank, a division of Graystone Tower
Bank,” consisting of the former branches of The First National Bank of Greencastle and “1N Bank, a division of
Graystone Tower Bank” consisting of the former branches of The First National Bank of Chester County.

In January 2007, Graystone Mortgage, LLC commenced business as a mortgage banking subsidiary of the Bank,
which holds a ninety percent (90%) interest in the mortgage subsidiary. Graystone Mortgage, LLC offers
residential mortgage banking services within the Bank’s market areas.

Basis of Presentation

The accompanying consolidated financial statements include the accounts of Tower Bancorp, Inc. and its wholly-
owned subsidiaries. All intercompany accounts and transactions are eliminated from the consolidated financial
statements.

Our accounting and reporting policies conform to general practices within the banking industry and to U.S.
generally accepted accounting principles (“U.S. GAAP”). Reclassifications of prior years’ amounts are made
whenever necessary to conform to the current year’s presentation.

The aforementioned Graystone Merger was considered a “merger of equals” and is accounted for as a reverse
merger using the acquisition method of accounting with Graystone as the accounting acquirer. As a result, the
historical financial information prior to the Graystone Merger included in our financial statements and related
notes as reported in this Form 10-K is that of Graystone. The Graystone audited financial statements and
footnotes for the year ended December 31, 2008 have been filed with the Securities and Exchange Commission
(“SEC”) within Form 8-K/A on June 1, 2009.
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Correction of an Immaterial Error

During the fourth quarter of 2010, management recorded an increase to FDIC insurance expense of $549, of
which a portion related to periods previously reported within quarterly financial statements on Form 10-Q during
2010 and 2009 and the 2009 annual report as filed on Form 10-K. We have completed an analysis of the impact
to previously reported periods and have determined that there is no material effect on any period currently or
previously presented.

Use of Estimates

The preparation of financial statements in conformity with U.S. GAAP requires us 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 the financial statements and the reported amounts of revenues and expenses during the
reporting period. Actual results could differ from those estimates. Material estimates that are particularly
susceptible to significant change in the near term relate to the determination of the allowance for loan losses, the
potential other-than-temporary impairment of investments, and the valuation of deferred tax assets.

Segment Information

We do not have any operating segments which require disclosure of additional information. While the Bank
operates as three divisions, each engages in similar activities, provides similar products and services, and
operates in the same general geographical area and as such, meets the aggregation criteria to be disclosed as one
reportable segment. Our non-banking activities are immaterial and, therefore, separate information has not been
disclosed.

Significant Group Concentrations of Credit Risk

Most of our activities are with customers located within central and southeastern Pennsylvania and Washington
County, Maryland. Note 3 discusses the types of securities in which we invest. Note 4 discusses the types of
lending in which we engage. We do not have any significant concentrations to any one industry or customer.

Cash and Cash Equivalents

For purposes of reporting cash flows, cash and cash equivalents include cash on hand, amounts due from banks,
and federal funds sold, all of which mature within 90 days. Federal funds are purchased and sold for one-day
periods.

We are required under Federal Reserve Board regulations to maintain reserves against its transaction accounts.
These reserves are generally held in the form of cash or noninterest earning accounts at our wholly-owned
subsidiary, the Bank. Based on the nature of our transaction account deposits and the amount of vault cash on
hand, we were not required to maintain a reserve balance with the Federal Reserve Board at December 31, 2010
and 2009.

Securities Available for Sale

We determine the appropriate classification of debt and equity securities at the time of purchase and re-evaluate
such designation as of each balance sheet date. Purchases and sales of investment securities are accounted for on
a trade date basis.

All investment securities are classified as available for sale as we intend to hold such securities for an indefinite
period of time but not necessarily to maturity. Securities available for sale are carried at fair value. Any decision
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to sell a security classified as available for sale would be based on various factors, including movement in
interest rates, changes in maturity mix of our assets and liabilities, liquidity needs, regulatory capital
considerations and other similar factors. Unrealized gains and losses are excluded from earnings and reported as
increases or decreases in other comprehensive income or loss. Realized gains or losses, determined on the basis
of the cost of the specific securities sold, are included in earnings. Premiums and discounts are recognized in
interest income using the interest method over the terms of the securities.

Declines in the fair value of available for sale equity securities below their cost that are deemed to be other than
temporary are reflected in earnings as realized losses. In estimating other-than-temporary impairment losses, we
considers (1) the length of time and the extent to which the fair value has been less than cost, (2) the financial
condition and near-term prospects of the issuer, and (3) our intent and ability to retain the investment in the issuer
for a period of time sufficient to allow for any anticipated recovery in fair value.

In regard to debt securities, if we do not intend to sell the securities and it is more likely than not that we will not
be required to sell the debt security prior to recovery, we will then evaluate whether a credit loss has occurred. To
determine whether a credit loss has occurred, we compare the amortized cost of the debt security to the present
value of the cash flows we expect to be collected. If we expect a cash flow shortfall, we will consider a credit
loss to have occurred and will then consider the impairment to be other than temporary. We will recognize the
amount of the impairment loss related to the credit loss in the results of operations, with the remaining portion of
the loss recorded through comprehensive income, net of applicable taxes.

Restricted Investment in Bank Stocks

Restricted investment in bank stocks includes Atlantic Central Bankers Bank and Federal Home Loan Bank
(FHLB) stocks. The stocks are carried at cost as these stocks are not actively traded and have no readily
determinable market value.

As of December 31, 2010 and 2009, we had a restricted investment in the Federal Home oan Bank of Pittsburgh
“(FHLB)” of $14,496 and $6,124, respectively. In December 2008, the FHLB notified member banks that it was
suspending dividend payments and the repurchase of capital stock, which has continued during 2009 and 2010.

We determine whether these investments are impaired based on an assessment of the ultimate recoverability of
their cost rather than by recognizing temporary declines in value. The determination of whether a decline affects
the ultimate recoverability of their cost is influenced by criteria such as (1) the significance of the decline in net
assets of the FHLB as compared to the capital stock amount for the FHLB and the length of time this situation
has persisted, (2) commitments by the FHLB to make payments required by law or regulation and the level of
such payments in relation to the operating performance of the FHLB, and (3) the impact of legislative and
regulatory changes on institutions and, accordingly, on the customer base of the FHLB.

We believe no impairment charge is necessary related to the investment in FHLB stock as of December 31, 2010.

Loans Held for Sale

Loans originated and intended for sale in the secondary market are carried at the lower of aggregate cost or fair
value, as determined by aggregate outstanding commitments from investors or current investor yield
requirements. Net unrealized gains and losses are recognized through a valuation allowance by charges to
income.

Mortgage loans held for sale are sold with the mortgage servicing rights released to another financial institution
through a correspondent relationship. The correspondent financial institution absorbs all of the risk related to rate
lock commitments. Gains or losses on sales of mortgage loans are recognized based on the difference between
the selling price and the carrying value of the related mortgage loans sold.
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Loans Receivable

Loans receivable that we have the intent and ability to hold for the foreseeable future or until maturity or payoff
are stated at their outstanding unpaid principal balances, net of an allowance for loan losses and any deferred fees
or costs. Interest income is accrued on the unpaid principal balance. Loan origination fees, net of certain direct
origination costs, are deferred and recognized as an adjustment of the yield (interest income) of the related loans.
We are amortizing these amounts over the contractual life of the loan.

The accrual of interest is discontinued when the contractual payment of principal or interest has become 90 days
past due or we have serious doubts about further collectability of principal or interest, even though the loan is
currently performing. A loan may remain on accrual status if it is in the process of collection and is either
guaranteed or well secured. When a loan is placed on nonaccrual status, unpaid interest credited to income in the
current year is reversed and unpaid interest accrued in prior years is charged against the allowance for loan
losses. Interest received on nonaccrual loans generally is either applied against principal or reported as interest
income, according to our judgment as to the collectability of principal. Generally, loans are restored to accrual
status when the obligation is brought current, has performed in accordance with the contractual terms for a
reasonable period of time and the ultimate collectability of the total contractual principal and interest is no longer
in doubt.

Acquired Loans

Loans that we acquire in connection with acquisitions subsequent to January 1, 2009 are recorded at fair value
with no carryover of the related allowance for credit losses. Fair value of the loans involves estimating the
amount and timing of principal and interest cash flows expected to be collected on the loans and discounting
those cash flows at a market rate of interest.

The excess of cash flows expected at acquisition over the estimated fair value is referred to as the accretable
discount and is recognized into interest income over the remaining life of the loan. The difference between
contractually required payments at acquisition and the cash flows expected to be collected at acquisition is
referred to as the nonaccretable discount. The nonaccretable discount includes estimated future credit losses
expected to be incurred over the life of the loan. Subsequent decreases to the expected cash flows will require us
to evaluate the need for an additional allowance for credit losses. Subsequent improvement in expected cash
flows will result in the reversal of a corresponding amount of the nonaccretable discount which we will then
reclassify as accretable discount that will be recognized into interest income over the remaining life of the loan.

Acquired loans that met the criteria for nonaccrual of interest prior to the acquisition may be considered
performing upon acquisition, regardless of whether the customer is contractually delinquent. We expect to fully
collect the new carrying value (i.e. fair value) of the loans. As such, we may no longer consider the loan to be
nonaccrual or nonperforming and may accrue interest on these loans, including the impact of any accretable
discount. In addition, charge-offs on such loans would be first applied to the nonaccretable difference portion of
the fair value adjustment.

Allowance for Loan Losses

The allowance for loan losses represents our estimate of losses inherent in the loan portfolio as of the balance
sheet date and is recorded as a reduction to loans. The allowance for loan losses is established through provisions
for loan losses charged against income as losses are estimated to have occurred. Loans deemed to be
uncollectible are charged against the allowance for loan losses, and subsequent recoveries, if any, are credited to
the allowance.

The allowance for loan losses is maintained at a level considered adequate to provide for losses that can be
reasonably estimated. Our periodic evaluation of the adequacy of the allowance is based on known and inherent

risks in the portfolio, adverse situations that may affect the borrower’s ability to repay, the estimated value of any

75



underlying collateral, composition of the loan portfolio, current economic conditions and other relevant factors.
This evaluation is inherently subjective as it requires material estimates that may be susceptible to significant
change.

For commercial loans, we utilize an internal risk rating process. Loans are rated using a scale of 1 through 9 in
determining the overall risk of loss on the loan. Risk ratings are initially assigned to loans by loan officers and
are reviewed on a regular basis. Ratings will change based on ongoing monitoring process that analyzes the
deterioration or the improvement of the borrowers’ current and future ability to repay the outstanding loan
balances. Loans relationships that continue to show signs of deterioration are evaluated through specific loan
review. While assigning risk ratings involves judgment, the risk rating process allows us to identify potential
risks in a timely manner and to allocate resources to managing troubled accounts.

The risk rating process is not practical for consumer and residential mortgages because these portfolios consist of
a larger number of loans with smaller balances. Instead, these portfolios are evaluated for risk based on the
payment history performance.

Our credit department conducts quarterly reviews of all criticized loans and lending relationships. These reviews
include an analysis of loan to value ratios, debt service coverage ratios, reviews of financial statements and tax
returns of the borrower and any guarantors, and updates provided by lenders, relationship managers and
collection personnel, including, as appropriate, collateral and/or property inspections.

Our allowance for loan losses consists of two components: (1) specific allowance allocated to loans identified
and evaluated for impairment and (2) general allowance calculated for pools of loans. The specific allowance
competent relates to commercial loans that are classified as doubtful, substandard, or special mention through the
risk rating process or consumer and residential mortgage loans that have been classified as nonperforming. For
such loans, an allowance is established when the discounted cash flows (or collateral value or observable market
price) of the loan is lower than the carrying value of that loan. The general allowance component covers
non-classified loans that have been segmented into groups with similar characteristics and is based on historical
loss experience adjusted for qualitative factors. Historical loss factors are based on the loss activity from the
previous eight quarters. Qualitative factors include trends in volume of loans, changes in lending policies and
review and National and Local economic trends.

A loan is considered impaired when, based on current information and events, it is probable that we will be
unable to collect the scheduled payments of principal or interest when due according to the contractual terms of
the loan agreement. Factors considered in determining impairment include payment status, collateral value and
the probability of collecting scheduled principal and interest payments when due. Loans that experience
insignificant payment delays and payment shortfalls generally are not classified as impaired. We determine the
significance of payment delays and payment shortfalls on a case-by-case basis, taking into consideration all of
the circumstances surrounding the loan and the borrower, including the length of the delay, the reasons for the
delay, the borrower’s prior payment record and the amount of the shortfall in relation to the principal and interest
owed. Impairment is evaluated on a loan by loan basis for commercial and construction loans and is measured as
the difference between a loan’s carried value on the balance sheet and its fair market value. Based on the nature
of the loan, its fair value reflects one of the following three measures: (i) the fair market value of collateral;

(ii) the present value of the expected future cash flows; or (iii) the loan’s value as observable in the secondary
market. Estimated fair values for collateral dependent loans (other than loans recorded in accordance with ASC
310-30) are derived from appraisals obtained from third party valuation experts. We do not use automated
valuation methodologies when valuing these collateral dependent loans. At a minimum, we receive annual
appraisals on real estate collateral for all loans classified as substandard. These appraisals are reviewed on a
quarterly basis by our credit department as part of our quarterly review of all criticized assets. Downward
adjustments to the appraised values are made on a loan by loan basis should the quarterly credit quality review
indicate circumstances warranting a reduction in this value. It is not typical for appraised values to be increased;
rather if we believe that an increase in collateral value has occurred, a new appraisal will be obtained.

Large groups of smaller balance homogeneous loans are collectively evaluated for impairment. Accordingly, we
do not separately identify individual consumer loans for impairment disclosures.
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Other Real Estate Owned

Foreclosed properties are those properties for which we have taken physical possession in connection with loan
foreclosure proceedings.

At the time of foreclosure, foreclosed real estate is presumed to be held for sale and therefore recorded at its fair
value less costs to sell. Any write-downs based on the asset’s fair value at date of acquisition are charged to the
allowance for loan losses. After foreclosure, these assets are carried at lower cost or fair value less cost to sell.
Improvements to the property are added to the basis of the assets. Costs incurred in maintaining foreclosed real
estate and subsequent adjustments to the carrying amount of the property are classified as “other expenses.”

Business Combinations and Intangible Assets

We account for our merger and acquisitions using the acquisition accounting method. Acquisition accounting
requires the total purchase price to be allocated to the estimated fair values of assets acquired and liabilities
assumed, including certain intangible assets that must be recognized. Typically, this allocation results in the
purchase price exceeding the fair value of net assets acquired, which is recorded as goodwill. Core deposit
intangibles are a measure of the value of checking, money market and savings deposits acquired in business
combinations accounted for under the purchase method. Core deposit intangibles are being amortized over their
average estimated useful lives of ten years. Other identified intangibles with finite useful lives are amortized over
their estimated useful lives. We complete an annual impairment test for goodwill and other intangible assets.
Identifiable intangible assets are evaluated for impairment if events and circumstances indicate a possible
impairment. There can be no assurance that future goodwill impairment tests will not result in a charge to
earnings.

Mortgage servicing rights (MSRs) are recognized as separate assets when mortgage loans are sold and the
servicing rights are retained. Capitalized residential MSRs are reported in other assets and are amortized into
noninterest income in proportion to, and over the period of, the estimated future net servicing period of the
underlying mortgage loans. Capitalized commercial MSRs are reported in other assets and are remeasured at fair
value each reporting period. MSRs are evaluated for impairment based upon the fair value of the rights as
compared to amortized cost. We engage a third party service provider who estimates the fair value of MSRs
using discounted cash flow models that calculate the present value of estimated future net servicing income. The
model uses readily available prepayment speed assumptions for the current interest rates of the portfolios
serviced. MSRs are carried at the lower of amortized cost or estimated fair value. Impairment is recognized
through a valuation allowance, to the extent that fair value is less than the unamortized capitalized amount.

Goodwill

Goodwill represents the excess of the purchase price over the underlying fair value of merged entities. We assess
goodwill for impairment annually as of October 315t of each year. If certain events occur which indicate goodwill
might be impaired between annual tests, goodwill must be tested when such events occur. In making this
assessment, we consider a number of factors including operating results, business plans, economic projections,
anticipated futures cash flows, current market data, etc. There are inherent uncertainties related to these factors
and our judgment in applying them to the analysis of goodwill impairment. Changes in economic and operating
conditions could result in goodwill impairment in future periods. We tested goodwill for impairment as of
October 31, 2010 and determined that no impairment had occurred. ’

Transfers of Financial Assets

We sell interests in loans receivable through loan participation sales. We account for these transactions as sales,
when control over the assets is surrendered. Control over transferred assets is deemed to be surrendered when
(1) the assets are isolated, (2) the transferee obtains the right (free of conditions that constrain it from taking
advantage of that right) to pledge or exchange the transferred assets, and (3) we do not maintain effective control
over the transferred assets through an agreement to repurchase them before their maturity.
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Premises and Equipment

Premises and equipment are stated at cost less accumulated depreciation. Depreciation is computed on the
straight-line method over the shorter of the remaining lease term, if applicable, or the economic life which is
reflected in the following average lives:

Years
Automobiles ........ .. 3-5
Building and leasehold improvements . ................... 10-39
Furniture, fixtures, and equipment . ...................... 3-10
Software and computer equipment . ..................... 2-5

Bank Owned Life Insurance

We have purchased bank owned life insurance (“BOLI”) policies on certain employees as a means to generate
tax-exempt income which is used to offset a portion of current and future employee benefit costs. The BOLI
policies profit from the appreciation of the cash surrender value of the pool of insurance and are recorded as part
of “Noninterest Income.”

Net Income Per Share

Our basic net income per share is calculated as net income divided by the weighted average number of shares
outstanding. For diluted net income per share, net income is divided by the weighted average number of shares
outstanding plus the incremental number of shares added as a result of converting common stock equivalents,
calculated using the treasury stock method. Our common stock and equivalents consist solely of outstanding
stock options and restricted stock. The effects of options to issue common stock and restricted stock are excluded
from the computation of diluted earnings per share in periods in which the effect would be antidilutive.

A reconciliation of the weighted average shares outstanding used to calculate basic net income per share and
diluted net income per share follows:

For the Year Ended December 31,

2010 2009 2008
Weighted average shares outstanding
(basic) ................... e 7,359,478 5,156,078 2,734,027
Impact of common stock equivalents ............... 2,296 5,247 —

Weighted average shares outstanding
(diluted) ... 7,361,774 5,161,325 2,734,027

Common stock equivalents excluded
from earnings per share as their
effect would have been anti-dilutive 121,357 68,150 83,895

Stock-Based Compensation

We recognize all share-based payments to employees in the consolidated statement of operations based on their
fair values. The fair value of such equity instruments is recognized as an expense in the historical financial
statements as services are performed. We use the Black-Scholes Model to estimate the fair value of each option
on the date of grant. The Black-Scholes Model estimates the fair value of employee stock options using a pricing
model which takes into consideration the exercise price of the option, the expected life of the option, the current
market price and its expected volatility, the expected dividends on the stock and the current risk-free interest rate
for the expected life of the option. We typically grant stock options to employees with an exercise price equal to
the fair value of the shares at the date of grant. The fair value of restricted stock is equivalent to the fair value on
the date of grant and is amortized over the vesting period.

Dividend Reinvestment and Employee Stock Purchase Plans

The Dividend Reinvestment and Stock Purchase Plan (the “Reinvestment Plan”) was adopted in June 2009 and
allows for the issuance of 1,000,000 shares of common stock. As of December 31, 2010, 52,123 have been issued
under the Reinvestment Plan, with 947,877 shares available for future purchase.
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The Employee Stock Purchase Plan (the “Purchase Plan”) was adopted by shareholders in May 2009 and allows for the
issuance of 250,000 shares of common stock. Employees may elect to make contributions to the Purchase Plan in an
aggregate amount not less than 1% or more than 10% of such employee’s total compensation. These contributions are
then used to purchase stock during an offering period as defined by the Purchase Plan. The purchase price of the stock
is based solely on the market price of the shares at the date of purchase. No compensation expense is recognized since
the Purchase Plan qualifies as a non-compensatory plan. As of December 31, 2010, 9,496 shares were issued under the
Purchase Plan, with 240,504 shares available for future purchase.

Advertising Costs

We charge advertising costs to expense as incurred.

Income Taxes

Deferred income taxes are provided on the liability method whereby deferred tax assets are recognized for
deductible temporary differences and deferred tax liabilities are recognized for taxable temporary differences.
Temporary differences are the differences between the reported amounts of assets and liabilities and their tax
basis and any net operating loss carryforwards. Deferred tax assets are reduced by a valuation allowance when, in
our opinion, it is more likely than not that some portion of the deferred tax assets will not be realized. Deferred
tax assets and liabilities are adjusted for the effects of changes in tax laws and rates on the date of enactment.

We recognize the financial statement benefit of a tax position only after determining that the relevant tax
authority would more likely than not sustain the position following an audit. For tax positions meeting the more-
likely-than-not threshold, the amount recognized in the financial statements is the largest benefit that has a
greater than 50 percent likelihood of being realized upon ultimate settlement with the relevant tax authority.

Comprehensive Income

Comprehensive income is defined as the change in equity from transactions and other events from non-owner
sources. It includes all changes in equity except those resulting from investments by stockholders and
distributions to stockholders. Comprehensive income includes net income and accounting for certain investments
in debt and equity securities.

We have elected to report our comprehensive income in the statement of changes in equity. The components of
the change in net unrealized gains (losses) on securities for the year ended December 31, 2010, 2009 and 2008
are as follows:

For the Year Ended December 31,

2010 2009 2008

Gross unrealized holding gains (losses) arising during the . )

VAL + v vttt e e e e e e e $1,384  $(672) $184
Reclassification adjustment for impairment losses recognized

innetincome ......... ... ..ol 206 185 —
Reclassification adjustment for gains realized in net income . . (578) (363) —
Net unrealized holding gains (losses) before taxes .......... 1,012 (850) 184
Tax effect .. ..o e (347 289 (76)
NELChANEE © .ot oottt ettt e et e et eiieeans $ 665 $(561) $108

Financial Instruments with Off-Balance Sheet Risk

In the ordinary course of business, we have entered into off-balance sheet financial instruments consisting of
commitments to extend credit and letters of credit. Such financial instruments are recorded in the consolidated
balance sheet when they are funded. See Note 15 for further discussion.
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Variable Interest Entities

As a result of the FCEC Merger, we acquired Issuer Trusts that have issued guaranteed preferred beneficial
interests in our junior subordinated debentures. These Issuer Trusts are variable interest entities under

ASC 810-10. In accordance with ASC 810-10, Consolidation, all the Issuer Trusts outstanding at December 31,
2010 and 2009 are not consolidated. The junior subordinated debentures issued to the Issuer Trusts at

December 31, 2010 and 2009 are reflected in our Consolidated Balance Sheets in the liabilities section under the
caption “Long-term debt.” We record interest expense on the corresponding debentures in our Consolidated
Statements of Operations. We also recorded the common capital securities issued by the Issuer Trusts in other
assets in its consolidated balance sheets at December 31, 2010 and 2009.

The Bank has partial ownership in certain affiliated business arrangements. These entities serve as a source for
retail mortgage business through the entity’s relations with builders, realtors and other businesses. We evaluated
these entities for consolidation under the requirements of ASC 810-10 Consolidation and determined that the
Bank is the primary beneficiary of these variable interest entities. Accordingly, the assets and liabilities of these
entities that were consolidated under the requirements of ASC 810-10 as of December 31, 2010 and 2009 are
listed below. This table includes those entities in which the Bank has a non-majority ownership interest.

December 31, December 31,

2010 2009
Cash ..., $556 $  —
Otherassets ...........ccoovvnuennnnn. 146 —
Totalassets .................... $702 $ —
Other liabilities . . .................... $133 $ —
Total liabilities ................. $133 $ —

Non-controlling interests

In December 2007, the FASB updated ASC 810, Consolidation, which establishes accounting and reporting
standards for the non-controlling interest in a subsidiary and for the deconsolidation of a subsidiary. Specifically,
ASC 810 requires a non-controlling interest in a subsidiary to be reported as equity, separate from the parent’s
equity, in the consolidated balance sheet and the amount of net income or loss and comprehensive income or loss
attributable to the parent and non-controlling interest to be presented separately on the face of the consolidated
financial statements. Changes in a parent’s ownership interest in its subsidiary in which a controlling financial
interest is retained are accounted for as equity transactions. If a controlling financial interest in the subsidiary is
not retained, the subsidiary is deconsolidated and any retained non-controlling equity interest is initially
measured at fair value. We adopted the updates to ASC 810 effective December 10, 2010, including retrospective
application for the presentation of periods prior to December 10, 2010. The adoption of the updates to ASC 810
did not have a significant impact on our Consolidated Financial Statements.

Recent Accounting Pronouncements

In December 2010, the FASB issued ASC Update No. 2010-29 for disclosures of supplementary pro forma
information for business combinations. Update No. 2010-29 requires that pro forma information be presented as
if the business combination occurred at the beginning of the prior annual reporting period for purposes of
calculating both the current reporting period and the prior reporting period pro forma financial information.
Update No. 2010-29 also requires that this disclosure be accompanied by a narrative description of the amount
and nature of any material nonrecurring pro forma adjustments. This provision of Update No. 2010-29 is
effective for the annual and interim periods beginning after December 15, 2010, or January 1, 2011 for us. The
adoption of Update No. 2010-29 is not expected to impact our consolidated financial statements.
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In December 2010, the FASB issued ASC Update No. 2010-28 for all entities that have recognized goodwill and
have one or more reporting units whose carrying amount for purposes of Step 1 of the goodwill impairment test
is zero or negative. Update No. 2010-28 modifies Step 1 of the goodwill impairment test under FASB ASC Topic
350, Intangibles — Goodwill and Other, requiring the entity to perform Step 2 of the goodwill impairment test if
it is more likely than not that a goodwill impairment exists. The entity should consider whether there are adverse
qualitative factors in determining whether an interim impairment test between annual testing is necessary. The
Update allows an entity to use either the equity or enterprise valuation premise to determine the carrying amount
of the reporting unit. On adoption of the Update, the goodwill impairment that results from this requirement to
perform Step 2 of the goodwill impairment test would be recognized as a cumulative effect adjustment to the
beginning retained earnings in the period of adoption. This provision of Update No. 2010-28 is effective for the
annual and interim periods beginning after December 15, 2010, or January 1, 2011 for us. Early adoption is
prohibited. The adoption of Update No. 2010-28 is not expected to materially impact our consolidated financial
statements.

In July 2010, the FASB issued ASC Update No. 2010-20 concerning disclosures about the credit quality of
financing receivables and the allowance for credit losses. Update No. 2010-20 is intended to provide additional
information to assist financial statement users in assessing an entity’s credit risk exposures and evaluating the
adequacy of its allowance for credit losses. Update No. 2010-20 requires companies to (1) provide enhanced
disclosures around the nature of credit risk inherent in the entity’s portfolio of financing receivables; (2) explain
how that risk is analyzed and assessed in arriving at the allowance for credit losses; and (3) explain the changes
and reasons for changes in the allowance for credit losses. The provisions of Update No. 2010-20 concerning
disclosures for the end of a period are effective for interim and annual periods ending on or after December 15,
2010, or December 31, 2010 for us. The provisions of Update No. 2010-20 concerning disclosures about activity
that occurs during a reporting period are applicable to us for interim and annual periods beginning on or after
December 15, 2010, or the interim period ending on March 31, 2011. The adoption of Update No. 2010-20
provides the reader of our financial statements with expanded and enhanced disclosure surrounding the
allowance for credit losses.

In January 2010, the FASB issued ASC Update No. 2010-06 for improving disclosures about fair value
measurements. Update No. 2010-06 requires companies to disclose, and provide the reasons for, all transfers of
assets and liabilities between the Level 1 and 2 fair value categories. It also clarifies that companies should
provide fair value measurement disclosures for classes of assets and liabilities which are subsets of line items
within the balance sheet, if necessary. In addition, Update No. 2010-06 clarifies that companies provide
disclosures about the fair value techniques and inputs for assets and liabilities classified within Level 2 or 3
categories. The disclosure requirements prescribed by Update No. 2010-06 are effective for fiscal years
beginning after December 15, 2009, and for interim periods within those fiscal years. We have implemented the
disclosure requirements of Update No. 2010-06 which can be found in Note 18 of the Notes to the Consolidated
Financial Statements. Update No. 2010-06 also requires companies to reconcile changes in Level 3 assets and
liabilities by separately providing information about Level 3 purchases, sales, issuances and settlements on a
gross basis. This provision of Update No. 2010-06 is effective for fiscal years beginning after December 15,
2010, and for interim periods within those fiscal years, or March 31, 2011 for us. The adoption of Update

No. 2010-06 is not expected to materially impact our fair value measurement disclosures.

In June 2009, the FASB issued a pronouncement, which amends the consolidation guidance applicable to
variable interest entities (““VIE”s). An entity would consolidate a VIE, as the primary beneficiary, when the entity
has both of the following characteristics: (a) the power to direct the activities of a VIE that most significantly
impact the entity’s economic performance and (b) the obligation to absorb losses of the entity that could
potentially be significant to the VIE or the right to receive benefits from the entity that could potentially be
significant to the VIE. Ongoing reassessment of whether an enterprise is the primary beneficiary of a VIE is
required. This pronouncement eliminates the quantitative approach previously required for determining the
primary beneficiary of a VIE. The pronouncement was effective for fiscal years and interim periods beginning
after November 15, 2009. The updated guidance was adopted on January 1, 2010, which did not have an impact
on our consolidated financial statements.
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In December 2007, the FASB issued a pronouncement that establishes accounting and reporting standards for the
noncontrolling interest in a subsidiary and for the deconsolidation of a subsidiary. The guidance became effective
as of January 1, 2009. The adoption of this pronouncement did not have a material impact to the consolidated
financial statements. In January 2010, the FASB issued updated guidance relating to the decrease in ownership of
a subsidiary. The updated guidance is effective at the beginning of the first interim or annual reporting period
ending on or after December 15, 2009 and should be applied retrospectively. The updated guidance did not have
a material impact on our consolidated financial statements.

Note 2 — Merger Accounting
FCEC Merger

On December 28, 2009, we announced the execution of FCEC Merger Agreement. The FCEC Merger became
effective on December 10, 2010. Immediately following the holding company acquisition, the First Chester’s
wholly-owned subsidiary, FNB, merged with and into the Bank, our wholly-owned subsidiary. The former
offices of FNB are now operating under the title “1N Bank, a Division of Graystone Tower Bank” (the “1N Bank
Division”). For the period since the effective date of the FCEC Merger, First Chester and its subsidiaries have
contributed total net interest income of $2,345. This income was offset by expenses resulting in a net loss of

$289.

Pursuant to the terms of the FCEC Merger Agreement, First Chester shareholders received, for each share of First
Chester common stock held, 0.356 shares of our common stock (the “Exchange Ratio”). The Exchange Ratio was
calculated in accordance with the terms of the FCEC Merger Agreement, and was determined based on First
Chester delinquent loans (as defined in the Merger Agreement) calculated as of November 30, 2010. We paid
cash to First Chester shareholders in lieu of any fractional shares. We utilized the closing price of our common
stock on December 10, 2010 of $22.14 to determine the fair value of our stock issued as consideration for the
FCEC Merger.

The tables below illustrate the reconciliation of shares outstanding and the calculation of the consideration
effectively transferred.

Reconciliation of Shares Outstanding

First Chester shares outstanding at December 10, 2010 (less treasury shares cancelled) .......... 6,317,096
Exchange ratio . . ... ..o e 0.356
Tower shares issued to First Chester owners (excludes fractional shares) ...................... 2,248,438
Tower shares outstanding at December 10, 2010 .. ........... .. i, 7,192,174
Total Tower shares at December 10, 2010 .. ... ..ot e e 9,440,612
Ownership % held by First Chester stockholders ............................ e 23.82%
Ownership % held by legacy Tower stockholders ..................... .. ... oo, 76.18%
Purchase Priqe Consideration (dollars in thousands, expect per share data)

First Chester shares outstanding at December 10, 2010 (less treasury shares cancelled) .......... 6,317,096
Exchange ratio . . ...ttt e 0.356
Tower shares issued to First CheSter OWNers ... ......ooueeoe e ennenn.. [ 2,248,438
Purchase price per Tower common share ............... ... i, $ 2214
Total stock consideration paid . ........ ... ... i $ 49,780
Consideration paid for fractional shares ............. .. ... ... . . i 11
Total consideration paid ... ...ttt e $ 49,791
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As a result of the FCEC Merger, we recognized assets acquired and liabilities assumed at their acquisition date
fair value as presented below. Note that the fair value adjustments made to the balances of loans, premises and
equipment, other real estate owned, deferred taxes, and other liabilities are preliminary in nature and are subject
to change as we obtain further data to complete valuations based on information present at the closing date.
These adjustments may also include liabilities related to legal proceedings, claims and liabilities involving First
Chester and its subsidiaries that existed at the time of the FCEC Merger. Based upon the current information
related to these legal proceedings and the conditions established in FASB ASC 450, “Accounting for
Contingencies,” we cannot reasonably estimate any potential liability for loss on certain of these legal
proceedings at this time.

Total Purchase Price . ......... ... .. ..civiiien .. $49,791
Net Assets Acquired:

Cash ... . $ 67,176

Securities available forsale .................... 44,694

Restricted Investments .. ...................... 10,569

Loans ... 939,246

Accrued interest receivable .................... 2,676

Premises and Equipment ...................... 26,774

Core depositintangible ....................... 4,440

Leasehold intangible assets . ................... 342

Deferredtaxasset . ...........coiviiiiian, 15,673

Otherassets ..........ccouiiiiinnnnennenn. 25,059

Time deposits .. ......overniiiii i (436,126)

Deposits other than time deposits ............... (551,148)

Borrowings . . ... .. (80,049)

Accrued interest payable ............. .. ... ..., (980)

Leasehold intangible liabilities ................. (643)

Other liabilities ................cciiiien.... (21,658)

Noncontrolling Interest ................... S (1,069)

. 44,976

Goodwill resulting from FCECMerger . .............. $ 4,815

The goodwill generated by the FCEC Merger consists of synergies and increased economies of scale such as the
ability to offer more diverse and more profitable products, added diversity to the branch system to achieve lower
cost deposits, an increased legal lending limit, etc. We expect that no goodwill recognized as a result of the
FCEC Merger will be deductible for income tax purposes. Since the combined entity will operate as a single
business unit, there is no segment impact of the FCEC Merger.

The fair value of the financial assets acquired included loans receivable with a gross amortized cost basis of
$987,747. The table below illustrates the fair value adjustments made to the amortized costs basis in order to
present a fair value of the loans acquired.

Gross amortized costs basis at December 10,2010 ........ $987,747
Market rate adjustment . . . ....... ... o L. - 2,280
Credit fair value adjustment on pools of homogeneous loans . . (20,510)
Credit fair value adjustment on distressed loans .......... (30,271)
Fair value of purchased loans at December 10, 2010 ...... $939,246

The market rate adjustment represents the movement in market interest rates, irrespective of credit adjustments,
compared to the stated rates of the acquired loans. The credit adjustment made on pools of homogeneous loans
represents the changes in credit quality of the underlying borrowers from the loan inception to the acquisition
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date. The credit adjustment on distressed loans is derived in accordance with Accounting Standard Codification
310-30-30, previously known as Statement of Position (SOP) 03-3, “Accounting for Certain Loans Acquired in a
Transfer,” and represents the portion of the loan balance that has been deemed uncollectible based on our
expectations of future cash flows for each respective loan. .

Information about the acquired FNB distressed loan portfolio as of December 10, 2010 is as follows:

Contractually required principal and interest at

aCqUISILION . ...... ...ttt $109,339
Contractual cash flows not expected to be collected

(nonaccretable discount) .......................... (36,755)
Expected cash flows at acquisition .................... 72,584
Interest component of expected cash flows

(accretable discount) .................. .. .0 .ii.... 17,573
Fair value of acquiredloans .......................... $ 55,011

Graystone Merger

On November 13, 2008, we announced the execution of the Graystone Merger Agreement. The Graystone
Merger became effective prior to the start of business on March 31, 2009. The Graystone Merger has been
accounted for as a reverse merger using the acquisition method of accounting. For accounting purposes,
Graystone was considered to be the acquirer in this transaction with the surviving legal entity operating under our
articles of incorporation. Immediately following the holding company merger, our wholly-owned subsidiary, The
First National Bank of Greencastle, merged with and into Graystone Bank, the wholly-owned subsidiary of
Graystone, under the name “Graystone Tower Bank™ (the “Bank”). The Bank, therefore, became our wholly
owned subsidiary and operates under the prior Graystone Bank charter.

To determine the accounting treatment of the Graystone Merger, we utilized the following facts in concluding
that the transaction would be treated as a reverse merger, with Graystone as the accounting acquirer:

* The roles of Chief Executive Officer, Chief Operating Officer, Chief Financial Officer, Chief Credit
Officer, and General Counsel of the post-combination entity have been assumed by the executives of
Graystone.

* Upon the effective date of the Graystone Merger, the Tower Board of Directors consists of twenty
members, of which half of the members have been appointed from the historical Tower Board of
Directors with the remaining ten directors having been appointed from the Graystone Board of
Directors.

*  After the closing of the Graystone Merger and as a result of the fixed share exchange ratio of .42 shares
of Tower common stock for each Graystone common share, the former Graystone shareholders, as a
group, held approximately fifty-four percent of the outstanding shares of Tower stock.

* Graystone contributed greater than fifty percent of the total assets and tangible equity to the combined
entity, while Tower contributed greater than fifty percent of the net income to the combined entity.

The acquisition-date fair value of the consideration transferred by the accounting acquirer (Graystone) for its
interest in Tower is based on the number of equity interests Graystone would have to issue (measured on the
transaction closing date) to give the owners of Tower the same percentage equity interest in the combined Tower
entity that results from the reverse merger. We have utilized the closing price of Tower’s common stock on
March 30, 2009 (since the Graystone Merger was effective prior to the open of business on March 31, 2009) to

determine the fair value of Tower stock to be utilized in the purchase price calculation which was determined to
be $24.97.
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The table below illustrates the calculation of the consideration effectively transferred.

Purchase Price Calculation

Graystone shares outstanding at March 30,2009 . ... ... . .. .. i 6,523,584
BXChange ratio . . ... oot e 042
Tower shares issued to Graystone owners (excludes fractional shares) ....................... 2,739,811
Tower shares outstanding at March 30,2009 . .. ... ... .. . 2,316,823
Total Tower shares at March 30, 2009 .. ... .o e e 5,056,634
Ownership % held by Graystone stockholders ..., 54.18%
Ownership % held by legacy Tower stockholders ............ ... ... .. i, 45.82%
Theoretical Graystone Share to be Issued as Consideration

Graystone shares outstanding at March 30,2009 .. ... .. ... ... .. .. .. . ... i, 6,523,584
Ownership % held by Graystone stockholders ........... ... .. . i, 54.18%
Theoretical total Graystone shares after considerationpaid ............. .. ... ... ... ....... 12,040,019
Ownership % held by legacy Tower stockholders .......... .. .. .. ... .. . . i, 45.82%
Theoretical Graystone shares to be issued to Tower as consideration ........................ 5,516,435
Fair value of Graystone shares at March 30, 2009 (Tower share price * 42) .................. $ 10.49
Fair value of theoretical Graystone shares issued as consideration .......................... $ 57,853
Cash paid for fractional shares . ............ it et 2
Total consideration paid .. ... ... ... ...ttt $ 57,855

As aresult of the Graystone Merger, we recognized assets acquired and liabilities assumed at their acquisition
date fair value as presented below.

Total Purchase Price ........ P $57,855
Net Assets Acquired:

Cash ..o $ 9,017

Securities available forsale .................... 58,256

Restricted Investments . ....................... 5,210

Loans ... 418,747

Accrued interest receivable .................. .. 1,786

Premises and Equipment ...................... 22,644

Core deposit intangible ....................... 3,899

Deferredtaxasset .. .......... ... iiiin. ... 143

Other assetS . ... vvvi i 12,457

Time deposits ......... ... ... (160,806)

Deposits other than time deposits ............... (249,397)

Borrowings . . ... ..o (69,601)

Accrued interest payable ...................... (698)

Other liabilities ............. ... ............. (5,737)

45,920

Goodwill resulting from Graystone Merger ........... $11,935

The goodwill generated by the Graystone Merger consists of synergies and increased economies of scale such as
the ability to offer more diverse and more profitable products, added diversity to the branch system to achieve
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lower cost deposits, an increased legal lending limit, etc. We expect that no goodwill recognized as a result of the
Graystone Merger will be deductible for income tax purposes. Since the combined entity will operate as a single
business unit, there is no segment impact of the Graystone Merger.

The fair value of the financial assets acquired included loans receivable with a gross amortized cost basis of
$426,177. The table below illustrates the fair value adjustments made to the amortized costs basis in order to
present a fair value of the loans acquired.

Gross amortized costs basis at March 30,2009 ........... $426,177
Market rate adjustment . . ........... .. ..., 1,323
Credit fair value adjustment on pools of homogeneous

loans .......... .. (4,044)
Credit fair value adjustment on distressed loans .......... 4,709)
Fair value of purchased loans at March 30,2009 ......... $418,747

The market rate adjustment represents the movement in market interest rates, irrespective of credit adjustments,
compared to the stated rates of the acquired loans. The credit adjustment made on pools of homogeneous loans
represents the changes in credit quality of the underlying borrowers from the loan inception to the acquisition
date. The credit adjustment on distressed loans is derived in accordance with Accounting Standard Codification
310-30-30, previously known as Statement of Position (SOP) 03-3, “Accounting for Certain Loans Acquired in a
Transfer,” and represents the portion of the loan balance that has been deemed uncollectible based on the
management’s expectations of future cash flows for each respective loan.

Pro-forma Presentation

The following table shows the combined pro forma financial results for the years ended December 31, 2010 and
2009, assuming that the FCEC Merger and the Graystone Merger occurred on January 1, 2009:

Pro-forma Pro-forma
December 31, 2010 December 31, 2009
(unaudited) (unaudited)
Statement of Operations
Net interest income . .................. $91,221 $ 90,608
Pre-taxnetloss ...................... (2,641) (19,593)
Income tax expense ................... 4,350 3,030
Netloss ... (6,991) (22,623)
Pro-forma net loss per share
Basic ... $ (0.73) - $ (3.06)
Diluted ........... ... ... ... ... .. $ (0.73) $ (3.06)
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Note 3 — Securities Available for Sale

The amortized cost of securities and their approximate fair values at December 31, 2010 and 2009 are as follows:

Gross Gross”
Amortized  Unrealized  Unrealized Fair
Cost Gains Losses Value
December 31, 2010
EqQuity SECUTItES ... ..vvveinriranneneannns $ 195 $— $— $ 195
U.S Treasury securities .............c.oooeuvn.. 5,000 2 — 5,002
U.S. Government sponsored agency securities . . . . 7,771 9 — 7,780
U.S. Government sponsored agency mortgage-
backed securities . .......... iy 10,787 90 (123) 10,754
U.S. Government sponsored agency Collateralized
mortgage obligations ...................... 48,018 569 — 48,587
Municipal bonds .......... ...l 10,641 74 (61) 10,654
Municipal bonds —taxable ................... 10,341 2 (329) 10,014
SBA pool loan investments . .................. 9,557 152 — 9,709
Total securities available forsale ......... $102,310 $898 $(513) $102,695
December 31, 2009
Equity securities ..............oiiiiiaiinnn $ 1,156 $ 20 $ 44) $ 1,132
: U.S. Government sponsored agency securities . . . . 56,437 12 (65) 56,384
‘ U.S. Government sponsored agency mortgage-
; backed seCUIItieS .. ....cvveiierneee s 9,109 37 30) 9,116
U.S. Government sponsored agency Collateralized
mortgage obligations ...................... 93,058 81 (654) 92,485
Municipal bonds ......... .. ... ..o 7,093 95 — 7,188
Municipal bonds — taxable ................... 12,917 64 an 12,910
SBA pool loan investments ................ ... 10,710 — (72) 10,638
Total securities available for sale ... ...... $190,480 $309 $(936) $189,853

Included with our securities available for sale are pledged securities with a fair value of $86,838 and $34,999 at
December 31, 2010 and 2009, respectively. The securities were pledged to secure public deposits and securities
sold under agreements to repurchase.
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The amortized cost and fair value of available for sale securities as of December 31, 2010 by contractual maturity
are shown below. Expected maturities may differ from contractual maturities due to the issuer’s rights to call or
prepay the obligation without penalty. o

December 31, 2010
Amortized Cost Fair Value

Duein one year orless ... ......ouuuuu e $ 5,568 $ 5,575
Due after one year through fiveyears ........................... ... 11,927 11,943
Due after five years through tenyears .............................. 7,759 7,529
Due aftertenyears ............... ..o i 8,499 8,403

33,753 33,450

Mortgage-backed securities (1) . ........oovuen e 68,362 69,050
Equity securities ............ ... ... . . 195 195

$102,310  $102,695

(1) Mortgage-backed securities include agency mortgage-backed securities, Government National Mortgage
Association collateralized mortgage and Small Business Agency Loan Pool obligations.

The following table presents information related to our gains and losses on the sales of equity and debt securities,
and losses recognized for other-than-temporary impairment of investments.

Year Ended December 31,
Other-than-
Gross Gross temporary
Realized Realized Impairment Net Gains
Gains Losses Losses (Losses)
. 2010 :
Equity securities . . ............................. $ 56 $ 3 $(206) $(153)
Debt securities ................... . 526 @) — 525
Total ...........c.o i $582 $ @) $(206) $ 372
2009
Equity securities . .. .............. oo $ 814 $(697) $(185) $ (68)
Debt securities .................. ... .. ... .. .. 254 &) — 246
Total .. .. ... .. ... ... .. ... ... ...... $1068 $(705) $(185) $ 178
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The following table shows gross unrealized losses and fair value, aggregated by investment category and length
of time that individual securities have been in a continuous unrealized loss position, at December 31 2010 and
2009: :

Less Than 12 Months 12 Months or More Total

Fair Unrealized Fair  Unrealized Fair Unrealized
Value Losses Value Losses Value Losses
December 31, 2010
Equity securities . .. ..., 5 — $— $— $— $ — $—
U.S. Treasury securities . ................. — — — — — —
U.S. Government sponsored agency
SECUrItIeS ... ..o — — — — — —
U.S. Government sponsored agency
mortgage-backed securities ............. 6,084 (123) — — 6,084 (123)
U.S. Government sponsored agency
collateralized mortgage obligations . ... ... — — — — — —
Municipalbonds .......... ... ... ... 5,415 (9] — — 5,415 61)
Municipal bonds —taxable . ............... 8,897 (329) — — 8,897 (329)
SBA loan pool investments ............... — — — — — —
Total ............................ $ 20,396  $(513) $— $— $ 20,396  $(513)
December 31, 2009
Equity securities . . . .............eeini... $ 417 $ 4 $— $— $ 417 $ 44
U.S. Government sponsored agency
SECUTILIES . .o vt ii i e 47,101 65 — —_ 47,101 65
U.S. Government sponsored agency
mortgage-backed securities ............. 7,275 30 — — 7,275 30
U.S. Government sponsored agency :
collateralized mortgage obligations . ... ... 70,991 654 — — 70,991 654
Municipalbonds . ...... ... .. oL ' — — — — — —
Municipal bonds —taxable ................ 6,955 71 — — 6,955 71
SBA pool loan investments ............... 10,710 72 — — 10,710 72
Total ......... ... ... .. ... .. .. $143,449  $936  $— $— $143,449  $ 936

The previous table includes 15 investment securities at December 31, 2010 where the current fair value is less
than the related amortized cost. There were 36 investment securities at December 31, 2009 that had a current fair
value less than the related amortized cost. We evaluate all securities for other-than-temporary impairment on at
least a quarterly basis. Consideration is given to (1) the length of time and the extent to which the fair value has
been less than cost, (2) the financial condition and near-term prospects of the issuer, and (3) the intent and ability
to retain the investment for a period of time sufficient to allow for any anticipated recovery in fair value. It is not
our intent to sell the investments available for sale carrying an unrealized loss and believe it is more likely than
not, that it will not be necessary to sell these securities prior to the recovery of their cost basis or maturity. At
December 31, 2010, we identified equity securities with unrealized losses that were deemed to be other-than-
temporary in nature and resulting in an impairment charge for the years ending December 31, 2010 and 2009 of
$206 and $1835, respectively. Excluding the securities related to the impairment charge, no investments trading
below cost had declined on an other-than-temporary basis during the years ending December 31, 2010 and 2009.
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Sy Note 4 — Loans

The following table presents a summary of the loan portfolio at December 31, 2010 and 2009: 7

December 31, December 31,
10

2009

Commercial:

Industrial ............... ... ... ... ...... $ 921,603 $ 599,708

Realestate ............. .. .. 441,532 159,947

Construction . ..........couuiia. .. 179,983 102,018
Consumer:

Homeequityline ........................ 196,498 49,239

Other ...... ... ... ... .. ... . . . ... 52,412 36,271
Residential mortgage ......................... 280,154 191,277

Totalloans ............................. 2,072,182 1,138,460
Deferred costs (fees) .............covvven.. .. 62 (189)
Allowance forloanlosses ..................... (14,053) (9,695)

Netloans .............................. $2,058,191  $1,128,576

Overdraft deposits are reclassified as loans and are included in the “Consumer: Other” loans on the consolidated
balance sheet. At December 31, 2010 and 2009, total overdraft deposits were $1,284 and $397, respectively.

We had total net purchased loans from unaffiliated banks of $42,124 and $59,268 at December 31,2010 and
2009, respectively.

We serviced $216,939 and $111,649 of participation loans for unrelated parties at December 31, 2010 and 2009,
respectively.

We sold $277,842, $133,521 and $48,283 of residential mortgage loans into the secondary market during the
years ended December 31, 2010, 2009 and 2008, respectively. A gain of $2,544, $1,521, and $528 was
recognized on the sale of these loans for the years ended December 31, 2010, 2009 and 2008, respectively.

The following table presents the credit quality table as of December 31, 2010. Commercial loans are based on an
internally assigned grade system which are assigned at the loan origination and review on an annual or on an “as
needed” basis. Consumer and residential mortgage loans are evaluated based the payment activity of the loan.

Commercial Commercial Commercial
Industrial Real Estate Construction

Pass ........ . ... . $776,075 $408,778 $140,144
Special Mention ................... 47,720 4,370 1,524
Substandard ...................... 68,908 18,182 14,822
Doubtful ...........ccoovinin.. — 187° " 5,001
Acquired distressed loans (1) ........ 28,900 10,015 18,492
Total ....................... $921,603 $441,532 $179,983
Consumer Consumer Residential

HELOC Other . Mortgage

Performing ....................... $195,026 $ 51,941 $273,936
Nonperforming ................... 466 317 3,602
Acquired distressed loans (1) ........ 1,006 154 2,616
Total ....................... $196,498 $ 52,412 $280,154

(1) Acquired distressed loans include all acquired loans in which a specific credit adjustment was taken upon
acquisition, in accordance with Accounting Standards Codification 310-30-30.
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The following table presents the aging analysis of the loan portfolio as of December 31, 2010 and 2009:

30-89 Days Greater Than Total Past Non- -
Past Due(1) 90 Days(1) Due(1) Accrual Current(1) Total Loans

December 31, 2010
Commercial:
Industrial .................. $21,217 $ — $21,217 $ 6,320 $ 894,066 $ 921,603
Realestate ................. 1,712 5 1,717 2,426 437,389 441,532
Construction ............... 615 — 615 6,011 173,357 179,983
Consumer
Home equity line ............ 478 351 829 115 195,554 196,498
Other ............ ... ..... 1,094 251 1,345 66 51,001 52,412
Residential mortgage ............. 5,749 818 6,567 2,784 270,803 280,154
Total ..................... $30,865 $1,425 $32,200 $17,722 $2,022,170 $2,072,182
December 31, 2009
Commercial:
Industrial .................. $ 2,137 $ 356 $ 2493 $ 2,646 $ 594,569 $ 599,708
Realestate ................. 1,713 277 1,990 464 157,494 159,948
Construction ............... — — — 298 101,719 102,017
Consumer:
Home equity line ............ 777 303 1,080 — 48,159 49,239
Other ..................... 378 51 429 242 35,600 36,271
Residential mortgage ............. 7,223 1,119 8,342 1,068 181,867 191,277
Total ..................... $12,228 $2,106 $14334 $ 4,718 $1,119,408 $1,138,460

(1) Loan balances do not include non-accrual loans

Total non-performing assets were $23,794 and $7,751 for the years ended December 31, 2010 and 2009,
respectively. Non-performing assets include those loans which are classified as non-accrual, loans accruing
interest that are 90 days past due and other real estate owned. Total other real estate owned was $4,647 and $927
as of December 31, 2010 and 2009, respectively.
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We had total impaired loans of $76,982 and $10,917 as of December 31, 2010 and 2009, respectively. The
following table presents a summary of the impaired loans.

Unpaid ) Average Interest
Recorded Principal Related Recorded Income
Investment Balance Allowance Investment Recognized
December 31, 2010
With no related allowance recorded:
Commercial:
Industrial ............. ... .. .. ... ....... $35,220 $ 53,892 $ — $ 5,897 $119
Realestate ............... ... ........... 12,815 16,368 — 6,021 346
Construction . ..., 17,201 26,256 — 1,810 182
Consumer:
Homeequityline ......................... 1,121 1,255 — 110 1
Other ...... ... ... . 224 322 — 147
Residential mortgage .......................... 5,400 6,061 — 1,891 —_
With an allowance recorded:
Commercial:
Industrial ............ . ... .. ... . ... $ — $ — $ — $ 271 $—
Realestate .............................. — — — 63 —
ConStruction . ...........covuueenenennn. 5,001 5,001 2,500 4,167 —
Consumer:
Homeequityline ......................... — — — — —
Other ........ .. .. . . . — — —_ — —
i Residential mortgage .......................... — — — — —
Total:
Commercial:

Industrial ... $35,220 $ 53,892 $ — $ 6,168 $119
Realestate ............ ... .. .. ... ccu.... 12,815 16,368 — 6,084 346
Construction . ... ....o.ouerna. .. P 22,202 31,257 2,500 5,977 182

Consumer:
Home equity line ......................... 1,121 1,255 — 110 1
Other ...... ... ... ... . . . .. 224 322 — 147
Residential mortgage .......................... 5,400 6,061 — 1,891 o
Total ....... .. ... ... . . .. .. $76,982 $109,155  $2,500 $20,377 $651
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December 31, 2009

With no related allowance recorded:

Commercial: S
Industrial . .. oot $ 1,243 $ 1,776 $— $2264 §$ 17
Realestate ........ ...ttt 4,675 6,007 — 3,818 302
ConStruCtion . . ..ottt e e e e 2,461 3,530 — 2,248 87
Consumer:
Homeequity line ........... .. .. ... ... i, — 4 — 28 —
O heT . o e 204 269 — 102 1
Residential mortgage .. ...... ..ot 982 984 — 526 —
With an allowance recorded:
Commercial:
Industrial . ..., ... e $ 924 $ 924 $310 $ 556 $—
Realestate ........ ... ... .. . .. . . .. 334 334 114 195 —
Construction . ........ ... ...t — — — — —
Consumer:
Homeequityline ........ ... .. ... . i, — — — — —
Other . .o e e 10 10 10 10 —
Residential mortgage .......... ...ttt 84 84 17 73 —
Total
Commercial:
Industrial . .. .. ... . $ 2,167 $ 2,700 $310 $2,820 $ 17
Realestate . ...ttt e e 5,009 6,341 114 4,013 302
CONSIIUCHOM &+ v v vttt e e et e e e e 2,461 3,530 — 2,248 87
Consumer:
Homeequity line ......... ... iinieniiiieinennnnnnn — 4 — 28—
OtheT . .o _ 214 279 10 112 1
Residential mortgage ..............oiiiiiiiiiii i 1,066 1,068 17 599 —
Total . ...t e $10,917 $13,922 $451 $9,820 $407

We performed an evaluation of expected future cash flows, including the anticipated cash flow from the sale of
collateral, and compared that to the carrying amount of the impaired loans. Impaired loans considered to be
collateral dependent totaled approximately 92.1% and 99.4% of total impaired loans as of December 31, 2010
and 2009, respectively. As of December 31, 2010, we determined that impaired loans with a carrying principal
balance of $6,116 required a reserve of $2,500. The remaining $70,866 of impaired loans did not require a
specific reserve allocation as the future anticipated cash flow, including the collateral values, is expected to be
sufficient to fully recover the amounts due on these loans. As of December 31, 2009, we had determined that
impaired loans with a carrying principal balance of $1,353 required a reserve of $451 with the remaining $9,564
of impaired loans not requiring a specific reserve allocation as the future anticipated cash flow, including the
collateral values, is expected to be sufficient to fully recover all amounts due on these loans. During 2010, we
had total loan net charge-offs of $5,878. These charges have been applied against both the allowance for loans
losses, as well as against the fair value credit adjustment/discount recorded on performing loans acquired.

Acquired loans deemed to be impaired at the time of purchase in accordance with Accounting Standard
Codification 310-30-30, previously known as Statement of Position (SOP) 03-3, “Accounting for Certain Loans
Acquired in a Transfer” are included in the balance of impaired loans. However, these purchased impaired loans
have been recorded at their fair value based on anticipated future cash flows at the time of acquisition and are
considered to be performing loans as we expect to fully collect the new carrying value (i.e. fair value) of the
loans.
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The following table provides activity for the accretable yield of these purchased impaired loans for December 31,
2010 and 2009.

December 31,2010 December 31, 2009

Accretable yield, beginning balance .............. ... ... .. ... $ 178 $—
Acquisition of impaired loans ........... ... .. i i 17,573 423
Accretable yield amortized to interestincome . ....................... (799) (774)
Reclassification from non-accretable difference (1) .................... 1,532 529
Accretable yield, end of period .......... .. ... . . i $18,484 $ 178

(1) Reclassification from non-accretable difference represents an increase to the estimated cash flows to be
collected on the underlying portfolio.

Note 5 — Allowance for Loan Losses

Changes in the allowance for loan losses were as follows for the years ended December 31, 2010, 2009 and 2008:

C :
Commercial: Commercial: Commercial: Hoolillzuelglelfty Consumer: Residential
Industrial Real estate  Construction line Other Mortgage Total
December 31, 2010
Beginning balance .. .. $ 6,262 $1,597 $1,389 $ 97 $ 32 $ 318 $ 9,695
Provision ........ 3,157 402 3,178 465 309 1,539 9,050
Charge-offs . ..... (2,375) (840) 431) (320) (292) (525) 4,783)
Recoveries ...... 83 — 2 — 4 2 91
Ending balance . ...... $ 7,127 $1,159 $4,138 $ 242 $ 53 $1,334  $14,053

December 31, 2009

Beginning balance .... $ 4,021 $. 643 $1,008 $ 166 $ 123 $ 56 $6,017 -
Provision ........ 3,420 1,013 525 — 58 200 5,216
Reallocation ..... — — — 69) — 69 —
Charge-offs ...... (1,220) 65) (150) @) (149) @) (1,598)
Recoveries ...... 41 6 6 7 — — 60

Ending balance . ...... $ 6,262 $1,597 $1,389 $ 97 $ 32 $ 318 $ 9,695

December 31, 2008

Beginning balance .... $ 2,793 $ 417 $ 707 $ 112 $ 93 $ 26 $ 4,148
Provision ........ 1,909 226 301 54 30 30 2,550
Charge-offs ...... 681) — — — — — (681)
Recoveries ...... — — — — — — —

Ending balance . ...... $ 4,021 $ 643 $1,008 $ 166 $123 $ 56 $ 6,017
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Note 6 — Premises and Equipment

December 31, 2010 December 31, 2009

Land ......coovviiii i $10,834 $ 5,394
Building ...........coo i, . 29,611 13,684
Leasehold improvements . .............. 4,885 - 3,703
Furniture, fixtures and equipment ........ 12,798 6,918
Other ..... ... ... i, 4,448 3,435

Total premises and equipment . . . .. 62,576 33,134
Accumulated depreciation and

amortization . ..............evinin.. (6,188) (3,324)
Net premises and equipment . ..... $56,388 $29,810

We lease two branch offices that qualify as capital leases and, as such, have a net carrying amount of $2,564 and
$2,734 as of December 31, 2010 and 2009, respectively, which is included in the balance of premise and
equipment.

Depreciation expenses amounted to $2,920 during 2010, $1,751 during 2009 and $761 during 2008.

During the second quarter of 2010, we had explored the potential sale of a parcel of undeveloped land that was
acquired as part of the Graystone Merger. As a result, we determine that the recorded cost basis of the land may
not be recoverable. Accordingly, we determined the estimated fair value of the land to be less than its recorded
value, resulting in an impairment charge of $920. We reviewed the property as of December 31, 2010 and
determined no additional impairment had occurred.

Note 7 — Other Intangibles

Information concerning total amortizable other intangible assets and liabilities at December 31, 2010 and 2009 is
as follows: '

2010 2009
Gross Carrying Accumulated Net Carrying Gross Carrying Accumulated Net Carrying
Amount Amortization Amount Amount Amortization Amount
Asset:
Core deposits . .. ... $8,339 $1,188 $7,151 $3,899 $532 $3,367
Leasehold intangible
assets .......... 342 — 342 — ) — —
Total ................ $8,681 $1,188 $7,493 $3,899 $532 $3,367
Liabilities:
Leasehold intangible
liabilities . ...... $ 643 $ — $ 643 $ — $— $ —
Total ................ $ 643 $ — $ 643 $ — $— $ —

|
»
|

Total amortization of intangible expenses amounted to $656 during 2010, $532 during 2009 and $0 during 2008.
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The estimated amortization for the next five years and thereafter is as follows:

200 $1,365
2002 1,174
20013 1,022
2014 818
200S 732
Thereafter .. ... ... 1,740

Total ...... ... $6,851

Note 8 — Other Assets

The following is a detail of items that comprise other assets at December 31, 2010 and 2009:

December 31, December 31,

2010 2009
Prepaid FDIC insurance assessment ............. ©$ 8,219 $6,290
Income tax receivable ........................ 4,171 760
Other prepaid expenses ....................... 2,755 908
Mortgage banking derivatives (1) ............... 2,147 —
Mortgage banking receivables .................. 1,661 —
Miscellaneous receivables .. ................... 1,299 —_
Mortgage servicing rights ..................... 1,305 637
Investment in subsidiary ...................... — 790
Low income housing investment ................ 376 —
Other ...... ... . i 1,684 520
Total ................ ... ... $23,617 $9.,905

(1) Mortgage banking derivatives balance includes the interest rate lock commitments and forward transaction
agreements. Derivatives related to loans held for sale interest rate locks are included in the loans held for sale
balance.

Note 9 — Deposits
The following is a summary of deposits at December 31, 2010 and 2009:

December 31, December 31,

2010 . 2009

Non-interest bearing transaction accounts . ........ $ 301,210 $ 119,116
Interest checking accounts ..................... 305,701 110,356
-Money market accounts . ...................... 651,760 477,292
Savingsaccounts ............... ... 160,305 87,117
Time deposits of $100,000 or greater ............ 354,028 130,938
Time deposits,other .......................... 526,894 291,650
Totaldeposit ........................... $2,299,898 $1,216,469

Brokered deposits totaled $194,417 and $61,114 at December 31, 2010 and 2009, respectively. Brokered
deposits, exclusive of in-market reciprocal brokered deposits, totaled $144,506 and $46,018 at December 31,
2010 and 2009, respectively.
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At December 31, 2010, the scheduled maturities of time deposits are as follows:

2001 $422,374
2002 e 230,090
2003 29,174
2004 99,296
2005 e 86,939
Thereafter ............. i 13,049

Total time deposits ............................ $880,922

Note 10 — Securities Sold Undef Agreements to Repurchase

Securities sold under agreements to repurchase generally mature within one to four days from the transition date.
Securities sold under agreements to repurchase are reflected at the amount of cash received in connection with
the transaction. We may be required to provide additional collateral based on the fair value of the underlying
securities. We had securities sold under agreements to repurchase of $6,605 and $6,892 at December 31, 2010
and 2009, respectively. The average blended rate on these borrowings was 0.52% and 0.52% at December 31,
2010 and 2009, respectively, and the borrowings mature in one-day periods. The borrowings are secured by U.S.
Government sponsored agency securities and municipal bonds.

Note 11 — Borrowings

The following is a summary of borrowings at December 31, 2010 and 2009:

December 31, December 31,

2010 2009
- Federal Home Loan Bank borrowings ............ $103,702 $59,252
Subordinatednotes . . ........... ... . . . .. : 21,000 9,000
Junior subordinated debentures held by trusts . ..... 15,452 —
Capital lease obligation ....................... 2,685 2,729
Total borrowings ....................... $142,839 $70,981

Federal Home Loan Bank Borrowings

We have a maximum borrowing capacity under an agreement with the Federal Home Loan Bank (“FHLB”) of
approximately $648,720 and $482,024 at December 31, 2010 and 2009, respectively. The available amount of
borrowing capacity for December 31, 2010 and 2009 was approximately $544,635 and $422,679, respectively.
The total outstanding borrowings at December 31, 2010 equaled $103,702, of which $55,000 has a maturity of
less than one year and is classified as short-term borrowing. The remaining borrowings of $48,702 have a
maturity greater than one year and are, therefore, classified as long-term debt at December 31, 2010. The average
interest rate on FHLB borrowings at December 31, 2010 equaled 2.13%. At December 31, 2010, the unamortized
fair value adjustment to FHLB borrowings assumed in the merger totaled $(383). The total outstanding
borrowings at December 31, 2009 equaled $59,346, of which, $54,096 have a stated maturity greater than one
year and are, therefore, classified as long-term debt at December 31, 2009. The remaining $5,250 in FHLB
borrowings are classified as short-term borrowings at December 31, 2009 as they matured within one year. The
average interest rate on FHLB borrowings at December 31, 2009 equaled 3.94%.
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The following table summarizes the scheduled maturities of FHLB borrowings as of December 31, 2010:

3 $ 55,000
2002 e e 5,000
2003 —
20014 —
200 e —
Thereafter ......... ... ... o, 43,702

Total . ... ... ... .. . $103,702

Other Borrowings

On June 12, 2009, we issued, to private investors, $9,000 of subordinated notes bearing an annual interest rate of
9.00%. Each note may be redeemed at our discretion and contains a maturity date of July 1, 2014. Interest only
payments are due on a quarterly basis with the unpaid principal balance due at maturity.

On February 5, 2010, we issued to private investors an aggregate of $12,000 of subordinated notes bearing an
annual interest rate of 9.00%. Each note may be redeemed at our discretion and contains a maturity date of
July 15, 2015. Interest only payments are due on a quarterly basis with the unpaid principal balance due at
maturity.

Federal funds are reported on a gross basis. Federal funds sold are stated as assets and federal funds purchased
are stated as liabilities. Federal funds purchased are considered short-term borrowings and are subject to
restrictions limiting the frequency and terms of advances. Generally, federal funds are purchased or sold for one
day periods and bear interest based upon the daily federal funds rate. We did not have any federal funds
purchased at December 31, 2010 or 2009.

junior Subordinated Debentures Held by Trusts That Issued Capital Debt

As part of the FCEC Merger, we acquired three trusts that issued subordinated debt and securities. The total
balance outstanding on these debentures at December 31, 2010 was $20,795. These debentures were subject to
fair value based on anticipated future cash flows at the time of acquisition. At December 31, 2010, the
unamortized fair value adjustment totaled $(5,343).

Based on current interpretations of the banking regulators, these subordinated debentures qualify under the risk-
based capital guidelines of the OCC and Federal Reserve as Tier 1 capital, subject to limitations. The aggregate
amount of trust preferred securities and certain other capital elements are limited to 25% of Tier I Capital
elements, net of goodwill. The amount of trust preferred securities and certain other.elements in excess of the
limit could be included in Tier II Capital, subject to restriction. As of December 31, 2010, we include all of the
trust preferred securities in Tier I Capital.

First Chester County Capital Trust IV (“Trust IV”), a special purpose statutory trust was created expressly for the
issuance of $5,175 of preferred capital securities and $155 of common shares and invested the proceeds in junior
subordinated debentures in a pooled institutional placement transaction. These subordinated debentures and
securities are subject to mandatory redemption in the year 2039. The debentures and securities will each be
callable by us or Trust IV, as applicable, at their option, five years after the date of issuance. The rate on the
subordinated debentures and securities is 12.00%. On the date of acquisition, the Trust IV had a value of $5,330
and a fair value adjustment of $462.

First Chester County Capital Trust III (“Trust ITI”) issued $5,000 of preferred capital securities and $155 of
common shares in a pooled institutional placement transaction. These securities were issued through Trust I1I, a
special purpose statutory :
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trust created expressly for the issuance of these securities and investing the proceeds in junior subordinated
debentures. These subordinated debentures are subject to mandatory redemption in the year 2037. The debentures
and securities will each be callable by us or Trust III, as applicable, at their option, five years after the date of
issuance. At December 31, 2010, the rate on these subordinated debentures, based on three-month London Inter-
bank offering rate (“LIBOR”) plus 140 basis points, was 1.70%. On the date of acquisition, the Trust IIl had a
value of $5,155 and a fair value adjustment of $(2,427).

First Chester County Capital Trust IT (“Trust IT”") issued $10,000 of preferred capital securities and $310 common
shares in a pooled institutional placement transaction. These securities were issued through Trust II, a special
purpose statutory trust created expressly for the issuance of these securities and investing the proceeds in
subordinated debentures. These subordinated debentures are subject to mandatory redemption in the year 2033.
The debentures and securities will each be callable by us or Trust II, as applicable, at their option. At

December 31, 2010, the rate on the subordinated debentures, based on three-month LIBOR plus 295 basis points,
was 3.25%. On the date of acquisition, the Trust IT had a value of $10,310 and a fair value adjustment of
$(3,378).

Capital Lease Obligations

Included in short-term borrowings and long-term debt are two capital lease agreements, which relate to two of
the Bank’s branches. The following is a schedule by years of future minimum lease payments under capital
leases together with the present value of the net minimum lease payments as of December 31, 2010.

200 e $ 279
200 e 286
2003 e 301
2004 e 306
2005 e 314
Thereafter .. ... o 3,799

Total minimum lease payments ................... $5,285
Less: Amount representing interest ...................... 2,600

Present value of net minimum lease payments ....... $2,685

Note 12 — Derivative Instruments

As part of our mortgage banking operations, AHB Division and Graystone Mortgage originates fixed-rate 1-4
unit residential loans for sale in the secondary market and to investors in mortgage loans. These loans have been
classified as loans held for sale. These loans expose us to variability in their fair value due to changes in interest
rates. If interest rates increase, the value of the loans decreases. Conversely, if interest.rates decrease, the value of
the loans increases.

Loan commitments related to the origination of loans held for sale are accounted for as derivative instruments.
Such commitments are recorded at fair value as derivative assets or liabilities, with changes in fair value recorded
as gains or losses.

To mitigate the effect of interest rate risk on both the held for sale loans and interest rate lock commitments,
AHB enters into offsetting derivative contracts, primarily forward transaction agreements. These forward
transaction agreements lock in the price for the sale of specific loans or loans to be funded under specific interest
rate lock commitments or for a generic group of loans with similar characteristics. A portion of the forward
transaction agreements offset previously hedged positions as interest rates change and as the percentage of loans
expected to close change. Forward transaction agreements are agreements to sell a certain notional amount of
loans at a specified future time period at a specified price. AHB may incur a loss when pairing out of previously
hedged positions. Best efforts forward transaction agreement also result in direct or indirect financial penalties
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for failure to follow through if the related loans close. The fair value of forward loan sales commitments that
hedge warehouse loans and interest rate lock commitments, as well as interest rate lock commitments
themselves, are summarized as follows at December 31, 2010. The fair values of all of these items are recorded
on the balance sheet within other assets and liabilities as these items are financial derivatives. Changes in the fair
value of these items are recorded through the statement of operations as a component of net gain on sale of
mortgage loans. '

Although the purpose of these derivative instruments is to economically hedge certain risks, there are no hedge
designations under ASC 815-10.

The fair value of derivative instruments not designated as hedging instruments under ASC 815-10 at
December 31, 2010 are presented in the following table:

Asset Derivative Liability Derivative

Fair Value Notional Value Fair Value Notional Value

Forward transaction agreements ...................... $ 930 $82,250 $— $—
Interest rate lock commitments .. ..................... $1,217 $60,298 $— $—

During 2010, forward transaction agreements and interest rate lock commitments contributed to a net loss of
$738 and a net gain of $275, respectively.

Note 13 — Related Party Transactions

We have had, and may be expected to have in the future, transactions in the ordinary course of business with
executive officers and directors and their immediate families and affiliated companies (commonly referred to as
related parties), on the same terms, including interest rates and collateral, as those prevailing at the time for
comparable transactions with others. All loans to executive officers and directors or their related interests are
submitted to the Bank’s Board of Directors for approval. The aggregate dollar amount of these loans was $73,284
at December 31, 2010 and $51,946 at December 31, 2009.

Deposits from related parties held at the Bank as of December 31, 2010 and 2009 amounted to $8,865 and
$9,948, respectively.

In December 2007, we entered into a lease agreement with a related party consisting of a branch and regional
administrative office under a fifteen-year renewable lease. The lease was negotiated on an “arms-length basis”
and an independent valuation was performed confirming that the terms in the lease are reflective of market terms.
Total rental expense related to this property was $271, $271 and $125 for the years ended December 31, 2010,
2009 and 2008, respectively.

On June 12, 2009, we issued, to private investors, $9,000 of subordinated notes bearing an annual interest rate of
9.00%. The investors included a director who invested $500 in principal amount of the notes. This transaction
has been reviewed and approved by the Audit Committee.

On February 5, 2010, we issued, to private investors, $12,000 of subordinated notes bearing an annual interest
rate of 9.00%. The investors included a director and their spouse who invested $1,000 in principal amount of the
notes. This transaction has been reviewed and approved by the Audit Committee.

We have entered into employment or change of control agreements with several executive officers. The
agreements include minimum annual salary commitments and/or change of control provisions. Upon termination,
resignation or change in control, these individuals may receive monetary compensation as set forth in the
agreements.

100



Note 14 — Income Taxes

The provision for income tax expense (benefit) for the year ended December 31, 2010, 2009 and 2008 consisted
of the following components:

2010 2009 2008
Federal:
CUITENL . o ottt e e e e e i e $3,701 $1390 $ 1,353
Deferred ........ ... ... . . . ... ... (2,466) 417 (1,040)
1,235 1,807 313
State:
Current . ... e (12) 22 20
Deferred ....... ... — — —
(12) 22 20
Total ........ ... ... ... .. ... I $1223 $1,829 $ 333

A reconciliation of the statutory income tax to the income tax expense included in the statements of operations is
as follows for the year ended December 31, 2010, 2009 and 2008. The statutory income tax rate for
December 31, 2010, 2009 and 2008 was 34%.

2010 2009 2008

Federal income tax atstatutory rate . . . .............ouvenn.... 34.0% 34.0% 34.0%
Incentive Stock Options . .. ... — 0.5 1.7
Bank Owned Life Insurance ...............ccoiiirenenon.. (18.7) 49 (4.6)
State tax expense, net of federal benefit ...................... 0.5 03 0.5
Valuation allowance . ............. ... . i, 8.5 04 (18.0)
Tax exemptinterest .................covaon..... R, 4.8 (1.1) —
Non-deductible expenses . ..., 13.0 2.7 —
Change in deferred tax rate ........ e 4.3) — —
Deferred tax write-off ............. .. .. ... ... ... ... 155 — —
Other ... 54 1.1 0.2

Effective income taxrate . .. .......................... 48.1% 33.0% 13.8%
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The components of the net deferred tax asset at December 31, 2010 and 2009 are as follows:

December 31, December 31,
2010 2009

Deferred tax assets:

Allowance for 10an 10SSES . .. ..ottt e e $ 4,918 $ 3,296
Organization and Start-Up COSES ... ... vu vttt ittt ettt 133 142
Nongqualified stock options . ......... ... ... it 277 231
Other than temporary impairments ................c..uuuieeeeeennnnn.... 809 53
Capital 108S CAITYOVET ... ..ottt et e 3,923 3,166
Deferred compensation . ............cveiiertine i 1,538 806
Nonacerual Interest ... .......uutu ittt et et 432 212
Straight-line rents . . ... ... e 287 145
Unrealized loss on available for sale securities . .......................... — 213
Partnershipincome . ...... ... ... . . . . 945 —
Net operating loss carryforward . .. ....... ... i 3,371 —
Contribution carryforward .......... ... . . 223 —
Tax credit carryforward ....... .. .. . . 793 —
Purchase accounting fair value adjustments -............................. 10,550 —
Other .. e 406 431
Total deferred tax assets . .............. ...ttt 28,605 8,695
Valuation Allowance . ............ouiimie .. e (3,974) (3,644)
Total deferred tax assets, net of valuation allowance ................ 24,631 5,051
Deferred tax liabilities:
Premises and equipment . ....... ... .. i e (1,627) (1,016)
Restricted stock plan ............ . . . (68) —
Deferred 10an COStS .. ..ot it e (1,265) (404)
Cash basis CONVErSION . ... .. ..i'ut ittt it e et e e (15) (G28)
Prepaid eXpenses ... ... e 671) (283)
. Partnershipincome . .......... ... e — 42)
Gain on derivative inStruments . ................. ittt (1,324) —
Unrealized gain on available for sale securities . . ... ...................... (135) —
Purchase accounting fair value adjustments ............................. — (1,513)
Total deferred tax liabilities . ................................... (5,105) (3,309)
Netdeferred taxasset ............... .. .. ... . ... iiiiiiinnn... $19,526 $ 1,742

Included above is $15,673 of deferred tax assets recorded in conjunction with the FCEC Merger.

A tax expense of $216 and $23 was recognized in the statement of operations in 2010 and 2009, respectively,
related to changes in the valuation allowance. In addition, for 2010, $114 of the increase in the valuation
allowance relates to adjustments in the deferred tax rate from 34% to 35% for gross-deferred tax assets where
realization is not more likely than not, as well as deferred tax assets for capital loss assets acquired from First
Chester that are not considered realizable.

The valuation-allowance as of December 31, 2010 relates to capital loss carryforwards and other than temporary
impairments for which it is more likely than not that we will not be able to realize the tax benefit of these items
prior to legal expiration. We had capital loss carryovers of $11,208 which will expire in 2014 and 2015. In
addition to the capital loss carryforwards, we have acquired, net operating loss, charitable contribution, low
income housing credits and alternative minimum tax credit carryforwards of $9,632, $637, $591, and $202,
respectively through the FCEC Merger. The net operating loss carryforwards will expire between 2023 and 2027,
the charitable contribution carryforwards will expire in 2015, the low income housing credits carryforwards will
expire between 2027-2029, and the alternative minimum tax credit carryforwards have no expiration. All of the
FCEC Merger carryforward tax attributes are subject to limitations as to the maximum amount of benefit that can
be used in the years following the merger. In assessing the realizability of deferred tax assets, we consider
whether it is more likely than not that some portion or all of the deferred tax assets will not be realized.
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The ultimate realization of deferred tax assets is dependent upon the generation of future taxable income during
periods in which those temporary differences become deductible. We consider the scheduled reversal of deferred
tax liabilities, projected future taxable income and tax planning strategies in making this assessment. Based on
the level of historical taxable income and projections for future taxable income over the periods in which the
deferred tax assets are deductible, we believe it is more likely than not that we will realize the benefits of these
deferred tax assets, net of the valuation allowance at December 31, 2010.

As of December 31, 2010, we had no material unrecognized tax benefits or accrued interest and penalties. It is
the our policy to account for interest and penalties accrued relative to unrecognized tax benefits as a component
of income tax expense. Federal and state tax returns for the years 2007 through 2010 were open for examination
as of December 31, 2010.

Note 15 — Financial Instruments with Off-Balance Sheet Risk

We are a party to financial instruments with off-balance sheet risk in the normal course of business to meet the
financing needs of its customers. These financial instruments include commitments to extend credit and letters of
credit. Such commitments involve, to varying degrees, elements of credit and interest rate risk in excess of the
amount recognized in the consolidated balance sheet.

Our exposure to credit loss in the event of nonperformance by the other party to the financial instrument for
commitments to extend credit is represented by the contractual amount of those instruments. We use the same
credit policies in making commitments and conditional obligations as we do for on-balance sheet instruments.

The outstanding financial instruments represent credit risk in the following amounts at December 31, 2010 and
2009:

December 31, December 31,

2010 2009
Commitments to grantloans ................... $ 57,469 $ 12,350
Unfunded commitments under lines of credit ...... 399,647 267,683
Letters of credit ............ e 58,555 25,524

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

Outstanding letters of credit are conditional commitments issued by the Bank to guarantee the performance of a
customer to a third party. The credit risk involved in issuing letters of credit is essentially the same as that
involved in extending loan facilities to customers. The Bank typically requires collateral supporting these letters
of credit. We believe that the proceeds obtained through a liquidation of such collateral would be sufficient to
cover the maximum potential amount of future payments required under the corresponding guarantees. The
amount of the liability as of December 31, 2010 and 2009 for guarantees under standby letters of credit issued is
not material to the consolidated financial statements.

Note 16 — Employee Benefit Plans

We purchased bank owned life insurance (“BOLI”) policies on certain employees as a means to generate
tax-exempt income which is used to offset a portion of current and future employee benefit costs. Additionally,
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we acquired BOLI policies as a result of the FCEC Merger and Graystone Merger. The BOLI policies profit from
the appreciation of the cash surrender value of the pool of insurance and are recorded as part of “Non-interest
Income.” For the years ended 2010, 2009 and 2008, we recorded income of $1,524, $1,034, and $305 ,
respectively, related to the appreciation in the cash surrender value of the insurance policies. The service costs
associated with post retirement benefits of the insurance policies vested with the ongoing costs relating to interest
expense incurred. We recorded expenses related to the cost of maintaining post retirement insurance of $269 and
$368 for the years ended December 31, 2010 and 2009, respectively. As of December 3 1, 2010, and 2009, the
estimated present value of the cost of post retirement life insurance totaled $1,757, and $1,623, respectively.

As part of the Graystone Merger, we acquired the Supplemental Executive Retirement Plan (“SERP™),
implemented during 2002, which calls for a defined annual benefit to be paid to the former Chief Executive
Officer of Tower. In connection with the Graystone Merger, all service related vesting was accelerated with the
ongoing costs relating to interest expense. During 2010 and 2009, we recorded $28 and $18 of expense related to
the SERP. The post retirement benefit liability for the SERP was $482 and $452 as of December 31,2010 and
2009, respectively.

Also as part of the Graystone Merger, we acquired a Supplemental Insurance Plan (“SIP”) which provides certain
current and former executives and directors with a post retirement benefit equal to annual deferred compensation
amounts including annual interest earned on these amounts compounded monthly at a 10% annual interest rate.
We hold life insurance contracts on the participating individuals as a means to offset the cost of the post
retirement benefit. During 2010 and 2009, we recorded $70 and $51 in expense related to the cost of the post
retirement benefit. The liability for the SIP as of December 31, 2010 and 2009 was $705 and $674, respectively.

Note 17 — Stock-Based Compensation

At December 31, 2010, we had five equity compensation plans, the 2010 Stock Incentive Plan (the “2010 Plan”),
the 2006 Restricted Stock Plan (the “2006 Plan”), the 2007 Stock Incentive Plan (the “2007 Plan”), the 1995
Non-Qualified Stock Option Plan (the “1995 Plan”) and the Stock Option Plan for Outside Directors (the
“Director Plan”). We also acquired the stock options of First Chester as of December 10, 2010.

2006 Restricted Stock Plan

During 2006, the shareholders of Graystone approved the 2006 Restricted Stock Plan (the “2006 Plan™), as
amended, that provides for the issuance of up to 375,000 shares of restricted stock awards subject to a three year
vesting period to key employees and directors. The recipient shall receive all dividends or other distributions and
shall have the right to vote with respect to issued but unvested shares. On March 3 1, 2009, as a result of the
Graystone Merger, we have adopted the provisions of this plan. As of March 31, 2009, we had issued all of the
available awards under the plan and all of the awards are completely vested as a result of the vesting acceleration
in association with the Graystone Merger. We recognized $0, $295, and $333 of compensation expense during
the year ending December 31, 2010, 2009 and 2008, respectively, related to the vesting of the restricted stock
awards.

2007 Stock Incentive Plan

In May 2007, the shareholders of Graystone approved the 2007 Stock Incentive Plan (the “2007 Plan”). Under
the Plan, we may grant incentive stock options, nonqualified stock options, stock appreciation rights, restricted
stock, and deferred stock for up to 600,000 shares of common stock to key employees and directors. On
March 31, 2009, as a result of the Graystone Merger, we have adopted the provisions of this plan.

Subsequent to the Graystone Merger and as a result of the conversion factor, the total number of shares
authorized to be issued under the 2007 Plan equaled 252,000. At December 31, 2010, 49,415 shares were

available for issuance under the 2007 Plan.
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The following table summarizes the outstanding stock options and restricted stock under the 2007 Plan at
December 31, 2010 and 2009:

Stock Options
Unearned Compensation
Options Vested (in 000°s)
Options  Exercise Expiration December 31, December 31, December 31, December 31,
Date of Issuance Issued Price Date 2010 2009 2010 2009
June 26,2007 .. 26,145 $22.22 June 26, 2017 26,145 26,145 $— $—
January 22,

2008 ....... 1,050 $30.96 January 22, 2018 1,050 1,050 — —
July 17,2008 ... 56,700 $30.96 July 17, 2018 56,700 56,700 — —
September 22, September 22,

2009 ....... 52,400 $26.77 2019 10,480 — 251 318
November 24, November 24,

2009 ....... 36,000 $19.80 2019 7,200 — 145 182

172,295 101,575 83,895 $396 $500

Restricted Stock

Unearned Compensation

Shares Vested (in 000’s)
Shares Fair Value Expiration December 31, December 31, December 31, December 31,
Date of Issuance Issued  Per Share Date 2010 2009 2010 2009
September 28,2010 ... 30,290 $20.92 N/A — — $549 $—
30,290 —_— — $549 $—

The stock options normally vest over a three to five year vesting period and are expensed over the vesting period.
The restricted stocks have a vesting period of 1 to 5 years and are expensed over the vesting period. As a result of
the Graystone Merger, all of the outstanding options at March 30, 2009 became fully vested and exercisable. No
options issued under this plan were exercised during 2010 and 2009. The aggregate intrinsic value of outstanding
unvested stock options at December 31, 2010 and 2009 was $68 and $116, respectively. Options and restricted
stock granted resulted in compensation expense of $189, $569 and $177 during 2010, 2009 and 2008,
respectively. As of December 31, 2010, a total of 101,575 options have vested with an intrinsic value of $17.
These vested options can be exercised at an average price of $27.46 and have an average remaining life of
approximately 7.5 years. The fair values of the options awarded under the 2007 Plan are estimated on the date of
grant using the Black-Scholes valuation methodology. During 2010, a total of 2,000 options were forfeited.

Upon the closing of the Graystone Merger, all of the issued and outstanding stock options originally issued by
Graystone converted to options exercisable for our common stock. Additionally, all options became fully vested
at the time of conversion. As a result and in accordance with U.S. GAAP, we revalued the converted options as
of the conversion date. The re-valuation of the converted options did not result in any incremental costs. The
table below shows the assumptions utilized to value all stock options:

Dividend Expected Risk Free Estimated  Expected  Issue-Date

Date of Issuance Yield Volatility Interest Rate Forfeifures Life Fair Value
June 26,2007 ... i 449% 32.17% 2.31% 0.00% 6 years $5.75
January 22,2008 ............ ... 449% 32.17% 2.31% 0.00% 6 years $3.70
July 17,2008 ... ... ..o i 4.49% 32.17% 2.31% 1% - 3% 6.5 years $3.80
September 22,2009 .. ........ ... 4.00% 31.84% 3.50% 1) (2) $6.63
November 24,2009 . .................. 4.00% 32.63% 3.39% 2% 9 years $5.00

(1) Estimated forfeitures for stock options issued to executives are 2.00% while the estimated forfeiture for stock
options issued to employees is 5.00%.
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(2) Expected life for stock options issued to executives is 9 years while estimated expected life for stock options
issued to employees is 7 years.

The dividend yield assumption is based on dividend history and the expectation of future dividend yields. The
expected volatility is based on historical volatility using our stock price. The risk-free rate is the U.S. T reasury
zero-coupon rate commensurate with the expected life of the options on the date of the grant.

2010 Stock Incentive Plan

In May 2010, the shareholders approved the 2010 Stock Incentive Plan (the “2010 Plan”). The 2010 Plan permits
grants of stock options, stock appreciation rights, restricted stock, deferred stock and performance awards
(collectively, “Awards”) for up to 400,000 shares of our common stock to key employees and directors. At
December 31, 2010, 398,950 shares were available for issuance under the 2010 Plan.

The following table summarizes the restricted stock issued under the 2010 Plan at December 31, 2010 and 2009:

Restricted Stock
Unearned Compensation
Shares Vested (in 000’s)
Date of Shares Fair Value Expiration December 31, December 31, December 31, December 31,
Issuance Issued Per Share Date 2010 2009 2010 2009
September 28,2010 .... 1,050 $20.92 N/A — — $21 $—
1,050 — — $21 $—

The restricted stock option grant has a vesting period of five years and is expensed over the vesting period. The
restricted stock granted resulted in compensation expense of $1 as of December 31, 2010.

1995 Non-Qualified Stock Option Plan

At December 31, 2010, there were 5,700 options outstanding under the 1995 Plan and we recognized $7 and $2
in compensation expense related to the 1995 Plan during 2010 and 2009, respectively. There are a total of 27,719
options available to be issued under this plan at December 31, 2010.

The following table summarizes the outstanding non-qualified stock options under the 1995 Plan at
December 31, 2010 and 2009:

Unearned Compensation

Options Vested . ) (in 000’s)
Options Exercise December 31, December 31, December 31, December 31,
Date of Issuance Issued Price Expiration Date 2010 2009 2010 2009
September 22, September 22,
2000 . ... e 5,700  $26.77 2019 1,140 — $27 $34
5,700 1,140 — $27 $34

The assumptions utilized to calculate the issue date fair value of $6.63 are the same as the assumptions used for
shares issued under the 2007 Plan.

Stock Option Plan for Outside Directors

At December 31, 2010, there were a total of 11,926 options outstanding under the Director Plan. The options
outstanding are all fully vested, have a weighted average exercise price of $38.06 per share, and have a weighted
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average life to maturity of 6.1 years. We recognized $0 in compensation expense related to the Director Plan
during 2010 and 2009. There are a total of 71,152 options available to be issued under this plan at December 31,
2010. -

First Chester Stock Option Plans

As part of the FCEC Merger, 181,142 outstanding stock options exercisable in First Chester common shares were
converted to 64,487 fully vested stock options exercisable in Tower Bancorp common stock. Following
conversion there were a total of 64,487 options outstanding with a weighted average exercise price of $45.61 and
a weighted average life to maturity of 2.8 years. No additional options are available to be issued under these
plans.

Stock Purchase Plans

During the second quarter of 2009, the Board of Directors approved a Dividend Reinvestment and Stock
Purchase Plan (“Plan”) to provide the shareholders with the opportunity to use cash dividends, as well as optional
cash payments up to $50 per quarter, to purchase additional shares of the our common stock. We have reserved
1,000,000 shares of common stock, no par value, for issuance under the Plan. At our discretion, shares may be
purchased under the Plan directly from us or in open market purchases from others by the plan agent. The
purchase price for shares purchased from us with reinvested dividends is 95% of the fair market value of the
common stock on the investment date. The purchase price for shares purchased with voluntary cash payments or
any open market purchases is 100% of the fair market value of the common stock on the investment date. During
2010, approximately $717 in capital has been raised under the Plan. Since the Plan’s inception, the Plan has
raised approximately $1,121. '

Also during the second quarter of 2009, the Board of Directors and shareholders approved an Employee Stock
Purchase Plan (“Employee Plan”) to provide the our employees with the opportunity to purchase shares of our
common stock directly. The purchase price for shares purchased under the Employee Plan is 95% of the fair
market value of the common stock on the purchase date. During 2010, approximately $142 in capital has been
raised under the Employee Plan. Since the Employee Plan’s inception, the Employee Plan has raised
approximately $207. '

Note 18 — Fair Value Measurements

Fair value is the price that would be received to sell an asset or paid to transfer a liability (an exit price) in an
orderly transaction between market participants on the measurement date. We determine the fair value of the
financial instruments based on the fair value hierarchy. We maximize the use of observable inputs and minimize
the use of unobservable inputs when measuring fair value. Observable inputs are inputs that market participants
would use in pricing the asset or liability developed based on market data obtained from outside independent
sources. Unobservable inputs are inputs that reflect the assumptions that market participants would use in pricing
the asset or liability based on the best information available in the circumstances. Three levels of inputs are used
to measure fair value. A financial instrument’s level within the fair value hierarchy is based on the lowest level of
input significant to the fair value measurement.

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

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

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

An asset’s or liability’s level within the fair value hierarchy is based on the lowest level of input that is
significant to the fair value measurement.
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For financial assets measured at fair value on a recurring basis, the fair value measurements by level within the
fair value hierarchy used at December 31, 2010 and 2009, respectively, are as follows:

Significant
Other Significant
Observable  Unobservable
December 31, Quoted Prices Inputs Inputs
2010 (Level 1) (Level 2) (Level 3)
Equity securities ..................... $ 195 $ — $ — $ 195
U.S. Treasury securities ............... 5,002 5,002 — —
U.S. Government sponsored agency
SECUrities . .........co'evunennnn.. 7,780 — 7,780 —
U.S. Government sponsored agency
mortgage-backed securities . .. ........ 10,754 — 10,754 —
Collateralized mortgage obligations . . . . .. 48,587 — 48,587 —
Municipalbonds ..................... 10,654 — 10,654 —
Municipal bonds —taxable ............. 10,014 — 10,014 —
SBA pool loan investments . ............ 9,709 — 9,709 —
Commercial servicing rights . ........... 520 — — 520
Derivative instruments ................ 2,147 — — 2,147
$105,362 $5,002 $97,498 $2,862
Significant
Other Significant
Observable Unobservable
December 31, Quoted Prices Inputs Inputs
2009 (Level 1) (Level 2) (Level 3)
Equity securities ..................... $ 1,132 $300 $ 783 $ 49
U.S Government sponsored agency
SECUFItieS . ... ..ot 56,384 . — 56,384 —
U.S. Government sponsored agency
mortgage-backed securities . . .. ... e 9,116 — 9,116 —
Collateralized mortgage obligations . . . ... 92,485 — 92,485 —
Municipalbonds ..................... 7,188 — 7,188 —
Municipal bonds —taxable ............. 12,910 — 12,910 —
SBA pool loan investments .. ........... 10,638 — 10,638 —
Commercial servicing rights ............ 473 — 473 —
$190,326 $300 $189,977 $ 49

The valuation technique to measure the fair values for the items in the tables above are as follows:

Securities available for sale

As quoted market prices for the investments in securities available for sale held at the Bank, such as
government agency bonds, corporate bonds, municipal bonds, etc, are not readily available, a matrix pricing
model is used to value these investments. The matrix pricing model takes into consideration yields/prices of
securities with similar characteristics, including credit quality, industry, and maturity to determine a fair
value measure.

For equity securities held, we have determined which securities are traded in active markets versus inactive
markets. For those securities traded in active markets, we have recorded the securities at quoted market
prices. In cases where the securities are deemed to trade in inactive markets, we have adjusted quoted
market prices for factors such as indicative bids received from brokers.
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Commercial servicing rights

The fair value of commercial servicing rights (“MSRs”) was estimated using Level 3 inputs. MSRs do not
trade in an active, open market with readily observable prices. As such, we determine the fair value of the
MSRs using a projected cash flow model that considers loan rates and maturities, discount rate assumptions,
estimated servicing revenue and expenses, and estimated prepayment speeds.

Derivative instruments

The fair value of interest rate lock commitments (derivative loan commitments) and forward sales
commitments are estimated using a process similar to mortgage loans held for sale. Interest rate lock
commitments are recorded as a recurring Level 3. Loan commitments and best efforts commitments are
assigned a probability that the related loan will be funded and the commitment will be exercised. We rely on
historical “pull-through” percentages in establishing probability. Forward sale commitments are recorded as
arecurring Level 2.

The following table presents reconciliations of our assets measured at fair value on a recurring basis using
unobservable inputs (Level 3) for the year ended December 31, 2010 and 2009, respectively:

Commercial Derivative
M Equity Securities Servicing Rights Instruments
Balance, December 31,2009 .............. .. .. ... ...... $ 49 $— $ —
Purchase through FCEC Merger .................... 169 — 3,590
Transfers In fromlevel 2 .......... ... ... ... ... ... 177 473 —
Saleofasset ........ ...t (60) — —
Changeinfairvalue .............. ... ... o ivn... (140) 47 (1,443)
Balance, December 31,2010 .. ........... ... ... . ...... $ 195 $520 $ 2,147
&)2 ' Equity Securities
Balance, December 31,2008 .. ..ot i $ —
Purchase through Graystone Merger ................. 230
Transfers in fromlevel 2 . ........ ... ... ... ........ 44
Transfersouttolevel 2....... ... ... .. ... ........ (3)
Saleofasset ........ ... .. ... . .. ... ... (177)
Changeinfairvalue ........... .. ... ... .. ... .... 45)
Balance, December 31,2009 .. ... i $ 49
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For financial assets and liabilities measured at fair value on a nonrecurring basis, the fair value measurements by
level within the fair value hierarchy used at December 31, 2010 and 2009 are as follows:

Significant Other  Significant

Observable Unobservable
December 31, Quoted Prices Inputs Inputs

2010 (Level 1) (Level 2) (Level 3)
Loansheldforsale ........................... $147,281 $— $ — $147,281
Impairedloans . ............ .. ... ... 17,722 —_ —_ 17,722
Otherreal estateowned . .. .. ................... 4,647 — — 4,647
Loans purchased (1)(3) ........... ...t 763,771 — — 763,771
Core deposit intangible asset (1) .. ............... 4,440 — — 4,440
Leasehold intangible assets (1) ......... [P 342 — — 342
Premises and equipment (1) .................... 26,724 — — 26,724
Totalassets ............................. $964,927 $— $ — $964,927

Time deposits (1) ......... ..., $436,126 $— $436,126 $ —

Borrowings (1) ..........o i 80,049 — 80,049 —
Leasehold intangible liabilities(1) ............... 643 — — 643
Total liabilities . . ........................ $516,818 $— $516,175 $ 643
Significant Other Significant

Observable Unobservable
December 31, Quoted Prices Inputs Inputs

2009 (Level 1) (Level 2) (Level 3)
Loansheldforsale ........................... $ 8,034 $— $5 — $ 8,034
Impairedloans . .............................. 4,718 — — 4,718
Otherrealestateowned . ....................... 927 — —_ 927
Loanspurchased (2) ............... ... .. ..., 418,747 —_ — 418,747
Core deposit intangible asset (2) ... .............. 3,899 — — 3,899
Premises and equipment (2) .................... 22,644 — — 22,644
Totalassets . ............................ $458,969 $— $ — $458,969

Time deposits (2) ... $160,806 $— $160,806 35 —

Borrowings (2) ........ ... ... 69,601 — 69,601 —

Total liabilities ... ....................... $230,407 $— $230,407 $ —_—

(1) — Assets and liabilities are presented at fair value as of the date of the FCEC Merger
(2) — Assets and liabilities are presented at fair value as of the date of the Graystone Merger.
(3) ~ Balance does not include the loans held for sale that were acquired as part of the FCEC Merger.

The valuation technique to measure the fair values for the items in the tables above are as follows:

Loans held for sale

Loan held for sale include residential mortgage loans which are measured at the lower of aggregate cost or
fair value. The fair value is measured as the price that secondary market investors were offering for loans
with similar characteristics.

Impaired loans

Under U.S GAAP, a loan is classified as impaired when it is possible that the bank will be unable to collect
all or part of the loan balance due based on the contractual agreement, including the interest as well as the
principal. Based on this guidance, we consider all loans placed in non-accrual status as being impaired and

110



subject to an impairment analysis in accordance with ASC 310-10-35. Loans acquired through the FCEC
Merger and Graystone Merger that were deemed impaired, were recorded using a discounted cash flow
model in accordance with ASC 310-30 at the time of acquisition even though we consider these loans to be
collateral dependent. The carrying amounts of these loans at December 31, 2010 and 2009 were $59,260 and
$6,199, respectively. These loans are not included in the preceding table.

Impaired loans included in the preceding table are those for which we have measured impairment based on
the fair value of underlying collateral. The balance of impaired loans consists of loans deemed impaired in
accordance with our accounting policy disclosed within its “Critical Accounting Policies.” Fair value is
determined primarily based upon independent third party appraisals of the properties. At December 31,
2010, $11,606 of impaired loans were measured using the fair value of underlying collateral and $6,116 of
impaired loans were measured using a discounted cash flow model. At December 31, 2009, $4,650 of
impaired loans were measured using the fair value of underlying collateral and $68 of impaired loans were
measured using a discounted cash flow model.

Other real estate owned

Other real estate owned consists of twenty-two properties totaling $4,647 at December 31, 2010 and four
properties totaling $927 at December 31, 2009. These properties have been through the foreclosure process
and are currently in the process of being sold. These properties are recorded at their lower of cost or fair
value less costs to sell.

Loans purchased

In conjunction with the FCEC Merger and Graystone Merger, the loans purchased were recorded at their
acquisition date fair value. In order to record the loans at fair value, we made three different types of fair
value adjustments. A market rate adjustment was made to adjust for the movement in market interest rates,
irrespective of credit adjustments, compared to the stated rates of the acquired loans. A credit adjustment
was made on pools of homogeneous loans representing the changes in credit quality of the underlying
borrowers from the loan inception to the acquisition date. The credit adjustment on distressed loans
represents the portion of the loan balance that has been deemed uncollectible based on our expectations of
future cash flows for each respective loan.

Core deposit intangible assets

The fair value assigned to the core deposit intangible asset represents the future economic benefit of the
potential cost savings from acquiring core deposits in the FCEC Merger and Graystone Merger compared to
the cost of obtaining alternative funding such as brokered deposits from market sources. We utilized an
income valuation approach to present value the estimated future cash savings in order to determine the fair
value of the intangible asset.

Premises and equipment

Premises and equipment acquired through the FCEC Merger and Graystone Merger has been assigned an
acquisition date fair value through the use of independent appraisals and internal discounted cash flow
models. Both approaches utilized an income based valuation approach to determine the fair value for the
premises and equipment based on the highest and best use concept.

Time deposits

Time deposits acquired through the FCEC Merger and Graystone Merger have been recorded at their
acquisition date fair value. In order to derive the fair value, we adjusted the amortized cost basis of the
deposits to reflect the current interest rates paid on time deposits at the time of acquisition. The fair value
adjustment reflects the movement in interest rates from inception of the deposit to the acquisition date.
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Borrowings

Borrowings assumed through the FCEC Merger and Graystone Merger were recorded at their acquisition
date fair value. The fair value adjustment to the carrying value of the borrowings represents the movement
in interest rates from the inception of the individual borrowings to the acquisition date.

The following information should not be interpreted as an estimate of the fair value for the entire company since
a fair value calculation is only provided for a limited portion of our assets and liabilities. Due to a wide range of
valuation techniques and the degree of subjectivity used in making the estimates, comparisons between our
disclosures and those of other companies may not be meaningful.

The estimated fair values of our financial instruments were as follows as of December 31, 2010 and 2009:

December 31, 2010 December 31, 2009

Carrying Carrying

Amount Fair Value Amount Fair Value
Financial assets:
Cash, due from banks, and federal fundssold .......... $ 248479 $§ 248479 $ 50,600 $ 50,600
Securities available forsale . ........................ 102,695 102,695 189,853 189,853
Restricted investment in bank stock .................. 14,696 14,696 6,254 6,254
Loansheldforsale ............... ... ... ........ 147,281 147,281 8,034 8,034
Loans, net of allowance for loanlosses ............... 2,058,191 2,072,690 1,128,576 1,151,368
Accrued interest receivable .. ......... .. ... ... 7,856 7,856 4,974 4,974
Derivative instruments . ..............c.ccouurenrn... 2,147 2,147 — —
Financial liabilities:
DEPOSItS « oot 2,299,898 2,257,753 1,216,469 1,191,126
Securities sold under agreements to repurchase ......... 6,605 6,605 6,892 6,892
Short-term borrowings ............... ... .. ........ 55,039 55,039 5,292 5,292
Long-termdebt .............. .. ... .. .. ... .. ..... 87,800 83,167 65,689 65,689
Accrued interestpayable . .......................... 1,950 1,950 1,090 1,090

Notional Notional

Amount Fair Value Amount Fair Value
Off-balance sheet financial instruments:
Commitments to grantloans ........................ 57,469 — 12,350 —
Unfunded commitments under lines of credit ... ........ 399,647 454 267,683 —
Lettersofcredit . ........... ... .. .. 58,555 149 25,524 —_

The following methods and assumptions were used to estimate the fair values of our f1nan01a1 instruments at
December 31, 2010 and 2009.

Cash and cash equivalents (carried at cost)

The carrying amounts reported in the balance sheet for cash and short-term instruments approximate those
assets’ fair values.

Restricted investment in bank stock (carried at cost)

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

Loans held for sale (carried at lower of cost or fair value)

The carrying amounts of loans held for sale approximate their fair value.
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Loans (carried at cost)

The fair values of loans are estimated using discounted cash flow analyses, using market rates at the balance
sheet date that reflect the credit and interest rate-risk inherent in the loans. Projected future cash flows are
calculated based upon contractual maturity or call dates, projected repayments and prepayments of
principal. Generally, for variable rate loans that reprice frequently and with no significant change in credit
risk, fair values are based on carrying values. This method of estimating fair value does not incorporate the
exit price concept of fair value but is a permitted methodology for purposes of this disclosure.

Accrued interest receivable and payable (carried at cost)

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

Deposits (carried at cost)

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

Short-term borrowings (carried at cost)

The carrying amounts of short-term borrowings approximate their fair values.

Long-term debt (carried at cost)

Fair values of FHLB advances are estimated using discounted cash flow analysis, based on quoted prices for
new FHLB advances with similar credit risk characteristics, terms and remaining maturity. These prices
obtained from this active market represent a market value that is deemed to represent the transfer price if the
liability were assumed by a third party. The carrying amount of the subordinated debt is considered its fair
value as these borrowings were only marketed to close related investors.

Off-balance sheet financial instruments (disclosed at cost)

Fair values for the Bank’s off-balance sheet financial instruments (lending commitments and letters of
credit) are based on fees currently charged in the market to enter into similar agreements, taking into
account, the remaining terms of the agreements and the counterparties’ credit standing as well as reserves
for unfunded commitments representing the estimate of losses associated with unused commitments.
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Note 19 — Commitments and Contingent Liabilities
Operating Leases

We are obligated under operating leases for most of our banking offices as well as our administrative office
space. For the years ended December 31, 2010, 2009 and 2008, rental expense under operating leases was
$2,176, $1,858 and $1,016, respectively, which is included in the occupancy and equipment expenses. Office
leases generally include renewal options for various additional terms after the expiration of the initial term of
each lease, which are not included in the future minimum lease payments below. At December 31, 2010, future
minimum lease payments for the fixed, non-cancelable terms of operating leases are as follows:

200 $ 3,835
200 3,926
2003 3,878
2004 3,600
200 2,970
Thereafter .. ....... ... ... . 21,109

$39,318

Reserve for Unfunded Commitments

We maintain a reserve for unfunded loan commitments and letters of credit which is reported in other liabilities
in the consolidated balance sheets consistent with ASC 825-10. As of the balance sheet date, we record estimated
losses inherent with unfunded loan commitments in accordance with ASC 450-20, and estimated future
obligations under letters of credit in accordance with ASC 460-10. The methodology used to determine the
adequacy of this reserve is integrated in our process for establishing the allowance for loan losses and considers
the probability of future losses and obligations that may be incurred under these off-balance sheet agreements.
The reserve for unfunded loan commitments and letters of credit as of December 31, 2010 was approximately
$454. We believe this reserve level is sufficient to absorb estimated probable losses related to these
commitments. :

Contingent Liabilities

We, from time to time, may be involved in legal proceedings relating to the conduct of our banking business.
These legal proceedings may include claims and legal actions to which we succeeded as a result of mergers and
acquisitions. Currently, we are involved in legal proceedings relating to the operations of the AHB Division prior
to the FCEC Merger. Based upon the current information related to these legal proceedings and the conditions
established in FASB ASC 450, “Accounting for Contingencies,” we cannot reasonably estimate any potential
liability for loss on these legal proceedings at this time.

Based on current knowledge, advice of counsel, available insurance coverage and established reserves,
management does not anticipate, at the present time, that the aggregate liability, if any, arising out of such legal
proceedings will have a material adverse effect on our consolidated financial position or liquidity. However,
given the inherent uncertainties involved in these matters, some of which are beyond the our control, and the
amount or indeterminate damages sought in some of these matters, there can be no assurance that an adverse
outcome in one or more of these matters would not be material to our results of operations or cash flows for any
particular future reporting period.

Note 20 — Regulatory Matters

Dividends paid are generally provided from the subsidiary bank’s dividends. The Federal Reserve Board, which
regulates bank holding companies, establishes guidelines which indicate that cash dividends should be covered
by current year earnings and the debt to equity ratio of the holding company must be below thirty

percent. Additionally, we are required to consult with the Federal Reserve Board before declaring dividends and
are to strongly consider eliminating, deferring, or reducing dividends we pay to our shareholders if (1) our net
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income available to shareholders for the past four quarters net of dividends previously paid during that period, is
not sufficient to fully fund the dividends, (2) our prospective rate of earnings retention is not consistent with our
capital needs and overall current and prospective financial condition, or (3) we will not meet, or are in danger of
not meeting, our minimum regulatory capital adequacy ratios. The Bank is subject to the dividend restrictions set
forth by the Pennsylvania Banking Code. Dividends that the Bank could declare without approval of the
Pennsylvania Department of Banking amounted to approximately $55,183 and $21,718 at December 31, 2010
and 2009, respectively. We declared the payment of a dividend in January 2011 in excess of earnings for
calendar year-end 2010. We believe that the declaration and payment of the dividend does not jeopardize our
ability to operate in a safe and sound manner. The Federal Reserve Bank of Philadelphia issued a no objection
letter regarding the payment of the dividend in first quarter 2011. We can give no assurance whether the
company will request or receive no objection from the Federal Reserve to declare and pay dividends in the future
with respect to which the above described conditions are not met.

We are subject to various regulatory capital requirements administered by federal banking agencies. Failure 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 our financial statements. Under capital
adequacy guidelines and the regulatory framework for prompt corrective action, we must meet specific capital
guidelines that involve quantitative measures of their assets, liabilities and certain off-balance sheet items as
calculated under regulatory accounting practices. The capital amounts and classification are also subject to
qualitative judgments by the regulators about components, risk weightings, and other factors.

Quantitative measures established by regulation to ensure capital adequacy require us to maintain minimum
amounts and ratios (set forth below) of total and Tier 1 capital (as defined in the regulations) to risk-weighted
assets and of Tier 1 capital to average assets. We believe, as of December 31, 2010 and 2009, that we have met
all capital adequacy requirements to which we are subject. A comparison of our capital ratios to regulatory
minimums at December 31 is as follows:

To be Well
Capitalized under
For Capital Prompt Corrective
Actual Adequacy Purposes Action Provisions
Amount Ratio Amount Ratio Amount Ratio
As of December 31, 2010
Total capital (to risk-weighted assets):
Tower Bancorp,Inc. ............ .. ... ... .. $277,104 13.2% 167,428 8.0% N/A N/A
Graystone Tower Bank ....................... 246,623 11.8% 167,287 8.0% 209,109 10.0%
Tier 1 capital (to risk-weighted assets):
Tower Bancorp,Inc. ......................... 247,598 11.8% 83,714 4.0% N/A N/A
Graystone Tower Bank ....................... 232,161 11.1% 83,643 4.Q% 125,465 6.0%
Tier 1 capital (to average total assets):
Tower Bancorp,Inc. ......................... 247,598 13.5% 73,637 4.0% N/A N/A
Graystone Tower Bank ....................... 232,161 12.6% 73,884 4.0% 92,335 5.0%

As of December 31, 2009

Total capital (to risk-weighted assets): :
Tower Bancorp,Inc. ......................... $165,860 14.5% 91,305 8.0% N/A N/A

Graystone Tower Bank ....................... 164,560 14.4% 91,212 8.0% 114,014 10.0%
Tier 1 capital (to risk-weighted assets):

Tower Bancorp, Inc. ........... ... ... ...... 148,965 13.1% 45,653 4.0% N/A  N/A

Graystone Tower Bank ....................... 154,811 13.6% 45,606 4.0% 68,409 6.0%
Tier 1 capital (to average total assets):

Tower Bancorp, Inc. ...................... ... 148,965 10.7% 55,702 4.0% N/A  N/A

Graystone Tower Bank ....................... 154,811 11.1% 55,613 4.0% 69,502 5.0%



Note 21 — Tower Bancorp, Inc. (Parent Company Only) Financial Information

Condensed Balance Sheet (Parent Only)

December 31,
2010 2009

Assets
Cashanddue from banks . ... ... ..ot $ 35270 $ 637
Securities available forsale .. ............... . 0 195 1,132
Investment in subsidiary .............c.. . i 256,611 169,715
Other @SSetS . .. ..ttt e e 1,940 1,660

Total assets . ... ... ... . $294,016 $173,144
Liabilities and stockholders’ equity
BOITOWINGS ..ttt e $ 36,452 $ 9,000
Other Habilities . .......... .o e 923 267

Total labilities .. ........... ... ... .. .. .. . . . ... 37,375 9,267
Stockholders’ equity ............. i e 256,641 163,877

Total liabilities and stockholders’ equity ....................... $294,016 $173,144

Condensed Income Statement (Parent Only)

Years Ended December 31,

2010 2009 2008

Income:

Dividends from subsidiary ................. ... ... ........ $ 8,001 $4825 $ —

Gain on sale of securities ....................... e 53 88 —

Noninterest income ............ e 22 — —
Expenses:

Interest €Xpense . .. ... vur i e 1,890 683 208

NonInterest EXPenses ... .....c.vereennennenarnernenn.n 1,227 385 19

Income before taxes and equity in undistributed net earnings

ofsubsidiary ................ ... ... . .. ... ... 4,959 3,845 (227)

Incometaxbenefit ... ..... ... ... ... ... .. .. L, 667 333 105
Equity in undistributed (loss) earnings of subsidiary ............ (4,468) 469) 2,204

NetIncome ......... ... .. ... .. . $ 1,158 $3,709 $2,082
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Condensed Statement of Cash Flows (Parent Only)

Years Ended December 31,

2010 - - - 2009 2008
Cash Flows from Operating Activities:
NELINCOME .\ vttt ettt ettt et et e e e e e e $ 1,158 $ 3,709 $ 2,082
Adjustments to reconcile net income to cash provided by (used in) operating
1Y 4 10 <X S POt
Equity in undistributed net (earnings) loss of subsidiary ................ 4,468 469  (2,204)
Net gain on sale of equity securities ............. ..., (53) (59) —
Stock OPLiON EXPENSe . ..« o vttt e 111 569 —
Restricted stock €Xpense ..............ciiiiiiiiiiiii i 138 295 —
Other than temporary impairment losses ................ ... ...... .. 206 (185) —
Other, NEt ..ot (1,907) 764 (211)
R Cash Provided by (Used in) operating activities ................ 4,121 5,562 (333)
RIS Cash flows from Investing Activities:
Investment in subsidiary .......... ... .. . i (21,000) (53,370) —
Sale of equity investment . ....... ...t 978 10,338 —
Cash received from merger/acquisition .............. .. ..., 57 214 —
Cash Used in Investing Activities ............................ (19,965) (42,818) —
Cash Flows from Financing Activities:
Proceeds from sale of common stock,net . ............ci i 48913 52,052 —
Proceeds from issuance of subordinateddebt ........................ 12,000. 9,000 —
Repayment of other borrowing ........... ... ... ... . i, (2,435) (24,814) —
Proceeds from other borrowing . ......... ... .. i — 6,450 184
Dividends paid . ...t e (8,001)  (4,825) —
Cash Provided by Financing Activities ............ e 50,477 37,863 184
Net Increase in Cash and Cash Equivalents 34,633 607 (149)
Cash and Cash Equivalents - Beginning ' 637 30 179
Cash and Cash Equivalents - Ending $35270 $ 637 $ 30
Supplemental disclosure of information:
Interest paid ... ...ttt $ 1,890 $ 683 $ 208

117



Management’s Report on Internal Control Over Financial Reporting

The management of Tower Bancorp Inc. is responsible for establishing and maintaining adequate internal control
over financial reporting, as such term is defined in Exchange Act Rule 13a-15(f). Tower Bancorp Inc.’s internal
control system is designed to provide reasonable assurance regarding the reliability of financial reporting and the
preparation of financial statements for external purposes in accordance with U.S. generally accepted accounting
principles.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate.

Management assessed the effectiveness of the Company’s internal control over financial reporting as of
December 31, 2010, using the criteria set forth by the Committee of Sponsoring Organizations of the Treadway
Commission (COSO) in Internal Control — Integrated Framework. Based on this assessment, management
concluded that, as of December 31, 2010, the company’s internal control over financial reporting is effective
based on those criteria.

Our management’s assessment of the effectiveness of our internal control over financial reporting as of
December 31, 2010 included internal controls at all consolidated entities and divisions other than 1N Bank
(formerly known as First National Bank of Chester County), which was acquired on December 10, 2010. Our
management has not evaluated 1N Bank’s internal controls over financial reporting, and our management’s
conclusion regarding the effectiveness of internal controls over financial reporting does not extend to 1N Bank’s
internal controls.

The effectiveness of our internal control over financial reporting has been audited by KPMG LLP, an
independent registered public accounting firm, as stated in their report which is included herein.

/s/  ANDREW S. SAMUEL

Andrew S. Samuel
Chief Executive Officer
(Principal Executive Officer)

/s/ JOHN D. FINLEY

John D. Finley
Acting Chief Financial Officer
(Principal Financial Officer)
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Report of Independent Registered Public Accounting Firm

The Board of Directors and Stockholders
Tower Bancorp, Inc. and subsidiaries:

We have audited Tower Bancorp, Inc. and subsidiaries’ internal control over financial reporting as of
December 31, 2010, based on criteria established in Internal Control — Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission (COSO). Tower Bancorp, Inc. and
subsidiaries’ management is responsible for maintaining effective internal control over financial reporting and
for its assessment of the effectiveness of internal control over financial reporting, included in the accompanying
Management’s Report on Internal Control Over Financial Reporting. Our responsibility is to express an opinion
on the Company’s internal control over financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting was maintained in all material respects. Our audit
included obtaining an understanding of internal control over financial reporting, assessing the risk that a material
weakness exists, and testing and evaluating the design and operating effectiveness of internal control based on
the assessed risk. Our audit also included performing such other procedures as we considered necessary in the
circumstances. We believe that our audit provides a reasonable basis for our opinion.

A company’s internal control over financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles. A company’s internal control over financial reporting
includes those policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (2) provide reasonable
assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance
with generally accepted accounting principles, and that receipts and expenditures of the company are being made
only in accordance with authorizations of management and directors of the company; and (3) provide reasonable
assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the
company’s assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate.

In our opinion, Tower Bancorp, Inc. and subsidiaries maintained, in all material respects, effective internal
control over financial reporting as of December 31, 2010, based on criteria established in Internal Control —
Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission.

Tower Bancorp Inc. acquired First Chester County Corporation on December 10, 2010, and management
excluded from its assessment of the effectiveness of Tower Bancorp Inc. and subsidiaries’ internal control over
financial reporting as of December 31, 2010, First Chester County Corporation internal control over financial
reporting associated with total assets of approximately $1.1 billion and net interest income of approximately $2.4
million included in the consolidated financial statements of Tower Bancorp, Inc. and subsidiaries as of and for
the year ended December 31, 2010. Our audit of internal control over financial reporting of Tower Bancorp Inc.
and subsidiaries also excluded an evaluation of the internal control over financial reporting of First Chester
County Corporation.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the consolidated balance sheets of Tower Bancorp. Inc. and subsidiaries as of December 31,
2010 and 2009, and the related consolidated statements of operations, changes in equity and comprehensive
income, and cash flows for each of the years in the two-year period ended December 31, 2010, and our report
dated March 16, 2011 expressed an unqualified opinion on those consolidated financial statements.

(signed) KPMG LLP

Harrisburg, PA
March 16, 2011
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Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

None.

Item 9A. Controls and Procedures
Disclosure Controls and Procedures

The Company carried out an evaluation, under the supervision and with the participation of the Company’s
management, including the Company’s Chief Executive Officer and Acting Chief Financial Officer, of the
effectiveness of its disclosure controls and procedures, as defined in Exchange Act Rules 13a-15(e) and
15d-15(e). Based upon the evaluation, the Company’s Chief Executive Officer and Acting Chief Financial
Officer concluded that as of December 31, 2010, the Company’s disclosure controls and procedures are effective.
Disclosure controls and procedures are controls and procedures that are designed to ensure that information
required to be disclosed in the Company’s reports filed or submitted under the Exchange Act is recorded,
processed, summarized and reported within the time periods specified in the Securities and Exchange
Commission’s rules and forms.

Internal Controls Over Financial Reporting

Management’s report on internal control over financial reporting is included in Item 8 of this Report on
Form 10-K and incorporated herein by reference.

Changes in Internal Controls

[T

There were no significant changes to the Company’s “internal controls over financial reporting” (as defined in
Rule 13a-15(f) under the Exchange Act) during the last fiscal year that has materially affected or is reasonably
likely to materially affect, the Company’s internal control over financial reporting.

Item 9B. Other Information

The Company had no other events that should have been disclosed on Form 8-K that were not already disclosed
on such form.
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PART I

Item 10.  Directors, Executive Officers and Corporate Governance

We have adopted a Code of Ethics Policy that applies to all directors and senior managers (ihcluding its Chief
Executive Officer and Chief Financial Officer). The Company’s Code of Ethics Policy is available on our
website at http://www.towerbancorp.com under the “Governance Documents” tab.

All other information required by Item 10 is incorporated by reference to the sections captioned “Election of
Directors,” “Executive Officers,” “Section 16(a) Beneficial Ownership Reporting Compliance,” “Code of Ethics
Policy,” “Consideration of Director Nominees,” and "Meetings and Committees of the Board of Directors™ of
Tower’s definitive proxy statement for the 2011 Annual Meeting of Shareholders to be filed pursuant to
Regulation 14A.

Item 11. Executive Compensation

The information required by Item 11 is incorporated by reference to the sections captioned “Executive
Compensation,” “Compensation of Directors,” and “Compensation Committee Interlocks and Insider
Participation” of Tower’s definitive proxy statement for the 2011 Annual Meeting of Shareholders to be filed
pursuant to Regulation 14A.

Item 12.  Security Ownership of Certain Beneficial Owners and Management and Related Stockholder
Matters

Information required by Item 12 is incorporated by reference to the section captioned “Information Concerning
Security Ownership” of Tower’s definitive proxy statement for the 2011 Annual Meeting of Shareholders to be
filed pursuant to Regulation 14A and the information appearing under the heading “Securities Authorized for
Issuance under Equity Compensation Plans” within Item 5 of this Report.

Item 13.  Certain Relationships and Related Transactions, and Director Independence

The information required by Item 13 is incorporated by reference to the sections captioned “Related Person
Transactions and Policies” and “Director Independence” of Tower’s definitive proxy statement for the 2011
Annual Meeting of Shareholders to be filed pursuant to Regulation 14A.

Item 14.  Principal Accounting Fees and Services

The information required by Item 14 is incorporated by reference to the sections captioned “Fees of Independent
Public Accountants” and “Audit Committee Report” of our definitive proxy statement.for the 2011 Annual
Meeting of Shareholders filed pursuant to Regulation 14A.
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Item 15.

PART IV

Exhibits and Financial Statement Schedules

(a) The following documents are filed as part of this report:

1.

(b

Exhibit
No.

3.1

3.2

4.1

42

10.1

10.2

10.3

104

Financial Statements—The following consolidated financial statements of Tower Bancorp, Inc. and
subsidiaries are incorporated herein by reference in response to Item 8 above:

(i) Consolidated Balance Sheets—December 31, 2010 and 2009.
(ii) Consolidated Statements of Operations—Years ended December 31, 2010, 2009 and 2008.

(iii) Consolidated Statements of Equity and Comprehensive Income (Loss)— Years ended
December 31, 2010, 2009 and 2008.

(iv) Consolidated Statements of Cash Flows— Years ended December 31, 2010, 2009 and 2008.
(v) Notes to Consolidated Financial Statements
(vi) Report of Independent Registered Public Accounting Firm

Financial Statement Schedules—All financial statement schedules for which provision is made in the
applicable accounting regulations of the Securities and Exchange Commission are not required under
the related instructions or are inapplicable and have therefore been omitted. -

Exhibits—A list of the Exhibits required by Item 601 of Regulation S-K and filed as part of this report
is provided in subsection (b) below:

Description

Amended and Restated Articles of Incorporation (Incorporated by reference to Exhibit 3.1 to
Registrant’s Current Report on Form 8-K filed on September 24, 2009)

Amended and Restated Bylaws of Tower Bancorp, Inc. (Incorporated by reference to Exhibit 3.1 to
Registrant’s Current Report on Form 8-K filed on July 28, 2010)

Form of Subordinated Note due July 1, 2014 (Incorporated by reference to Exhibit 4.1 to Registrant’s
Current Report on Form 8-K filed on June 12, 2009)

Form of Form of Subordinated Note Due July 1, 2015 (Incorporated by reference to Exhibit 4.1 to
Registrant’s Current Report on Form 8-K filed on February 8, 2010)

Tower Bancorp, Inc. Non-Qualified Stock Option Plan (Incorporated by reference to Exhibit 99.1 to
Registrant’s Registration Statement on Form S-8 (File No. 333-40661))*

Tower Bancorp, Inc.’s Stock Option Plan for Outside Directors (Incorporated by reference to
Exhibit 99.2 to Registrant’s Registration Statement on Form S-8 (File No. 333-40661))*

Supplemental Executive Retirement Agreement of Jeffrey B. Shank dated as of September 25, 2002
(Incorporated by reference to Exhibit 99.3 of Registrant’s Form 10-Q for the quarter ended
September 30, 2002)*

Form of Amendment and Restatement of the First National Bank of Greencastle Group Term
Replacement Plan A (Incorporated by reference to Exhibit 10.8 of Registrant’s Registration Statement
on Form S-4 (File No. 333-130485))*
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10.5

10.6

10.7

10.8

10.9

10.10

10.11

10.12

10.13

10.14

1015

10.16

10.17

10.18

10.19

10.20

Form of Amendment and Restatement of the First National Bank of Greencastle Group Term
Replacement Plan (Incorporated by reference to Exhibit 10.8 of Registrant’s Registration Statement on
Form S-4 (File No. 333-130485))* :

Form of Amendment and Restatement of the First National Bank of Greencastle Execﬁ.t»ibve Bonus
Agreement (Incorporated by reference to Exhibit 10.8 of Registrant’s Registration Statement on
Form S-4 (File No. 333-130485))*

First National Bank of Greencastle Employees’ Stock Ownership Plan (Incorporated by reference to
Exhibit 99.3 to Registrant’s Registration Statement on Form S-8 (File No. 333-40661))*

Amendment Number Seven to First National Bank of Greencastle Employees Stock Ownership Plan
and Trust, effective August 1, 2009 (Incorporated by reference to Exhibit 10.5 to Registrant’s
Quarterly Report on Form 10-Q for the quarter ended September 30, 2009)*

Graystone Financial Corp. 401(k)/Employee Stock Ownership Plan (Incorporated by reference to
Exhibit 10.9 to Registrant’s Quarterly Report on Form 10-Q for the quarter ended March 31, 2009)*

Employment Agreement and amendment with Andrew Samuel (Incorporated by reference to Exhibit
3.1 to Registrant’s Current Report on Form 8-K filed on March 31, 2009)*

Employment Agreement and amendment with Jeffrey Renninger (Incorporated by reference to Exhibit
3.1 to Registrant’s Current Report on Form 8-K filed on March 31, 2009)*

Employment Agreement with Jeffrey B. Shank (Incorporated by reference to Exhibit 3 to Annex A of
Registrant’s Registration Statement on Form S-4 (No. 333-156535))).*

Employment Agreement and amendment with Janak Amin (Incorporated by reference to Exhibit 10.4
of Registrant’s Quarterly Report on Form 10-Q for the quarter ended March 31, 2009)*

Employment Agreement with Mark Merrill (Incorporated by reference to Exhibit 4 to Annex A of
Registrant’s Registration Statement on Form S-4 (File No. 333-156535))*

Employment Agreement with Carl Lundblad (Incorporated by reference to Exhibit 6 to Annex A of
Registrant’s Registration Statement on Form S-4 (File No. 333-156535))*

Employment Agreement with Jane Tompkins (Incorporated by reference to Exhibit 5 to Annex A of
Registrant’s Registration Statement on Form S-4 (File No. 333-156535))*

Employment Agreement by and among John A. Featherman, III, First National Bank of Chester
County, Tower Bancorp, Inc. and First Chester County Corporation dated December 27, 2009 and
effective December 10, 2010, as amended by an Amendment of Employment Agreement by and
among John A Featherman, III, First National Bank of Chester County, Tower Bancorp, Inc. and First
Chester County Corporation dated as of September 1, 2010 (Incorporated by reference to Exhibit 10.1
to Registrant’s Current Report on Form 8-K filed December 13, 2010)*  °

Separation Benefits Agreement by and between First National Bank of Chester County and Clay T.
Henry dated as of October 2, 2006, as amended by an Amendment to Executive Agreement by and
between First National Bank of Chester County and Clay T. Henry dated as of December 24, 2008
(Incorporated by reference to Exhibit 10.2 to Registrant’s Current Report on Form 8-K filed
December 13, 2010)*

Graystone Financial Corp. 2007 Stock Incentive Plan (Incorporated by reference to Exhibit 10.3 to
Registrant’s Current Report on Form 8-K filed on March 31, 2009)*

Form of Non-Qualified Stock Option Agreement under the 1995 Non-Qualified Stock Option Plan
(Incorporated by reference to Exhibit 10.1 to Registrant’s Current Report on Form 8-K filed on
September 24, 2009)*
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10.21

10.22

10.23

10.24

10.25

10.26

10.27

10.28

10.29

10.30

10,31

10.32

10.33

10.34

10.35

10.36
10.37
10.38
21
23.1
23.2
31.1

Form of Nongqualified Stock Option Agreement under the 2007 Stock Incentive Plan (Incorporated by
reference to Exhibit 10.2 to Registrant’s Current Report on Form 8-K filed on September 24, 2009)*

Form of Restricted Stock Agreement under the 2007 Stock Incentive Plan (Incorporated by reference
to Exhibit 10.2 to Registrant’s Quarterly Report on Form 10-Q for the quarter ended September 30,
2010)*

Tower Bancorp, Inc. 2010 Stock Incentive Plan (Incorporated by reference to Exhibit 10.1 to
Registrant’s Current Report on Form 8-K filed May 25, 2010)*

Form of Restricted Stock Agreement under the Tower Bancorp, Inc. 2010 Stock Incentive Plan
(Incorporated by reference to Exhibit 10.3 to Registrant’s Quarterly Report on Form 10-Q for the
quarter ended September 30, 2010)*

Tower Bancorp, Inc. Dividend Reinvestment and Stock Purchase Plan (Incorporated by reference to
Exhibit 99.1 to Registrant’s Registration Statement on Form S-3 (File No. 333-159647))*

Tower Bancorp, Inc. Employee Stock Purchase Plan (Incorporated by reference to Appendix A of
Registrant’s definitive proxy statement filed on April 22, 2009)*

Tower Bancorp, Inc. CEO Incentive Plan (Incorporated by reference to Exhibit 10.1 to Registrant’s
Current Report on Form 8-K filed May 3, 2010)*

Tower Bancorp, Inc. Executive Incentive Plan (Incorporated by reference to Exhibit 10.2 to
Registrant’s Current Report on Form 8-K filed May 3, 2010)*

Deferred Compensation Agreement between Graystone Tower Bank and Andrew Samuel, dated June
2, 2010 (Incorporated by reference to Exhibit 10.5 to Registrant’s Quarterly Report on Form 10-Q for
the quarter ended June 30, 2010)*

Deferred Compensation Agreement between Graystone Tower Bank and Jeffrey Renninger, dated
June 2, 2010 (Incorporated by reference to Exhibit 10.6 to Registrant’s Quarterly Report on Form 10-
Q for the quarter ended June 30, 2010)*

Deferred Compensation Agreement between Graystone Tower Bank and Janak Amin, dated June 2,
2010 (Incorporated by reference to Exhibit 10.7 to Registrant’s Quarterly Report on Form 10-Q for the
quarter ended June 30, 2010)* '

Deferred Compensation Agreement between Graystone Tower Bank and Mark Merrill, dated June 2,
2010 (Incorporated by reference to Exhibit 10.8 to Registrant’s Quarterly Report on Form 10-Q for the
quarter ended June 30, 2010)*

Deferred Compensation Agreement between Graystone Tower Bank and Jane Tompkins, dated June 2,
2010 (Incorporated by reference to Exhibit 10.9 to Registrant’s Quarterly Report on Form 10-Q for the
quarter ended June 30, 2010)*

Deferred Compensation Agreement between Graystone Tower Bank and Carl Lundblad, dated June 2,
2010 (Incorporated by reference to Exhibit 10.10 to Registrant’s Quarterly Report on Form 10-Q for
the quarter ended June 30, 2010)*

Summary Schedule of 2011 Outside Director Fees. (Incorporated by reference to Exhibit 10.1 to
Registrant’s Current Report on Form 8-K filed on December 8, 2010)*

First Chester County Corporation Amended and Restated 1995 Stock Option Plan.*

First Chester County Corporation Form of Stock Option Agreement for Directors. *

First Chester County Corporation Form of Stock Option Agreement for Executive Officers.*
Subsidiaries of the Registrant

Consent of KPMG LLP

Consent of ParenteBeard, LLC

Certification of Chief Executive Officer of Tower Bancorp, Inc. Pursuant to Securities and Exchange
Commission Rule 13a-14(a) / 15d-14(a).
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31.2 Certification of Chief Financial Officer of Tower Bancorp, Inc. Pursuant to Securities and Exchange
Commission Rule 13a-14(a) / 15d-14(a)

32.1 Certification of Chief Executive Officer of Tower Bancorp, Inc. Pursuant to Section 906 of the
Sarbanes-Oxley Act of 2002 (Furnished, not filed)

32.2 Certification of Chief Financial Officer of Tower Bancorp, Inc. Pursuant to Section 906 of the
Sarbanes-Oxley Act of 2002 (Furnished, not filed)
* Denotes compensatory plan or arrangement.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Registrant has
duly caused this Report to be signed on its behalf by the undersigned, thereunto duly authorized.

TOWER BANCORP, INC.
(Registrant)

Date: March 16, 2011 /s/ ANDREW S. SAMUEL

Andrew S. Samuel
Chief Executive Officer
(Principal Executive Officer)

Date: March 16, 2011 /s/  JoHN D. FINLEY

John D. Finley
Acting Chief Financial Officer
(Principal Financial Officer)

Date: March 16, 2011 /s/ KRISTOFER A. PAUL

Kristofer A. Paul
Chief Accounting Officer
(Principal Accounting Officer)

Pursuant to the requirements of the Securities Exchange Act of 1934, this Report has been executed below by the
following persons on behalf of the Registrant and in the capacities and on the dates indicated.

Signature ma. Date
/s/ ANDREW S. SAMUEL Chief Executive Officer, and March 16, 2011
Andrew S. Samuel Chairman of the Board of
' Directors
Director March 16, 2011

Clifford E. DeBaptiste

Director March 16, 2011
Jeffrey F. Lehman
/s/  KENNETH R. LEHMAN Director . . March 16, 2011
Kenneth R. Lehman
/s/ EDWARD A. LEo Director March 16, 2011
Edward A. Leo
/s/ CHARLES C. PEARSON JR. Director ' March 16, 2011
Charles C. Pearson Jr.
/s/  MICHAEL A. PECK Director March 16, 2011
Michael A. Peck
/s/  ROBERT E. POOLE JR. Director March 16, 2011

Robert E. Poole Jr.
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/s/  WILLIAM E. POMMERENING

William E. Pommerening

/s/  TERRY L. RANDALL

Terry L. Randall

Hasu P. Shah

/s/ KLARE S. SUNDERLAND

Klare S. Sunderland

Director

Director

Director

Director
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March 16, 2011

March 16, 2011

March 16, 2011

March 16, 2011
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